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Introduction

The economic recovery in Canada has gained momentum and broadened

since 1993, with household spending now adding to continued strong business

investment and external demand (notably from the United States). Employment is

rising and had virtually regained its pre-recession level by mid-1994, although

the unemployment rate - albeit receding - is still in double digits. Aided by

substantial slack in the economy, inflation has continued to be subdued, despite

the downward adjustment of the Canadian dollar since 1992. Notwithstanding the

buoyancy of exports, the current-account deficit has remained large, reflecting an

ongoing high import propensity and the cost of servicing Canada's large external
debt.

Economic growth is projected to strengthen further over the next eighteen

months, but not sufficiently to fully close the large output gap that emerged

during the recession. As a result, and given a continuing excess supply of labour,

inflation is expected to remain low. In addition, with improved competitiveness

underpinning export growth and some rise in the terms of trade, the current-

account deficit should narrow gradually. However, the strength of the recovery

could be adversely affected by financial-market disturbances. In recent months,

the tightening of US monetary policy, along with concerns about fiscal and

political developments in Canada, have led to exchange-rate weakness and

upward pressure on interest rates. Given Canada's favourable inflation perform¬

ance, such pressures should eventually unwind, although savers and investors are

likely to continue to demand substantial risk premiums as long as federal and

provincial finances are not perceived to be sound.

Following some progress in fiscal consolidation in the second half of the

1980s, the general government deficit has widened again, reaching 7 per cent of

GDP in 1993. As a result, the public debt-to-GDP ratio has grown sharply, and

now exceeds the OECD average by a wide margin. The increased attention given



by financial markets to these developments is reflected in high long-term interest

rates, relative both to inflation and to their counterparts in the United States. The

federal government has set a deficit target of 3 per cent of GDP by 1996/97 as a

first step towards fiscal balance, and most provinces intend to balance their

- overall or current account - budgets over the medium term. However, with

higher-than-expected interest rates putting upward pressure on debt servicing

costs, the attainment of these deficit targets is likely to require additional consoli¬

dation efforts. While fiscal restraint may moderate domestic demand in the short

run, it would ease the operation of monetary policy, by allowing reductions in

interest rates consistent with Canada's low inflation, thereby improving condi¬

tions for a sustained growth of activity.

Part I of the Survey examines the main factors underlying recent economic

developments and discusses the short-term outlook. Part II reviews both macro-

economic and structural policies, with particular attention given to the fiscal

situation. Part III contains a special study of the Canadian income-security

system - which is currently being reviewed by the federal government - indicat¬

ing possible avenues for reform. Conclusions arising from the analysis in the

Survey are presented in Part IV.
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I. Recent trends and short-term prospects

A progressive upturn

The recovery of economic activity that began in the spring of 1991 has

strengthened over the past year (Diagram 1). Fuelled initially by foreign demand

and business spending on machinery and equipment, it is now showing signs of

broadening to the household sector, as rising employment boosts consumer confi¬

dence and private consumption. The substantial slack in product and labour

markets that had emerged in the early 1990s has virtually eliminated wage and

price pressures. Along with robust corporate investment, this paves the way for

sustained non-inflationary growth. At the same time, the significant improvement

in Canada's competitive position in recent years should allow a gradual

unwinding of the large external deficit.

Despite its recent acceleration, the upturn has remained slow by historical

standards and has significantly lagged behind that in the United States. As a

result, the two economies are now out of synchronisation to an unusual extent.

While little spare capacity is left in the US economy, the output gap in Canada is

generally estimated at around 5 per cent. It has taken over three years of recovery

for employment to regain its pre-recession level (Diagram 1 ) and unemployment

has come down only gradually from the peak reached in 1992, in spite of

continued depressed labour-force participation.

As discussed in last year's Survey, the gradual nature of the recovery can in

part be traced to the fact that the current cycle has lacked a strong catalyst - such

as an inventory-driven rebound in production or a surge in net exports - to jump

start the economy. Indeed, the growth stimulus from rising exports to the United

States has been dampened by strong imports. The sharp increase in two-way

trade reflects, among other things, the influence of globalisation and market

liberalisation, including the implementation of the Free Trade Agreement with

11



Diagram 1 . KEY ASPECTS OF ECONOMIC ACTIVITY
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the United States. The high import propensity also reflects the high value of the

Canadian dollar in the early 1990s and the composition of domestic demand (see

below). The easing of monetary conditions after 1991 was gradual but gathered

momentum as it became clear that inflation was falling to the lower end of the

target ranges. It was, however, interrupted or temporarily reversed by several

episodes of financial-market concerns about rising government deficits and debt

and constitutional uncertainties. While this may have slowed the recovery, the

marked easing of monetary conditions through 1993 and into early 1994 has

clearly played a role in the pick-up in growth in 1994.

Another factor that has probably exerted some drag on the recovery is

industrial restructuring. Recent research (see below) does not support the view

that there has been an abnormal amount of "output restructuring", i.e. change in

industry output and employment shares. Instead, there is evidence of "input

restructuring", i.e. substitution of capital for labour, resulting from declines in

the user cost of capital combined with a sluggish adjustment of real wages to the

slack in labour markets. This has been reflected in the foreign balance, given the

high import content of machinery and equipment investment, as well as in

meagre job creation relative to output. Slow employment growth, in turn, raised

job insecurity to unprecedented levels and acted to depress consumer confidence,

a trend that has begun reversing only more recently.

While most of the factors that have slowed the recovery are ebbing, some of

them may persist for some time. Thus, input restructuring, i.e. capital/labour

substitution, is already showing signs of abating. Recent strong employment

growth is likely to have significantly alleviated fears on the part of those already

employed about possible job loss. At the same time, strong investment in machin¬

ery and equipment has laid the foundations for sustained non-inflationary growth.

Moreover, the effective exchange rate has depreciated sharply (Diagram 1 ) and

- contrary to the situation prevailing in the early 1990s - the Canadian dollar is

now well below estimates of purchasing power parity. Restored international

competitiveness should lead to a substitution of domestic production for imports

and to a gain in export-market share. On the other hand, financial-market distur¬

bances may continue to have an adverse effect on the recovery. Indeed, despite

encouraging signs most recently, the tightening in monetary conditions in the

spring of 1994 could take longer to fully unwind than previous comparable

episodes, such as that of the autumn of 1992 when concerns about fiscal and
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political developments also led to a marked firming of interest rates. However,

both short-term interest rates and the exchange rate are now considerably lower

than at times of earlier financial-market disturbances, and the economic recovery
has become more robust since.

The rest of this chapter examines in more detail recent economic develop¬

ments resulting from these various influences and discusses the short-term eco¬

nomic outlook. The policy setting impacting on recent and future economic

performance is reviewed in the next chapter of the Survey.

Characteristics of the current recovery

Continued buoyancy of exports

The pursuit of recovery has been based on continued strong growth of

exports (Table 1). From 1991 to 1993, the share of exports in GDP increased by

5 percentage points to 29'/2 per cent. While capacity utilisation in total non-farm

goods producing industries is still well below its long-term average, the majority

of export-oriented industries are operating at above average rates (albeit still

significantly below previous peak rates). The major source of export growth has

been strong demand from the United States: exports to the United States rose

from just under 76 per cent of total Canadian merchandise exports in 1991 to

over 81 per cent in 1993. With disinflation and currency depreciation restoring

competitiveness, Canada's exporters gained market share in 1993 following sev¬

eral years of deteriorating export performance. However, as noted above, imports

have been buoyant too (Table 1 ). Partly reflecting the composition of aggregate

demand, the overall import propensity has remained high even though Canadian

suppliers' competitive position in domestic markets has also improved signifi¬

cantly. As a result, the growth contribution of the change in the real foreign

balance has been relatively limited (Diagram 2), averaging 'h percentage point

per annum during the recovery.

Gradual strengthening of domestic demand

While export volumes have grown by more than one-third since the reces¬

sion bottomed out in 1991, real domestic demand has just increased by some

5 per cent, exceeding its pre-recession level only from late 1993 (Diagram 1).
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Table 1. Demand and output

Volume percentage change, annual rates

1979

1973

1989

1979
1990 1991 1992 1993

Ql 1994

Q4 1993

02 1994

Ql 1994

Private consumption 4.4 3.1 1.0 -1.5 1.3 1.6 4.4 3.0

Government consumption 3.5 2.5 3.2 2.8 1.2 0.5 -3.3 -2.4

Gross fixed investment 5.1 5.3 -3.5 -2.2 -2.8 -0.2 1.5 18.2

Public -0.3 3.8 6.9 4.7 -0.6 4.4 -0.1 13.5

Private 5.9 5.5 ^t.8 -3.1 -3.2 -0.9 1.8 18.9

Residential 3.4 4.5 -9.7 -12.5 7.9 ^1.4 3.0 18.4

Non residential 6.8 5.3 -2.4 1.1 -7.5 0.7 1.3 19.1

Final domestic demand 43 3.5 0.4 -0.8 0.4 1.0 2.2 4.9

Stockbuilding ' 0.1 -0.1 -1.0 -0.2 -0.1 0.8 -0.4 0.6

Total domestic demand 4.4 3.4 -0.5 -1.0 03 1.8 1.8 5.6

Exports of goods and
services 4.6 5.2 4.1 1.0 7.7 10.4 4.6 18.2

Imports of goods and
services 6.0 6.4 2.0 3.1 5.9 8.8 0.8 15.1

Foreign balance' -0.2 -0.4 0.6 -0.7 0.4 0.3 1.3 0.7

Error of estimate ' 0.1 0.0 -0.2 -0.2 -0.1 0.0 1.2 0

GDP at market prices 4.2 3.1 -0.2 -1.8 0.6 2.2 4.4 6.4

of which:

Agriculture -0.2 2.3 3.1 -3.5 -5.0 6.8 0.5 4.3

Mining -4.1 1.0 -0.3 1.9 1.8 6.9 -1.8 24.1

Manufacturing 2.5 2.1 -3.7 -6.9 0.7 5.0 1.4 11.7

Construction 4.5 3.4 -0.3 -7.8 -8.5 ^.8 -3.9 15.7

Services 4.8 3.4 0.6 0 1.6 2.2 4.5 2.5

1 . Contribution to GDP volume growth.
Source: Statistics Canada; OECD, Quarterly National Accounts.

The gradual upturn of domestic demand reflects widely diverging developments

in its major components: while growth in government consumption has slowed,

turning negative most recently (Table 1), private consumer spending showed a

relatively steady upward trend before gaining momentum of late; residential

investment rebounded early in the recovery but has weakened thereafter; the

decline in business construction has begun to be reversed only recently; on the

other hand, as noted, business investment in machinery and equipment has shown

surprising strength, exceeding its pre-recession level from late 1992, one year

earlier than private consumption.
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While contributing steadily to the recovery (Diagram 2), private consump¬

tion has proved much less supportive than in the past. The modest pace of

consumer spending reflects the fact that up to mid- 1993 it largely followed low

disposable income growth, with the household saving ratio remaining broadly

stable. This has changed, however, over the last year or so. Initially, households

appear to have lowered their saving ratio to offset the adverse effect on disposa¬

ble income of the substantial personal-income tax increases in some provinces in

mid-1993. While rebounding in early 1994, the household saving ratio has

nonetheless remained at a lower level, despite a pick-up in disposable incomes.

As a result, consumer spending - in particular on durables (Diagram 3) - has

strengthened, although there are some signs of slowing growth in household

demand related to recent interest increases and ongoing job uncertainty in sectors

still vulnerable to restructuring.

The unusual stability of the household saving ratio during the first two years

of the current recovery appears to be attributable to widespread job insecurity,

which tended to offset the downward pressure on savings from factors such as
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rising net wealth, lower inflation, and - to a lesser extent - lower real interest

rates. Although personal debt has continued to grow, the value of households'

financial and non-financial assets has also increased significantly in recent years,

which has had a positive impact on the ratio of household net worth to disposable

income - an important determinant of consumers' spending decisions. On the

other hand, job insecurity reached a record level in 1992-93, with 41 per cent of

people surveyed1 thinking that they could lose their jobs. During the

1981-82 recession, this proportion did not exceed 32 per cent, although at that

time the unemployment rate was higher than in the early 1 990s. As noted above,

job insecurity appears to have dropped markedly in 1994, probably contributing
to the recent rise in consumer confidence.

After a spurt early in the recovery, residential investment has remained

unexpectedly sluggish (Diagram 3), despite the marked improvement in housing

affordability due to the continued weakness in house prices and to falling mort¬

gage rates until early 1994. With uncertain employment prospects, households

appear to have been reluctant to make major spending commitments. Moreover,

revised population statistics suggest a much more cyclical pattern to the underly¬

ing demographic demand for housing than thought before.2 Consequently, the
number of housing starts needed to meet demographic requirements, which had

been put at about 200 000, is now estimated to be in the 180 000 range. With

actual housing starts having more or less mirrored swings in estimated underlying

demographic demand, pent-up demand for housing appears to be limited. Still, a

rebound in immigration in recent quarters points to an increase in residential

investment to meet demographic requirements, despite rising mortgage rates. The

initial effect of the recent hike in mortgage rates was to moderate the decline in

house resales since April 1994, as buyers with pre-approved mortgages at lower
interest rates rushed into the market.

The behaviour of business fixed investment in recent years has been influ¬

enced by two divergent developments (Diagram 4). Given sizeable surplus capac¬
ity and depressed prices in commercial real estate, spending on structures

declined markedly for about three years before rebounding most recently. On the

other hand, despite low corporate cash flow, investment in machinery and equip¬
ment has been unusually strong, both compared with previous periods of eco¬

nomic weakness and developments in other countries. This is all the more

remarkable as it follows upon a 70 per cent rise between 1983 and 1989. A tax
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Diagram 4. BUSINESS FIXED INVESTMENT
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credit for small businesses that incurred machinery and equipment investments

from December 1992 through December 1993 appears to have played a role.
More important, however, has been a one-third reduction in the user cost of

capital since the beginning of the 1 990s, reflecting both lower real costs of funds

and sharply falling prices for machinery and equipment. With the decline even

more pronounced relative to the average wage (over 40 per cent), there has been

a strong incentive for firms to substitute cheaper capital for relatively more-

expensive labour.3 Indeed, the capital/labour ratio increased by some 20 per cent
from 1989 to 1993, lending credence to the view that the Canadian economy has

gone through one the most important periods of (input) restructuring since the

War. A major difference between the present cycle and the one in the early 1980s
has been the extent of restructuring in the service sector, which has been reflected

in sluggish job growth (see below).

A striking feature of recent business capital spending has been its concentra¬

tion in purchases of office machinery: with computer prices falling by nearly
one-half, in volume terms the share of office machinery in total machinery and
equipment investment has doubled since the late 1 980s, to more than one-third.

As noted above, the fall in the cost of machinery and equipment relative to labour

has led companies to concentrate on reducing costs by substituting equipment for
labour in the production process. These efficiency-enhancing investments have

not added substantially to overall productive capacity. Slow growth in the latter

has been evident in the sharp fall in non-residential construction, to levels where

net investment is extremely low by post-war standards. However, with profits and

sales prospects improving, rationalisation investment should be increasingly

complemented by capital-widening investment, as evident in the sharp upward
revisions to private investment spending intentions for 1994, especially in non¬

residential construction. This is in line with the observation that business spend¬
ing on structures started reviving towards the end of 1993, especially in the

energy sector and industry, although there is no evidence of an immediate
turnaround in commercial construction.

As noted above, the absence of a significant inventory cycle has been one

reason for the modest pace of the current recovery. Although stockholding has
started contributing to economic growth over the past eighteen months or so

(Diagram 2), the stock/output ratio has continued to decline. As can be seen from

Diagram 5, a major break in the trend of the inventory-to-sales ratio occurred

20



Diagram 5. BUSINESS NON-FARM INVENTORY-TO-SALES RATIO
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during the 1981-82 recession, when businesses massively cut their stocks in

response to high real interest rates. Since then, the stock/output ratio has dis¬

played a downward trend and tended to fluctuate much less than before. The

major factor behind both the downtrend and relative stability of the ratio seems to

have been the increasing adoption of computer technology, which has allowed for

considerable efficiency gains in stock management.

Persistent labour market slack

Labour-market slack has remained substantial, with unemployment still well

above its "natural rate". Although the latter appears to have increased somewhat

since the late 1980s, when it had fallen to around 8 per cent, this largely reflects

effects of the severe recession which will tend to reverse themselves.4 After rising

sharply during the 1990-91 recession, the unemployment rate continued to drift

upwards during the early phase of the recovery, peaking at IIV2 per cent in late

1992. Remaining above 11 per cent through 1993, it dropped below that level

only in the spring of 1994. Despite a marked decline more recently, the unem¬

ployment rate is still in double digits (Table 2). This reflects an increased
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Table 2. Labour supply and demand

Percentage change, annual rates

1979 1989
1990 1991 1992 1993

August 1994
1973 1979 August 1993

Working age population 2.2 1.3 1.4 1.5 1.5 1.5 1.4

Labour force 3.2 1.9 1.3 0.5 0.3 1.1 1.3

Employment 2.9 1.8 0.7 -1.8 -0.8 1.2 2.4

Goods producing sector 1.6 0.4 -3.1 -5.9 -3.9 0.1 4.1

Service sector 3.6 2.5 2.2 -0.3 0.3 1.5 1.8

Unemployment rate '
Labour force participation rate2
Employment/population ratio2

Memorandum items:

Labour productivity
Total factor productivity3

1974-79 1980-89 1990 1991 1992 1993 August 1994

7.2

61.7

57.3

9.3

65.3

59.2

8.1

67.0

61.5

10.3

66.3

59.5

11.3

65.5

58.1

11.2

65.2

57.9

10.3

65.0

58.3

1979

1973

1989

1979
1990 1991 1992 1993

1.3

0.8

1.3

0.3

-0.9

0.1"

0.0

0.04

1.4

0.04

1.0

0.1 4

1 . Per cent of labour force.

2. Per cent of population 15 years and over.
3. Business sector.

4. Trend growth.
Source: Statistics Canada; OECD.

duration of unemployment: its incidence (i.e. the proportion of workers exper¬

iencing any unemployment spell over a twelve-month period) has already

declined to near the pre-recession level. Despite unusually slow employment

growth during the current recovery, the unemployment rate is currently not

higher than at the same stage of the much stronger recovery of the early 1 980s.

This is due to a marked and prolonged decline in the labour-force participation
rate.

Such a phenomenon is unprecedented in the post-war period. During the

1981-82 recession the drop in the participation rate was relatively limited and

reversed after one year as "discouraged" workers re-entered an improving job

market. Since the beginning of 1990, the participation rate has fallen by around

2'/2 percentage points - a trend which has continued well into the recovery

(Table 2). Contrary to the early 1 980s, the decline in labour-force participation
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during the 1990-91 recession was not associated with a sharp rise in the number

of "discouraged" workers as officially measured by Statistical Canada. Previous

empirical analysis suggests that cyclical factors, notably the decline in employ¬

ment opportunities, account for around 1 percentage point of the recent reduction

in the participation rate, the remainder being explained by a number of structural

factors. First, rates of income taxation have risen well above their trend, reducing

after-tax income and labour supply. Second, payroll taxes paid by employees - in

particular unemployment-insurance premiums - have reduced the supply of

labour. Third, since 1990 training programmes for the unemployed have been

stepped up substantially, and people on such programmes are less likely to be in

the labour force than those not being trained. Fourth, several changes to unem¬

ployment-insurance regulations which reduced eligibility and the generosity of

the system (see Part II) may have caused people to withdraw from the labour

force. Finally, there has been a significant increase in the number of full-time

students, which appears too large to be fully explained by the cyclical decline in

job opportunities and might reflect increased recognition of the payoff of more

extensive education. While the curb on unemployment-insurance premiums

announced in the 1994 Budget should reduce downward pressure on labour-force

participation, some of these factors may persist for some time, lowering the

unemployment rate - but also potential output.

Whereas low labour-force participation has damped unemployment, unusu¬

ally weak employment growth - the so-called "jobless recovery" - has tended to

keep it high. Unlike in the previous cycle, when employment dropped and

recovered sharply, employment was still below its pre-recession level three years

into the present recovery (Diagram 6), although it has since caught up. The major

factor behind this employment weakness is the slower pace of output growth.

Indeed, the rise of real GDP during the current upswing has been only one-third

of that achieved over the corresponding period of the preceding recovery in the

1980s. But what is normally meant by a "jobless recovery" is that employment

is weaker than warranted by its traditional relationship with output. At first

glance, productivity gains do not appear to have been outstanding in recent years,

except in manufacturing (Diagram 6). However, since productivity gains early in

recoveries reflect output increases leading to better use of under-utilised workers,

account should be taken of output growth when assessing productivity perform¬

ance. Relative to this benchmark, productivity gains have been unusually strong:
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Diagram 6. A JOBLESS RECOVERY
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while in past recoveries about half of the increase in output came from productiv¬

ity growth and the other half from higher employment, during the current upturn

about 80 per cent of output growth has been the result of more efficient use of

labour and only around 20 per cent of increased employment (Diagram 6). As

discussed above, one reason for the "jobless recovery" has been a technology-

driven shock to the price of physical capital, encouraging employers to substitute

capital for labour. Another factor dampening labour demand has been the emer¬

gence of an unprecedented gap between actual real producer wages and those

warranted on the basis of labour productivity due in part to strong increases in

employer-paid payroll taxes (see below).

Low inflation

With a continued substantial output gap, inflation has remained subdued

despite a significant depreciation of the Canadian dollar. The annual change in

the consumer price index (CPI) - virtually zero in recent months (Diagram 7) -

understates inflation trends, however, as it reflects a sharp cut in tobacco taxes

designed to curb cigarette smuggling across Canada's border with the United

States. Abstracting from this, underlying CPI inflation is of the order of 1 ft per

cent. This is still at the lower end of the official target range (see Part II) and

surprisingly modest given the 18 per cent decline in the effective exchange rate

since 1991. Simple rules of thumb based on import propensities suggest that such

an exchange-rate depreciation could, over time, be expected to raise the con¬

sumer-price level by more than 5 per cent. An offsetting factor has been a decline

in unit labour costs - as a result of the output gap - over the past year or so. In

addition, because of sluggish demand (until recently) and strong competitive

pressures in retail trade, increases in input prices have apparently not been passed

on to consumers and, instead, have been absorbed in profit margins. The

exchange-rate effect on prices of imported goods is, however, already visible on

the producer-price level (Diagram 7), where better demand conditions seem to

have allowed an improvement in profit margins in some sectors. Improving world

demand has led to a strengthening of commodity prices and, hence, Canadian

industrial product prices.

Wage inflation has subsided steadily since 1991, reaching historically low

levels in early 1994 (Table 3). Since then, it has picked up somewhat, with the

annual increase in effective earnings exceeding 2 per cent, although wage settle-
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Diagram 7. INFLATION INDICATORS
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ments have remained subdued. While nominal wage growth has declined mark¬

edly, inflation has fallen even faster, implying a continued rise in real wages

despite sizeable labour-market slack. Beginning in the late 1980s, growth in real

producer wages - that is, nominal wage costs deflated by producer prices - has

outstripped that of labour productivity by a wide margin. By 1993, a "real

producer wage gap" of 7 per cent had emerged, with increases in non-wage

labour costs (in particular payroll taxes) contributing 4 percentage points. The

stickiness of real wages along with tax increases has been reflected in a sharp fall

in the profit share in the early 1990s as well as weak growth in employment

Table 3. Wages, prices and profits

Percentage change, annual rates

1979

1973

1989

1979
1990 1991 1992 1993

01 1994

01 1993

02 1994

Q2 1993

Wages

Compensation per
employee 10.8 6.7 4.8 4.8 3.5 2.1 1.0 1.4

Wage rate (business
sector) 10.1 6.9 3.1 2.9 2.3 1.6 1.2

Hourly earnings in
manufacturing 11.6 6.1 4.7 4.7 3.5 2.1 1.5 1.9

Major collective
settlements 6.7 5.8 3.8 2.4 0.8 0.6 0.1

Unit labour costs 93 5.6 5.5 4.5 1.8 03 -1.4 -0.7

Manufacturing 9.4 4.9 3.4 4.1 -1.2 -2.3 0

Profits

Pre-tax 14.8 5.3 -25.4 -24.8 -1.9 20.3 37.5 30.2

After-tax 15.2 4.0 -42.9 -39.2 1.7 54.2 51.5 36.6

Per unit of output 10.6 1.9 -24.7 -22.9 -2.7 16.6 32.2 24.6

Prices

GDP deflator (cunrent

weights) 9.2 5.7 3.1 2.7 1.4 1.1 0.8 0.2

GDP deflator (fixed

weights) 9.8 6.0 3.4 3.2 1.3 1.6 0.8 0.5

Consumer price index 9.2 6.5 4.8 5.6 1.5 1.8 0.6 0

Private consumption
deflator 8.6 6.1 4.3 4.8 1.3 1.7 1.2 0.7

Import price deflator 10.7 2.0 1.1 -2.3 2.2 4.6 3.7 6.0

New housing price index 1.5 -6.9 0.0 1.2 0.8 0

Source: Statistics Canada; OECD, National Accounts.
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relative to output. Although further wage moderation, along with a pick-up in

producer prices over the past year, has led to an improvement in profitability, the

substantial real wage overhang may well continue to limit labour demand for
some time.

Large external deficit

The conditions underlying Canada's external position have improved in

recent years. By the early 1990s, the country was faced with a serious competi¬

tiveness problem resulting from relatively high wage growth, weak productivity

performance and exchange-rate appreciation since the mid-1980s. The reversal of

these trends is reflected in a significant decline in relative export prices in

common currency terms, restoring the competitive position prevailing in the

mid-1980s (Diagram 8). With relative unit labour costs falling markedly more

recently, the export sector's profitability - as measured by the relative profit

margin indicator - has also started improving, although it still falls short of the

levels recorded in the 1980s. Moreover, as the recovery in Canada has signifi¬

cantly lagged behind that in the United States, the country's relative demand

position (Diagram 8) has been favourable to the foreign balance. Nevertheless, so

far, the current-account deficit has remained large, fluctuating around 4 per cent

of GDP since the late 1980s, as improvements in the trade balance have just been

sufficient to offset the rise in the invisibles deficit, reflecting the cost of servicing
Canada's substantial external debt.

Canada's traditional merchandise trade surplus has tended to widen since

1991, driven by a marked rise in the large bilateral surplus with the United States.

The improvement in the trade account has been slower, however, than in previ¬

ous cycles, leaving the surplus well below the levels achieved in the first half of

the 1980s (Diagram 8). As noted above, this reflects buoyant import growth

despite weak domestic demand. Indeed, in 1993 the volume increase in imports

(around 10 per cent) matched that of exports. At the same time, with import

prices rising almost as much as export prices (Afi and 5]h per cent, respectively),

the terms of trade provided only little support to the trade balance. Rapid export

growth is largely attributable to the strength of activity in the United States,

although improved international competitiveness appears to have arrested the loss

in real export market share observed since the late 1980s. According to OECD

Secretariat estimates, for manufactures significant market gains were already
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Diagram 8. THE CURRENT BALANCE AND ITS MAJOR COMPONENTS
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achieved in 1993. On the other hand, there is little indication of a decline in

Canada's propensity to import. This reflects the high import content of demand

components which have grown rapidly of late, notably capital goods and certain

exports (especially automobiles). The weakening in the trade balance in the first

half of 1994 (Table 4) is due to special factors (such as the temporary shutdown

of several auto plants for retooling, and a dockworkers' strike). Since then, the

upward trend in the trade surplus has resumed.

Table 4. Balance of payments '

C$ billion, annualised

1990 1991 1992 1993 1994 Ql 1994 Q2

Seasonally-adjusted

Merchandise exports 149.8 144.3 160.1 185.9 178.0 182.7

Merchandise imports 140.2 140.1 152.8 176.1 167.1 173.2

Trade balance 9.7 4.2 7.4 9.8 10.8 9JS

Travel and other services, net -12.0 -12.7 -13.6 -14.1 -14.9 -13.7

Investment income, net -22.8 -19.1 -20.1 -26.7 -27.1 -25.4

Transfers, net -0.1 0.0 0.1 0.3 -0.9 0.5

Current balance -253 -27.6 -26.4 -30.7 -32.2 -29.2

Not seasonally-adjusted

Current balance -25.3 -27.6 -26.3 -30.6 -40.0 -28.6

Long-term capital2, net 12.2 12.5 9.6 24.1 88.4 12.8

Private 13.6 14.2 11.3 24.1 88.2 13.3

Official3 -1.4 -1.8 -1 .7 0.0 0.1 -0.5

Short-term capital, net 13.7 12.3 9.7 5.9 ^14.0 8.3

Non-monetary4 11.0 7.9 14.6 6.2 -17.0 6.2

Private monetary institutions 2.6 4.4 -4.8 -0.3 -27.0 2.1

Change in reserves (+ = increase) 0.6 -2.8 -7.0 -0.6 4.4 -7.5

Seasonally-adjusted

Memorandum items:

Current balance

US$ billion -21.6 -24.1 -21.9 -23.8 -25.5 -23.0

Per cent of GDP -3.8 ^U -3.8 -4.3 -4.6 -A.\

1. OECD/1MF definitions.

2. Excludes special transactions.
3. Including portfolio transactions of public authorities and Canadi in Government utilisation of revolving standby credit

facilities with domestic and foreign banks.

4. Including errors and omissions.
Source: OECD.
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Nonetheless, Canada's overall external disequilibrium has persisted, due to a

sizeable deficit on non-merchandise transactions, and in particular on investment

income associated with the country's high and growing net foreign liability

position. Although falling interest rates have damped the rise in debt servicing

costs, the investment income deficit has resumed its upward trend over the past

two years or so (Table 4). This reflects a pick-up in profits on foreign direct

investment in Canada, following a decline in dividend payments of Canadian

firms to foreigners during the recession of 1990-92. One area where the lower

Canadian dollar is already having some positive effects is cross-border shopping

and the travel account more generally: the upward trend in the deficit on travel

and other services observed since the late 1980s appears to have been reversed in

recent quarters (Table 4).

Short-term outlook

Economic growth is projected to average 4 per cent in 1994 and 1995

(Table 5). Strong export growth seems set to continue both because Canada's

export markets are expected to expand rapidly and because the marked improve¬

ment in international competitiveness - about 20 per cent since 1991 in terms of

relative unit labour costs - should allow Canadian exporters to gain market share.

Business investment should remain buoyant, fuelled by rising profits and strong

export demand, and household expenditure is also expected to gather momentum,

as employment growth boosts disposable incomes and rising consumer confi¬

dence leads to some decline in the saving ratio. More generally, the significant

fall in interest rates over the last few years should support domestic spending.

Despite the projected pick-up in employment, the decline in unemployment is

likely to be gradual, as labour-force participation is expected to recover following

its pronounced cyclical fall. With persistent labour-market slack, wage increases

are projected to remain moderate, implying little growth in unit labour costs.

Nevertheless, inflation is likely to rise somewhat, reflecting the effects of earlier

exchange-rate depreciation, but should remain in the middle of the official target

band (which falls from a range of 1 'h to 3'h per cent in mid- 1994 to 1 to 3 per

cent by the end of 1995). The current-account deficit is projected to continue to

narrow gradually, as a rising invisibles deficit partly offsets the widening trade

surplus.
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Table 5. Short-term outlook

Percentage changes, seasonally-adjusted annual rates, volume (1986 prices)

Private consumption

Government consumption

Gross fixed investment

Public '

Private residential

Private non-residential

Final domestic demand

Change in stockbuilding2

Total domestic demand

Exports of goods and services

Imports of goods and services

Change in foreign balance2

Statistical discrepancy2

GDP at market prices

Inflation

GDP implicit price deflator
Private consumption deflator

Unemployment rate3

Current balance (US$ billion)

1. Excluding nationalised industries and public corporations.

2. As a percentage of GDP in the previous period.
3. As a percentage of the labour force.
Source: OECD.

1991

current prices
C$ billion

1994 1995

1994

I 11

1995

1 II

412.2 3.1 3.2 3.6 3.1 3.2 3.4

144.4 -1.3 0.4 -2.2 0.0 0.5 0.7

132.7 7.4 7.4 7.9 7.4 7.5 7.1

16.4

39.8

76.5

6.9

4.8

8.6

9.5

6.4

7.3

6.8

6.7

8.7

8.0

7.0

7.5

10.0

6.5

7.3

10.0

5.8

7.0

689.4 3.1 3.6 33 3.4 3.6 3.7

-3.7 0.3 0.2 0.2 0.3 0.1 0.1

685.7 3.3 3.7 3.5 3.7 3.7 3.8

163.9 10.0 9.1 10.3 10.4 9.0 8.2

172.5 8.2 8.0 7.9 8.8 7.9 7.5

-8.5 0.5 03 0.7 0.4 03 0.2

-2.4 0.2 0.0 0.4 0.0 0.0 0.0

674.8 4.0 4.1 4.7 4.2 4.1 4.0

0.6

0.9

2.1

2.0

-0.2

0.1

1.6

1.8

2.3

2.1

2.2

2.0

10.6 9.9 10.8 103 10.0 9.8

-21.7 -20.1 -22.0 -21.5 -20.4 --19.9

These projections, based on information available in September 1994,

embody the following assumptions:

- with above-average growth projected for the United States in the near

term, the expansion of Canada's export markets is expected to exceed

that of world trade, averaging 8 per cent for manufactures (and some¬

what less for total goods) over the next eighteen months or so;

- the average OECD crude-oil import price is assumed to rise from

US$13.4 per barrel in the first half of 1994 to US$15 in the second half,

remaining constant in real terms thereafter;
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- assuming constant exchange rates, the rise in Canadian import prices is

expected to slow to a rate of under 2 per cent in late 1995;

- given the budget-consolidation efforts at both the federal and provincial

levels, the cyclically-adjusted general-government financial balance is

projected to improve by around 1 per cent of GDP over the two years

to 1995;

- with interest-rate differentials vis-à-vis the United States narrowing,

Canadian short and long-term rates are expected to converge to 6]h per

cent and 8 per cent, respectively, in late 1995.

The above projections are strongly dependent on growth performance in the

United States, Canada's dominant export market. The strength of activity will

also be determined by how quickly export demand can be translated into

increased domestic employment and incomes. Given still high unemployment,

consumer confidence may take time to recover, damping household spending.

Confidence could also be adversely affected by a recurrence of financial-market

disturbances. Indeed, foreign-investor concerns about the fiscal and political

situation could limit the scope for a narrowing of interest-rate differentials - a

central feature of the projections - thereby moderating the momentum of the

recovery.
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IL Economie policies

Overview

Over the past decade, the authorities have pursued a medium-term strategy

aimed at reversing the deterioration in Canada's economic performance which

began in the 1 970s. Integrating both macroeconomic and microeconomic instru¬

ments, the policy approach has focused on reducing government deficits and

inflation to create an environment conducive to sustained growth and on imple¬

menting structural reforms to promote the country's growth potential. As can be

seen from Diagram 9, progress in achieving the strategy's objectives has been

mixed, reflecting in part the time required for the private sector to adjust to the

sweeping policy changes put in place (which included the Free Trade Agreement

with the United States, tax reform and deregulation). While there has been a

breakthrough in the inflation area - helped by the introduction of inflation-

reduction targets - medium-term growth performance has continued to decline,

and unemployment has remained on a rising trend. Moreover, despite a signifi¬

cant reduction in its structural component since the mid-1980s, the general

government deficit has reached new peak levels in relation to GDP more recently,

due to sluggish growth and an associated loss in tax revenues, leading to a

marked increase in Canada's public debt.

The new Government that took office in late 1993 has assigned priority to

reducing unemployment, and in particular its structural component (see labour-

market section above). In this context, it has announced its intention to complete
within two years a major reform of the unemployment-insurance system and

other social programmes with the aim of loosening rigidities in labour markets

and making those programmes financially viable (see Part III of the Survey). In

keeping with the previous medium-term policy approach, the new Government
has maintained - and extended until the end of 1998 - the inflation-control
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Diagram 9. INDICATORS OF ECONOMIC PERFORMANCE
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targets, while endorsing the goal of ultimately eliminating the federal budget

deficit (an interim target of 3 per cent of GDP by 1 996/97 was set to this effect).

It has also continued to liberalise trade by signing the NAFTA and GATT

agreements (see below).

The following paragraphs discuss in more detail the way the overall strategy

has evolved and been implemented in recent years. Fiscal policy developments

and the budget outlook are reviewed first; the conduct of monetary policy within

the inflation-control-target framework is then examined, followed by an assess¬

ment of the progress in the structural-policy area.
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The fiscal stance

General government

The rise in the general-government budget deficit has continued during the

recovery, albeit at a much slower pace than during the recession of the early

1990s. As a proportion of GDP, the deficit on a national accounts basis widened

from around 6'h per cent in 1991 to about 7 per cent in 1992, exceeding the

previous peak recorded the mid-1980s. Latest estimates point to a further, though

marginal, increase in 1993: although the growth of expenditures fell below that

of nominal GDP (Diagram 10), general government revenues appear to have

expanded even less. This is particularly evident at the federal level, where some

tax rates were reduced, while some provinces bolstered their revenues through

significant income-tax increases. Together with strongly rising federal transfers

and better expenditure control, the increase in taxation at the provincial level

allowed the aggregate deficit of provinces to start falling. But this was out¬

weighed by a widening federal government deficit. Nonetheless, the federal

deficit is now lower than in the mid-1980s (Diagram 10), while the provinces'

fiscal position is considerably weaker despite its recent improvement.

According to OECD Secretariat estimates, the renewed deterioration in the

general-government budget balance in the 1990s is more than accounted for by

cyclical factors: the "structural" (i.e. cyclically-adjusted) budget deficit appears

to have declined further, reaching perhaps some 4'h per cent in 1993, although its

downward trend has slowed sharply since the second half of the 1980s (Dia¬

gram 1 1 ). Despite substantial slippage from initial budget projections (see

below), the stance of fiscal policy - as measured by the change in the cyclically

adjusted budget balance - seems to have tightened in 1992, with a move towards

restriction at the federal level more than offsetting the impact of expansionary

provincial budgets. Roles were reversed in 1993, when fiscal tightening at the

provincial level was accompanied by less restriction at the federal level, resulting

in a slight easing of the overall fiscal stance. On announced policies, with

generalised fiscal restraint, the decline in the structural deficit should resume in

1994-95. Combined with the positive effects of the economic upturn, this should

make for a significant improvement in the general-government budget balance.

However, at the present speed of budget consolidation, structural deficits are
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Diagram 1 1 . STRUCTURAL COMPONENT OF
THE GENERAL GOVERNMENT DEFICIT
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likely to persist for some time, implying continued vulnerability of government

finances to any cyclical downturn.

Federal government

Following a marked improvement in the federal government's fiscal position

in the second half of the 1 980s, the authorities expected to achieve their medium-

term objective of a balanced budget by the middle of the 1 990s. The slippage of
deficits from budget projections was initially limited but became substantial in
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the last two fiscal years (ending in March, Table 6). Latest results for

1992/93 show, on a public accounts basis, a deficit of C$ 41 billion (6 per cent of

GDP). This is some C$ 13 billion (2 percentage points of GDP) higher than

envisaged in the February 1992 Budget. On the expenditure side, higher-than-

projected transfers to provinces and Crown corporations were not fully offset by
underspending in other areas. The revenue shortfalls reflect to a large extent

lower-than-expected economic growth and inflation, which depressed tax receipts

and unemployment-insurance contributions. However, revenues also dropped
relative to nominal income, which was not expected, even taking account of

discretionary policy actions (such as the restructuring of the child-benefit system

and reductions in the personal-income surtax). Such a decline in the revenue-to-

GDP ratio can in part be traced to tax refunds as a result of a lower-than-

estimated tax base in preceding years.

At the time of the April 1993 Budget, the full extent of the deficit overrun in

1992/93 was not yet clear. Notwithstanding new initiatives to foster investment

Table 6. Federal budget: projections and outcomes

Public accounts basis; fiscal year (starting 1 April); per cent of GDP

1992/93 1993/94 1994/95

Budget Outcome Budget
Estimated

outcome '
Outcome2 Budget

Revenues 18.5 17.5 17.7 16.1 16.3 16.8

of which:
Taxes 17.1 16.0 16.2 14.8 15.0 15.7

Expenditures 22.3 23.4 22.2 22.5 22.2 22.1

of which:
Programme spending
Public debt charges

16.7 17.8

5.6 5.6

16.7

5.5

17.1

5.4

16.9

5.3

16.6

5.5

Deficit 3.8 6.0 4.5 6.4 5.9 5.4

Memorandum items:

Net public debt 62.6 67.7 68.3 71.9 71.4 74.5

Deficit excluding public
debt charges -1.8 0.4 -1.0 1.0 0.6 -0.1

Deficit on a national

accounts basis 4.6 4.6

1. February 1994 Budget estimate.
2. September 1994 Annual Financial Report.
Source: Department of Finance, Statistics Canada.
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and employment, fiscal restraint measures in other areas (notably a reduction in

unemployment-insurance benefit rates) were considered sufficient to bring down

the deficit to C$ 32.6 billion (4.5 per cent of GDP) in 1993/94. In the event, fiscal

slippage continued. The February 1994 Budget put the 1993/94 deficit at

C$ 45.7 billion (6.4 per cent of GDP). Although this estimate has proved to be

too cautious, latest results still are for a deficit of C$ 42 billion, that is 5.9 per

cent of GDP (Table 6). Helped by lower interest rates, expenditures were broadly
in line with the 1993 Budget projections. Government revenues, on the other

hand, declined sharply both in absolute terms and in relation to GDP. A number

of one-time restructuring charges, as well as faster processing of refunds, lower

quarterly personal income tax instalments and certain transitional costs relating to

the introduction of the new child benefit system were the primary factors behind

the decline in revenue. In addition, the new Government provided for certain

liabilities (such as potential claims under the revenue stabilisation facility and

expected costs for the cancellation of defence contracts).

The February 1994 Budget - the first introduced by the newly-elected

Government - aims at reconciling initiatives for growth and job creation with

steady reductions in the deficit. As for expenditures, restriction on civil service

wages is extended and further cuts in unemployment benefits and defence spend¬

ing are being implemented. Despite additional infrastructure investment and a

number of measures to assist small and medium-sized businesses, federal govern¬

ment expenditure is projected to remain significantly below the ceilings set out in

the previous Government's Spending Control Act. For that reason, no extension

of the Act beyond the 1995/96 fiscal year is envisaged. The net impact of
revenue-raising initiatives is minimal, with measures to broaden the tax base

offset by lower unemployment-insurance contributions and tobacco taxes. Given

the gradual implementation of some of the announced initiatives, net fiscal

savings in the current fiscal year will be limited. The budgetary deficit for

1994/95 is estimated at C$ 39.7 billion (5.4 per cent of GDP). Adjusting for the

non-recurring factors, which raised the deficit in 1993/94, this implies a decline
by only about C$ 2'/2 billion. However, given the better-than-estimated outcome

for the preceding fiscal year and cautious underlying growth assumptions, there is

greater assurance that the 1994/95 deficit target will be met, despite the adverse

effect of the recent rise in interest rates. Excluding debt charges, the budget
balance seems set to move back into surplus (Table 6).
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Contrary to previous years, the 1994 Budget does not include medium-term

fiscal projections. Detailed estimates are only provided for 1 995/96 when - with

recent fiscal restraint measures taking their full effect and curbs on transfers to

provinces (see below) - the budget deficit is expected to narrow to C$ 32.7 bil¬

lion (4.2 per cent of GDP). This results from virtually flat non-interest spending

(implying a marked decline in real terms), an only marginal increase in debt

charges, and revenue growth slightly in excess of that of projected national

income. In line with its election platform, the new Government is committed to

reduce the budget deficit further to 3 per cent of GDP (around C$ 25 billion) in

1996/97. The achievement of this target is dependent on continued economic
growth and lower interest rates than observed in mid- 1994. If, for instance,

interest rates remained at these levels, this would more than offset the incremen¬

tal fiscal savings stemming from the 1994 Budget, requiring additional consolida¬

tion measures. While the Government's fiscal objectives are ambitious in so far

as they would, within three years, bring down the deficit-to-GDP ratio to a level

not achieved since the mid-1970s, they imply a further rise in the debt-to-GDP

ratio (see below) which would peak in 1996/97.

Provincial governments

The rapid deterioration in the provinces' budget position in the early 1990s

was a major factor behind the pronounced widening of the overall government

deficit: in the three years to 1992/93 the provincial-sector deficit, on a public

accounts basis, increased by 3 percentage points in relation to GDP, twice as

much as the federal deficit, to reach 3.7 per cent (C$ 25.3 billion). The adverse

financial-market reaction to these developments, as evidenced by numerous

downgrades of provincial credit ratings, induced most governments (notably

Ontario and Alberta) to take drastic restraint measures - both on the expenditure

and revenue side - in their 1993 Budgets. In Ontario, the government imposed a

freeze on discretionary spending, reduced drastically the civil service, cut health

and education costs, and negotiated a "social contract" which reduced compen¬

sation to public employees in exchange for preserving their jobs. Except for

Alberta, all provinces increased taxes. As a result, and with - contrary to the year

before - relatively limited fiscal slippage, the provinces' deficit is estimated to

have narrowed to C$ 20.3 billion (2.9 per cent of GDP) in 1993/94.
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Progress in budget consolidation at the provincial level is likely to slow

down, however, in the near term: in 1994/95, the provincial-sector deficit is

projected to decline to C$ 17 billion (2.3 per cent of GDP). This is about

C$ 3 billion ('h per cent of GDP) above the level envisaged a year ago. While

most of the smaller provinces (and in particular Alberta) have again tabled very

restrictive Budgets in recent months, the two largest provinces, Ontario and

Quebec, whose governments face elections within the next year or so, have

abstained from further important restraint initiatives. As a result, Ontario is set to

replace Alberta as the province with the biggest per capita deficit while Quebec's

relative deficit is likely to move above the provincial average (Table 7). If

Budgets are implemented as planned, the two largest provinces' per capita deficit

will be about five times as high as that of some of the smaller provinces, which

are pursuing budget consolidation with more vigour. All smaller provinces envis¬

age balancing their (overall or current account) budgets within three years - with

Alberta and New Brunswick having passed balanced-budget legislation - while

Quebec and Ontario expect to achieve this objective only towards the end of the

decade. However, in most cases, additional measures of restriction are likely to

be needed to meet the fiscal targets, not least because the 1994 federal Budget

announced a freeze on some of the major transfers to provinces (for social

Table 7. Per capita government deficits

Canadian dollars

1992/93 1993/94 1994/95

Ontario 1 210 902 804

Nova Scotia 844 764 651

Quebec 708 696 623

Alberta 1 305 926 571

New Brunswick 657 597 367

Newfoundland 461 387 342

Manitoba 509 411 262

British Columbia 531 380 261

Saskatchewan 587 290 184

Prince Edward Island 618 519 142

Provinces aggregated 912 721 597

Federal government 1 461 1 626 1 394

Total 2 372 2346 1990

Source: Toronto-Dominion Bank.
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assistance and post-secondary education) in 1995/96, and their subsequent reduc¬
tion to 1993/94 levels in 1996/97.

Debt developments

With persistent high budget deficits, public debt has continued to grow

strongly. According to OECD estimates, on a national accounts basis, general

government gross financial liabilities exceeded 92 per cent of GDP in 1993, more

than twice the level recorded in the early 1980s, while net liabilities measured

62 per cent of GDP, as compared with around 10 per cent before the

1981-82 recession. Although similar trends can be observed in many other

OECD countries, the gap between Canada and the OECD average has tended to

widen (Diagram 12), reaching 24 and 22 per cent of GDP, respectively, for gross

and net liabilities in 1993. Compared with the G7-economies, the differential was

somewhat larger, with only Italy recording a higher debt ratio. In 1994, Canada's

comparative debt position is likely to worsen further (Diagram 12).

The provinces' debt has increased by more than their budget deficits would

suggest, because some governments have increasingly relied on off-budget

spending, in particular on capital projects. The provincial share of total net

government debt has risen from about one-tenth at the beginning of the 1980s to

almost one-quarter more recently. Government debt has grown most quickly in

Saskatchewan, Alberta and Quebec, the latter being now, in per-capita terms, the

country's most indebted province.5 Net per-capita debt is lowest in British

Columbia and Alberta (despite the sharp deterioration in the debt position). While

the foreign-currency debt exposure of the federal and local governments is low,

that of the provinces is important: they now account for almost half of the total

foreign-currency debt (of government, corporations and banks). With high and

rising debt levels, seven provinces have seen their debt ratings cut further, over

the past year, by at least one agency. Even the debt of some municipalities

- whose average debt ratio is minor - and of the federal government have been

downgraded, although in the latter case only the relatively limited foreign-cur¬

rency debt has been affected. This has been reflected in sizeable credit premiums

that governments must pay to finance their deficits.

These developments highlight the need for the early achievement of a

sustainable fiscal position, allowing the stabilisation of the public debt-to-GDP

ratio. As noted above, on current budget plans, the debt-to-GDP ratio would not
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Diagram 12. PUBLIC DEBT1

As a percentage of GDP
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peak before 1996/97, a time when the economic upturn would have lasted

five years, and the risk of a cyclical downturn would be present. Given that the

economy is now on a more favourable cyclical position than in many other

countries where the recovery just started, more rapid progress in fiscal consolida¬

tion, with a view to improving the debt situation sooner than envisaged, would be

appropriate.

Monetary management

The policy framework

Since 1991, monetary policy has been guided by inflation-reduction targets

jointly announced by the Governor of the central bank and the Minister of

Finance. Such a policy approach was adopted for four reasons:6

i) the authorities consider that the best contribution that monetary policy

can make to improving economic performance is to achieve and main¬

tain price stability;

ii) definite targets give households and businesses a clear indication of the

inflation path that can be expected;

Hi) they also provide a clear scale to measure monetary-policy perform¬

ance; and

iv) given the loose link between other possible nominal anchors and

prices, it seems preferable to use all available information to target the

final objective (i.e. inflation) directly.

As can be seen from Diagram 13, this approach has been quite successful so

far: initially falling below the target band, the annual increase in the consumer

price index (CPI) has tended to run close to the lower end of the target range

(i.e. 1.5 to 3.5 per cent by mid-1994), when adjusted for major changes in

indirect taxes (notably the recent cuts in tobacco taxes). The fact that at times

inflation has been lower than strictly prescribed by the targets reflects unexpected

price shocks (in particular unusually low commodity prices). Indeed, it is the

authorities' intention to respond symmetrically to pressures that threaten to drive

inflation outside the target range. They have indicated, however, that overshoot¬

ing targets is especially to be avoided during a period in which the central bank is

attempting to reduce inflation and establish credibility.

45



Diagram 13. INFLATION TARGETS
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In December 1993, the new Government and the Bank of Canada reaffirmed

the target of holding inflation inside a band of 1 to 3 per cent by the end of 1995,

and agreed to extend it for three more years - when the "inflation-reduction"

targets will become "inflation-control" targets. This implies a postponement of

the achievement of the ultimate goal of price stability, previously defined for

practical purposes as an inflation rate of "clearly below 2 per cent" after 1995.7

But the authorities consider that more time is needed for the economy to adapt to

a low-inflation environment, and for the Bank to gain experience in operating

under these conditions, before a decision can be made on a target for the CPI that

would be consistent with price stability.

The introduction of the inflation-reduction targets has not implied a funda¬

mental change in the operation of monetary policy. The authorities have contin¬

ued to base their policy decisions on a variety of financial and economic indica¬

tors, including monetary and credit aggregates, the exchange rate, wage

developments, and capacity utilisation. However, because there may be a lag of

six to eight quarters before policy actions have significant effects on the rate of
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inflation,8 projections and forward-looking indicators obviously play a greater

role. The Bank staff explicitly works out a projected path for the interest rate that

is consistent with the desired inflation rate given the quarterly forecasts for other

key variables, in particular the output gap and the exchange rate, but is prepared

to see offsetting movements between the exchange rate on the one hand and

short-term interest rates on the other. Nonetheless, given the risk of snowballing

movements and the potential disruptive effects of exchange-rate volatility

- which often reflects non-monetary factors - the authorities have sought "to

stabilise markets and to help them find viable trading ranges".9 The key role of

the exchange rate is highlighted by the fact that the Bank of Canada has focused

increasingly on the weighted average of changes in short-term interest rates and

in the effective exchange rate - a "monetary conditions index" - as a short-run

operational target for policy.

Evolution of monetary conditions

As defined above, monetary conditions have eased substantially since the

spring of 1990 - reflecting a downtrend in both short-term interest rates and

(from 1992) the exchange rate (Diagram 14) - although from a very tight

position. Moreover, the decline in interest rates was interrupted in the autumn of

1992, when a combination of external developments and domestic budgetary and

political uncertainties led to severe downward pressure on the exchange-rate. As

a result, monetary conditions tightened significantly during that period. But, as

soon as this pressure on the dollar eased, the Bank resumed its accommodative

stance, as evidenced by the substantial positive spread between money-market

rates and overnight financing rates (Diagram 15). Except for a brief period

- between the currency turmoil in Europe and the federal election in October -

when the exchange-rate came under renewed pressure, short-term interest rates

declined throughout 1993 and at the beginning of 1994, although the authorities

intervened to dampen the fall in market rates in the latter part of this period.

By late January 1994, short-term interest rates had dropped to 33A per cent,

the lowest level for thirty years. At the same time, the differential between

Canadian and US short-term rates had narrowed to about 50 basis points, as

compared with around 500 points in 1990 and in the autumn of 1992 (Dia¬

gram 15), and the chartered banks' prime lending rate had fallen to 5lh per cent,

below the corresponding US rate. Thereafter, however - against the background
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Diagram 14. MONETARY CONDITIONS
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of concerns about Canadian governments' deficits and debts in the run-up to the

February Budget as well as international markets that were unsettled by the

US/Japan trade dispute - the tightening of monetary policy in the United States

contributed to a weakening of the Canadian dollar, which in turn led to upward

pressure on short-term interest rates. With price increases running at the lower

edge of the target range, the Bank of Canada attempted to respond to these

pressures by holding the overnight financing rate below money-market rates. For

a while, interest differentials vis-à-vis the United States narrowed further. Subse¬

quently, however, financial-market concerns over Canada's heavy public debt

and the future of the federation resurfaced so that, with downward pressure on

the currency intensifying, short-term interest rates rose sharply from mid-March.

Although the Bank's cash management operations were aimed at helping the

market find new trading ranges at higher interest rates, the overnight financing

rate remained below 6 per cent while money-market rates fluctuated within the

6 to 7 per cent range during most of the second quarter. At times, Canadian short-

term rates exceeded their US counterparts by more than 200 basis points. In

response, the chartered banks raised their prime lending rate in several steps to

8 per cent in late June. Since then, with lessening concerns about the fiscal and

political situation, the Canadian dollar has firmed and short-term interest rates

have eased despite rising US rates, leading chartered banks to lower their prime

lending rate to 7 per cent.

Long-term interest rates have also tended to decline, though to a lesser extent

than short-term rates, resulting in a rather steep yield curve compared both with

international developments and Canada's past experience. While financial-market

disturbances in the autumn of 1992 left long-term rates largely unaffected, lead¬

ing to sharp temporary narrowing of the yield gap (Diagram 15), during the

recent episode these firmed almost as much as short rates, with government bond

yields rising from a low of under 7 per cent in early 1994 to around 9 ]h per cent

by June. Although the long-term interest-rate differential vis-à-vis the United

States has tended to narrow since 1990, it has remained substantial, widening

again sharply recently to reach temporarily around 200 basis points in mid- 1994.

This nominal differential has been particularly high in the light of the lower rates

of inflation in Canada over the last few months. As can be seen from Diagram 16,

the difference between Canada's long-term interest rate and current inflation is

among the highest in the OECD area. In part this may have resulted from a more
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Diagram 1 6. REAL LONG TERM INTEREST RATES1
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gradual adjustment of long-term than short-term inflation expectations. But to a

large extent the persistent substantial premium on Canada's long-term bonds
would seem to be attributable to financial-market concerns about fiscal and

political developments. While some of these concerns might have translated into

fears about long-term future inflation (as evidenced by the differential between

yields on nominal bonds and yields on real return bonds), there is little evidence
that the recent increase in interest-rate differentials could reflect a rise in short-

term inflation expectations.

Money and credit aggregates

Developments in monetary aggregates are characteristic of an economy

about to experience an acceleration in the pace of economic expansion combined

with low inflation. Over the past year, the Bank of Canada has increasingly

focused on the monetary aggregates gross Ml and M2+ as leading indicators of

activity and inflation rather than (net) Ml and M2, the previously preferred

definitions of narrow and broad money. (Net) Ml had been thought to be a
"cleaner" measure of transactions balances to the extent that it eliminated the
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possible double counting of payments in transit. But, in recent years, the esti¬

mated movements in private sector float10 appear to have overstated the true

impact of such payments on demand deposits, making (net) Ml more volatile.

M2 had been favoured because of its early availability, although it excludes the

non-bank deposits and other liquid assets that are included in M2+. However, in

the wake of increasingly large shifts of deposits following takeovers of trust

companies by banks and changes in depositors' preferences between banks and

other financial institutions, the advantages of using the M2+ aggregate have come

to outweigh the superior timeliness of M2.

Continued strong growth in the narrow aggregates gross and net Ml

(Table 8) reflects an adjustment of transaction balances to the large cumulative

declines in interest rates in recent years, as well as to the gradual strengthening of

economic activity. The growth of broadly defined money has declined for four

Table 8. Money and credit aggregates

Percentage change

1994 Ql 1994 Q2
1990 1991 1992 1993

Seasonally adjusted '

Monetary growth

Gross Ml2 0.8 2.2 6.1 9.2 28.7 7.3

Net Ml3 -0.9 4.2 3.4 10.9 10.7 16.5

M2 11.0 6.8 3.7 3.2 0.5 -0.6

M3 10.3 6.4 5.2 4.9 -2.0 8.0

M2+ 11.5 8.7 5.6 3.8 0.3 -0.6

Credit expansion

To business sector 9.3 3.6 2.0 0.8 4.2 9.3

of which:
Short term 7.3 0.4 -3.7 -5.3 -3.2 12.6

To household sector 12.5 6.7 6.3 5.8 8.0 9.3

Consumer credit 8.8 2.8 -0.1 1.5 12.0 6.3

Residential mortgages 14.1 8.3 8.9 7.3 6.7 10.5

Memorandum items:

Nominal GDP growth 2.9 0.8 2.0 3.4 3.3 5.8

Income velocity (GDP/Ml) 3.8 -3.3 -1.3 -6.7 -6.7 -9.2

Income velocity (GDP/M2) -7.3 -5.6 -1.6 0.1 2.8 6.5

Income velocity (GDP/M3) -6.7 -5.4 -3.0 -1.5 5.4 -2.0

1 . Annual rate of change over preceding period.
2. Currency outside banks plus demand deposits.
3. Gross Ml minus private sector float, i.e. items in transit through the payment clearing system.
Source: Statistics Canada, OECD.
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years in a row. For example, growth of M2+ fell to about 4 per cent in 1993 from

double digits in 1989. This trend represents a movement towards a pace of

monetary expansion more consistent with price stability, although part of the

deceleration, especially in 1993, has been due to shifts by individuals and firms

into mutual funds not included in conventional definitions of money. If previous

empirical relationships continue to hold, monetary aggregate developments bode

well for continued robust non-inflationary growth, since M2+ has been a useful

indicator of inflationary pressures, while Ml has contained leading information

about output growth.

Growth in private-sector credit moderated further in 1 993 as a whole but has

tended to strengthen since the second half of the year. Although the expansion of

household credit slowed markedly from 1990 to 1993 (Table 8), it continued to

exceed the growth in personal disposable income, causing the personal debt ratio

to rise to a new high. This trend was supported by the decline in interest rates

over that period, which has led to a sharp fall in the debt-service ratio. The recent

revival in household credit growth was initially due to a rise in consumer credit

associated with higher demand for durables, while mortgage growth continued to

decelerate given sluggish housing market activity. However, in the spring of

1994, mortgage credit increased sharply, apparently because prospective

homebuyers advanced house purchases to take advantage of preapproved mort¬

gages at lower rates at a time when interest rates were firming. Business credit

has also picked up since mid- 1993, as rising profit margins, lower costs of funds

and an improving sales outlook have boosted investment spending. Until early

1994, this reflected strong demand for longer-term sources of funds, with busi¬

nesses taking advantage of lower long-term bond yields and buoyant equity
markets to restructure their balance sheets. Since then, short-term business credit

has expanded sharply, following a marked contraction since 1991 (Table 8). This

may be the result of increased demand for working capital, although it is proba¬

bly also related to a shift in financing away from bond and equity issues in the

face of rising interest rates and a weakening stock market.

Structural reform

The numerous structural reforms implemented since the mid-1980s have

focused on i) increasing opportunities for trade both internationally and domesti-
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cally; ii) reforming the tax system; Hi) enhancing public sector efficiency; and

iv) reducing labour-market rigidities. The 1989 Free Trade Agreement (FTA)

with the United States and the 1988-91 tax reforms, in particular, have been

estimated to result in large gains in economic efficiency and potential output (up
to 5 per cent), while the labour-market reforms launched in 1989 have been

expected to lower the "natural" rate of unemployment significantly (see below).

So far, there is little evidence that trend growth in total factor productivity has

resumed, while the prolonged period of slack in Canadian labour markets appears
to have raised structural unemployment, at least temporarily. As noted above, this

probably reflects the difficulties for the economy to adjust to the important
structural policy changes implemented in recent years, in the context of a

reorientation of monetary policy towards controlling inflation and of insufficient

fiscal consolidation. While substantial short-run costs have obviously been asso¬

ciated with these changes, benefits should arise in the longer term. However,

there also appears to be scope for additional structural-policy action to boost
potential output.

With a view to ensuring better growth and labour-market performance, the

new Government is currently undertaking a number of comprehensive policy
reviews, notably in the area of social security, support to small business, science

and technology, transportation, customs tariffs and regulations, and indirect taxa¬

tion. Reflecting the priority assigned to removing impediments to faster employ¬
ment growth, the Government has already taken first measures to reform the

unemployment-insurance system, enhance job training, support small businesses,
promote technological innovation, and raise infrastructure investment.

Recent initiatives

Labour markets

In recent years, the government has implemented a number of reforms

designed to reduce disincentives to take available jobs and to increase the skill

level of the work force. The 1 990 amendments to the Unemployment Insurance

(UI) Act tightened the benefit structure and re-invested resulting savings towards
active support for unemployed workers. Further modifications in ] 993 included a

reduction in UI benefit rate from 60 to 57 per cent of insurable earnings and
tightening of eligibility requirements. Part of the savings generated by these
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initiatives has been allocated to financing experimental implementation of inno¬

vative approaches to assisting people and investing in human capital. The Febru¬

ary 1994 Budget proposed further reforms along these lines, which became

effective in July. As the first step of a broad overhaul of the income-security

system (see Part III), the minimum period of work required to qualify for

UI benefits was increased, the maximum duration of benefits reduced, and the

benefit rate further lowered to 55 per cent (except for low-income beneficiaries

with dependents); this will permit a rollback of the UI premium rate to the

1993 level from 1995. Assuming that only up to one-half of the people affected
will be able to find work to cover for the lost benefits, the 1994 reforms are

estimated to lower the "natural" rate of unemployment by 0.3 to 0.5 percentage

points, somewhat more than the 1990 reform package.

Financial markets

Following the comprehensive reforms completed in mid- 1992 - which dis¬

mantled many of the remaining barriers between federally-regulated financial

institutions - the federal government has issued new regulations regarding the

demutualisation of life-insurance companies, the establishment of specialised

financing corporations, and the implementation of prudent portfolio rules for

pension funds. Other recent regulatory developments include a comprehensive

review of Canada's deposit insurance system, which is expected to cover early

detection and intervention criteria, co-insurance, risk-based premiums, and asset

valuation. The North American Free Trade Agreement (NAFTA, see below)

includes provisions enhancing the ability of Canadian, American and Mexican

financial institutions to participate in each others' financial markets.

Taxation

The new Government has identified as an immediate priority the reform of

the Goods and Services Tax (GST), which was introduced in 1991. The main

problems with the GST are: the complexity of having a value-added tax at the

federal level and sales taxes at the provincial level; inconsistent product defini¬

tions resulting in similar products having different tax rates; the fact that small

businesses view it as costly and difficult to handle; and tax evasion encouraged

by the GST's unpopularity which partly reflects the fact that the GST is highly
visible since it is levied at the consumer level while the federal sales tax it

replaced was levied at the producer level. A parliamentary committee that was
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asked to draw up alternatives to the GST tabled its report in late June. It

recommends replacing the GST with a National VAT; to make the tax less visible

by including it in the retail price of goods and services; to simplify the account¬

ing system for small business; to broaden the tax base and lower the tax rate; and

to merge the ten different sales taxes now in place at the federal and provincial

level while allowing for variable provincial rates. So far only Quebec has intro¬

duced a provincial sales tax modelled on the federal GST, and some provinces

have immediately rejected the report's harmonisation proposal.

International and interprovincial trade

There have been five annual scheduled tariff reductions since the imple¬

mentation of the FTA with the United States in 1989. A third, and final, round of

accelerated tariff elimination covering about C$ 1 billion in bilateral trade, was

negotiated and came into effect in 1993. From 1994, the North American Free

Trade Agreement (NAFTA), including Mexico, effectively replaces the FTA.

The NAFTA incorporates the basic elements of the FTA, as well as the provi¬

sions to protect cultural industries, social services, and supply-managed commod¬

ities. In addition to preserving and enhancing access to US markets gained under

the FTA, it provides advances not present in the FTA in the areas of financial

services, investment, and government procurement. Given the new Government's

concerns with certain aspects of the NAFTA, supplemental agreements on labour

and environmental standards have been negotiated, and agreement has been

reached to initiate negotiations aimed at producing new rules governing dumping

and subsidies by the end of 1995.

The successful conclusion to the Uruguay Round will also ensure greater

access to foreign markets for Canadian goods and services (including grains,

chemicals, wood, pulp, and paper) while reducing the import costs of Canadian

firms. Researchers have estimated the gains for Canada at between 0.2 and

1.2 per cent of national income, as compared with estimated income gains in the

2.5 to 3.5 per cent range from the FTA. This relatively small impact of the
Uruguay Round - similar to the estimated effect of the NAFTA - reflects the

importance for Canada of bilateral trade with the United States, which has

already been liberalised to a large extent. It must be noted, however, that many

benefits of the Uruguay Round are not quantifiable. In other international trade

matters, Canada is now undertaking a major review of its import regime with a
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view to making the tariff system simpler, transparent for users, and easier to
administer.

As for interprovincial trade, the main areas of concern are the different

provincial regulations governing commercial transportation, government procure¬

ment practices, restrictions on interprovincial trade in agriculture, and barriers to
labour mobility created by differential provincial licensing and residency require¬

ments for certain professions. Estimates of the cost of the 500 to 700 trade

barriers vary widely, but their negative effects on resource allocation in the

Canadian economy would seem to be substantial. Over the past year, a committee

of federal and provincial trade ministers has negotiated a comprehensive Agree¬

ment on Internal Trade with a view of reducing impediments to the free flow of

goods, services, capital and people in Canada. In mid- 1994, governments agreed

in principle to eliminate some interprovincial trade barriers, but many of the

details still have to be worked out. The agreement includes a code of conduct on

investment practices, a dispute-settlement mechanism, more open government

procurement practices, and increased labour mobility between provinces. But a

number of exemptions have been granted to some provinces, and the govern¬

ments failed to agree on the sensitive issues of agriculture, food, alcoholic

beverages, energy, and discriminatory procurement practices of provincial Crown

corporations, leaving them to future negotiations.

Fisheries and agriculture

In 1992 and 1993, the government introduced programmes to assist fisher¬

men and plant workers affected by the closure of the northern cod fishery and by

subsequent groundfish declines in other regions. With the continued decrease in

fish stocks necessitating an extension to the northern cod moratorium and restric¬

tions to other fisheries, the Government has announced a new comprehensive

five-year programme of adjustment and income support for an estimated

30 000 displaced Atlantic groundfish fishers and plant workers - The Atlantic
Groundfish Strategy (TAGS). Federal funding for the TAGS, which will replace

the expiring earlier programmes, totals C$ 1.9 billion over five years. The

Strategy has two objectives: to restructure the fishery in Atlantic Canada through

resource rebuilding and capacity reduction; and to make available meaningful

opportunities for individuals concerned through adjustment programmes for older
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plant workers, training and literacy support, and a Youth Corps for people
under 25.

By contrast, agricultural support has declined significantly in recent years,

albeit from high levels. Latest estimates suggest that assistance to producers, as
measured by the "producer subsidy equivalent" (PSE), fell from 45 per cent in

1991 to 32 per cent in 1993 - significantly below the OECD average (42 per

cent) but still above the US level (23 per cent). Although this partly reflects the

depreciation of the Canadian dollar over that period, government efforts to

rationalise and reduce subsidy programmes - except the "safety net" ones

- have played a major role. In co-operation with producers, governments have

been working towards replacing commodity-specific price support measures with

a "whole farm" income support programme, which from 1995 would cover all

agricultural commodities except those under supply-management schemes (milk,

poultrymeat and eggs). Under the Uruguay Round agreement, Canada will be

able to continue to protect its supply-management industries, using tariffs and

special safeguards rather than quantitative restrictions. Although minimum

access commitments will have to be met, tariff equivalents will be high enough to

restrict most imports, falling only slowly over the length of the agreement. On the

other hand, the substantial grain transportation subsidies (paid to railways) will

be phased out, or replaced, because they are no longer allowable under the

Uruguay Round agreement.

Industrial policy

As noted above, the Government is undertaking policy reviews in the areas

of support to small business and science and technology with the objective of
redesigning programmes and making them more efficient. The issues being

studied are financing, regulation and compliance costs, service delivery, and the
re-engineering of support programmes in areas such as management skills, tech¬
nology, innovation, and international trade. In the meantime, the Government is

taking a number of initiatives to promote innovative activities in Canada, includ¬

ing support to the development of environmental technologies. The February
1994 Budget also announced several new industrial-policy programmes: the
Canadian Investment Fund will work with private partners and the financial

sector to identify the best way to provide long-term capital to innovative compa¬
nies; the Business Networks Strategy will encourage co-operation among small
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businesses to help them achieve the size needed to compete in international

markets; and the Canadian Technology Network will bring together small firms

to design, and market globally, competitive products. In the area of transporta¬

tion, commissions reviewing the reforms implemented in the second half of the

1980s have been supportive of further deregulation. The Government has

launched consultations with stakeholders in order to reduce surface transportation

subsidies or redirect them into new programmes that would improve efficiency. It
is also investigating the commercialisation of some services, such as the Air

Navigation System, and the introduction of competitive pricing. At this stage, it

is difficult to judge the impact of these initiatives, which - in many cases - still
have to be implemented.

Privatisation and public-sector reform

The Government has continued efforts to streamline the public sector and

make its operation more efficient. In addition to the incremental cuts since 1992,

further restraint on operating budgets has been imposed in the current fiscal year.
Since 1992, more than 50 agencies and other government entities have been

eliminated or consolidated, and the number of government departments has been

reduced from 32 to 23. Forty Crown corporations (public enterprises) and gov¬

ernment holdings have been privatised since the mid-1980s, contributing to a

decline in employment by about 90 000 to around 120 000. The remaining

48 Crown corporations mostly represent small and/or unprofitable activities.

While this limits the scope for further privatisation, the Government is examining

case by case the possibility of divesting itself of investments no longer required

as instruments of public policy.

Scope for further action

Although major structural reforms have already been implemented in recent

years, there is room for additional initiatives in specific areas. In particular, as

noted above, the Canadian internal market still has significant barriers to the free

movement of goods, services, capital and labour, restricting competition across

provinces and favouring inefficient producers. Numerous exemptions and areas

yet to be negotiated are likely to make the recent intergovernmental Agreement

on Internal Trade less comprehensive than originally intended. Hence, further

progress towards reducing interprovincial trade barriers is of utmost importance.
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To this end, signatories have committed to future negotiations to broaden and

deepen the agreement. Moreover, despite a significant reduction in agricultural

support in recent years, assistance is still higher than in the first half of the 1 980s

and a continued effort will be needed to keep subsidies on a downward trend.

Also, the distortions associated with Canada's supply-management system for

certain agricultural commodities remain, with high tariffs replacing import

restrictions under the Uruguay Round agreement. Furthermore, despite recent

labour-market reforms, disincentives to work embodied in federal and provincial

income-support programmes are still a source of concern, as discussed in more

detail in the following chapter.
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III. The Canadian Income Security System

In Canada, as in many other OECD countries, the income security system

constitutes a complex mixture of programmes which have evolved over several

decades. The effects of two severe recessions (1981-82 and 1990-91), dislocation

due to economic and technological change, as well as demographic and other

changes in the nature of the labour force have resulted in a substantial increase in

income security expenditure. These developments have raised concerns about the

financial sustainability of the existing system, especially given that expenditures

have remained stubbornly high during periods of improving labour market per¬
formance. Further concerns have arisen about several features of Canada's

income security system, including evidence of a growing dependence on income

support measures, a relatively heavy reliance on passive rather than active labour

market programmes, and adverse incentives in several programmes which dis¬

courage participation in the labour force and investment in human capital forma¬

tion. More generally, many observers question whether the current framework,

whose key features were developed between the 1940s and 1970s, remains

appropriate in the current economic and labour market environment. These con¬

cerns have prompted a comprehensive review by the federal government of the

social safety net, as outlined in the February 1994 Budget documentation, with a

view to implementing significant reforms in 1995-96."

In presenting the background to these reforms, this chapter outlines the main

features of, and problems associated with, the Canadian income security system,

providing international comparisons where relevant. Particular attention is

devoted to unemployment insurance and social assistance - the two programmes

which form the core of the income security system and which provide an income

"safety net" for most of the labour force of working age. The analysis focuses

on both the costs and disincentive effects of the system; it also suggests direc¬

tions for change to ensure that an adequate degree of income security is provided,
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while reducing employment disincentives and budgetary costs. It must be

stressed, however, that the Canadian authorities are contemplating reforms that

go well beyond the issues that are the main focus of what follows. The reforms

envisaged encompass other forms of social security as well, like child support

and federal assistance to post-secondary education. They are expected to treat

income security as one element of a broader human-resource development strat¬

egy that has an overall focus on employability and learning as well as income

security.

Despite the many problems highlighted in the following discussion, it is

important to keep in mind the substantial benefits associated with comprehensive

social insurance programmes. Unemployment insurance benefits, for example,

have an important rationale in the sense that they partly relieve people who have

lost their job from immediate financial concerns, thereby facilitating more effi¬

cient job-search. Likewise, related assistance benefits are a crucial element of any

welfare system in the sense that they help reduce poverty among unemployed

people, especially those traditionally viewed as unemployable, as well as provide

a backstop for those in need who do not qualify for other forms of government

assistance. These aspects are well illustrated by the findings of a recently pub¬

lished volume of studies examining labour markets and income maintenance

programmes in Canada and the United States (Card and Freeman, 1993). This

work concludes that Canadian labour market and income support policies miti¬

gated against the 1980s trend of rising inequality that was prevalent in the United

States.12 However, this does not mean that the Canadian system is ideal. Instead,

the system has important macroeconomic consequences, in as much as it raises

the national rate of unemployment. Hence, over the longer term, improving the
system could pay significant benefits.

Main features of the system

Structure

Canada's social security system consists of a large number of programmes

delivered by federal, provincial and municipal governments. These programmes
are of several types:13

62



- social insurance programmes, such as unemployment insurance, work¬

ers' compensation and the Canada and Quebec Pension Plans. These are

financed in part by premiums paid by employers and employees and pay

benefits to eligible participants in the event of outcomes such as unem¬

ployment, workplace injury or retirement;

- income support programmes, such as social assistance or welfare and

the Guaranteed Income Supplement for seniors. These are not financed

by premiums and are available in situations of established financial

need;

- demographic dependent programmes, such as Old Age Security. These

payments are made to certain categories of households, regardless of

their financial position.

Canada also relies heavily on the income tax system to deliver social security

assistance through the use of refundable tax credits where entitlement is based on

family income, although these issues are not discussed directly in this chapter.

Table 9 summarises the main income security programmes and the related

(direct) expenditures for 1993.14 Income support to the elderly via the Canada and

Quebec Pension Plans (CPP and QPP) and the federal Old Age Security (OAS)

and Guaranteed Income Supplement (GIS) constitute approximately 40 per cent

of these expenditures. Unemployment insurance and social assistance, the pri¬

mary focus of this chapter, also account for a similar proportion of income

security expenditures. Other programmes which account for more than 5 per cent

of total income security expenditure include Workers' Compensation and the

Child Tax Benefit (which in 1993 replaced the Family Allowances and non¬

refundable tax credits for children).15

Constitutional responsibility for such key aspects of social policy as welfare,

social services, health and education rests with the provinces. However, the

federal government plays a significant role in the funding of these programmes,

with the administration being carried out by the provinces.16 In the case of

Unemployment Insurance (UI), a constitutional amendment provided the author¬

ity for the federal government to introduce this programme. As a result, both

levels of government play major roles in the financing and administration of the

Canadian income security system.
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Table 9. Income security programmes and expenditures, 1993 '

Expenditures Per cent of total

Programmes directed and funded by the federal
government (subtotal)

Old age security (OAS)
Guaranteed income supplement (GIS)
Spouses' allowances (SPA)

OAS/GIS/SPA (total)

Canada and Quebec pension plans2
Child tax credit3

Veterans' benefits

Family allowances4
Federal employment programmes and services
Unemployment insurance (total)

Unemployment
Sickness

Family related5
Retirement

Fishing
Training6
Work sharing
Job creation

Self employment
Registered Indians: social assistance

and social services

Vocational rehabilitation of disabled persons

Cost-shared programmes: Canada assistance plan
(CAP, social assistance)7

Provincial programmes (subtotal)

Workers' compensation3
Tax credits and rebates

Other welfare programmes
Municipal social security3-8

Total

63 669

14 421

4 250

434

19 106

17 156

2 325

1 250

2 186

1 292

19 238

15 388

436

1 330

0

274

1 568

96

110

35

748

364

14 765

10 539

3 881

3000

2600

1 100

71.6

21.5

19.3

2.6

1.4

2.5

1.5

21.6

88 972

0.8

0.4

16.6

11.8

4.4

3.4

2.9

1.2

100.0

1. Fiscal year ending 31 March, exceptions noted. All expenditures are in millions of dollars.
2. The CPP is directed by the federal government and the QPP by the Quebec government.
3. Calendar year data.

4. These are for the last three quarters of 1992 when the programme terminated.
5. Includes maternity, adoption and paternity benefits.
6. Includes training and supplementary allowance benefits, and course cost benefit payments.
7. Expenditures (CAP federal payments doubled) are under-reported due to a limit on the rate of increase of the federal

contributions to Ontario, Alberta and British Columbia since 1990-91.

8. Excluding CAP cost-shareable expenditures.
Source: Social security statistics, Canada and Provinces, 1968-69 to 1992-93.
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Objectives and form of unemployment insurance

The unemployment insurance programme dates from 1940, making it one of

the oldest components of Canada's income security system. UI is also one of the

largest income security programmes; even by international standards Canada

devotes a relatively large proportion of GDP to unemployment compensation. As

a result of its relative size and its many possible influences on economic and

labour force behaviour, most proposals for reform of the income security system

involve changes to the UI programme. This section provides an overview of the

programme's objectives, main features, and behavioural impacts.

Historical evolution

The establishment of a public programme of unemployment insurance in

Canada grew out of the experience of the Great Depression. The principle

recommended by the Royal Commission on Dominion-Provincial Relations (the

Rowell-Sirois Commission) - set up in 1937 to examine the division of powers

between the federal and provincial governments - was that the federal govern¬

ment establish an insurance programme for unemployed employables, and that

the provinces provide income support to unemployables.17 The federal and pro¬

vincial governments subsequently agreed to a constitutional amendment which

gave the federal government authority to act in this area. The primary objective

of the subsequently established UI programme was to provide insurance against

the temporary loss of income associated with unemployment. Like other social

insurance programmes, its rationale can be understood in terms of the failure of

private insurance to protect against these risks.18 Initially the design of the

programme reflected the social insurance objective; for example, the programme

was to operate on an actuarially sound basis, and coverage was limited to those

with strong labour force attachments who faced a risk of unemployment.19

The UI programme has evolved significantly over time. Although the initial

focus was on the insurance objective, numerous changes resulted in features with

distributional, equity or other social objectives, which went beyond those of

improving economic efficiency by correcting for market failure in private unem¬

ployment insurance. One example of change in this direction was the introduc¬

tion of fishing benefits, covering workers in a highly seasonal industry for whom

unemployment during the off-season is quite predictable. The regional differenti¬

ation of the programme (described below) can also be viewed as providing a
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Table 10. Unemployment Insurance regimes since the 1970s

Replacement rate under différent UI regimes (per cent)

1970 Programme 1971 UI Act 1981 Programme 1990 Reforms 1994 Reforms

Regular 37-43 66 2/3 60 60 55

With Dependants 43-54 75 60 60 60*

Number of weeks required to qualify for UI benefits

Required number At least 30 weeks 8 weeks of insurable 10 weeks with the 10 weeks with the 12 weeks with the

of weeks to qualify of contributions to the employment regardless regional unemployment region's unemployment region's unemployment
programme in the last of economic conditions rate above 9%, rising rate above 15%, rising rate above 13%, rising
104, with a minimum to a maximum to 20 weeks with the to 20 weeks with the

of 8 weeks in the of 14 weeks with the unemployment rate unemployment rate
last 52 unemployment rate

below 6%

below 6% below 6%

Determination of Number of benefit weeks

The duration of benefits

is the lesser of 52 weeks

or 50 per cent of the
number of weeks

of contribution in the

last 104 weeks

Between 8 and

15 weeks of work

entitled an unemployed
individual to 8 weeks

of benefits

Each additional week,

up to 19, resulted in an
extra week of benefits

For every 2 weeks
of work above 19, an

individual would be

entitled to one week

of benefits up
to 18 weeks

One week of benefits

payable for each week

of employment, up
to 25 weeks

One week of benefits for

every additional two
weeks of work for

insurable employment
over 25 weeks

(maximum 13 weeks)

20 weeks of work

earned 17 weeks

of benefits with 1 extra

week for each week

of work up to 25 weeks

Every 2 additional
weeks of work earned

an extra week

of benefits

One week of benefits for

every 2 weeks of work,

up to 40 weeks work. A
second phase provides
for an extra week for

each week of work

above 40 weeks up
to 52 weeks of work

An extra week for each

week of work, up to 52
weeks of work



4 extra weeks were

payable if the national
unemployment rate was
between 4 and 5%, and
8 extra weeks if the

national rate

exceeded 5%

6, 12, or 18 extra weeks

of benefits were payable
if the regional
unemployment rate
exceeded the national

rate by 1-2%, 2-3% and
more than 3%

Overall maximum

of 50 weeks

2 extra weeks

of benefits for every half

percentage point by
which the regional
unemployment rate
exceeded 4 per cent
(maximum 32 weeks)

Overall maximum

of 50 weeks

Each percentage point
of the unemployment
rate in excess of 6%

earned about an

additional 3 weeks

of benefits

Overall maximum

of 50 weeks

2 extra weeks

of benefits for every

percentage point of the
regional unemployment
rate in excess of 4%

Overall maximum

of 50 weeks

* Applies only to claimants with dependants and incomes less than half maximum insurable earnings.
Source: Statistics Canada.



mechanism for income support to workers in economically depressed regions.

Other examples of broadening the goals of the programme include the introduc¬

tion of special benefits for absences from work due to sickness, temporary

disability, and the birth or adoption of a child, and the "clawback" of UI benefits

received by high income recipients.20

Significant changes to the UI Act in 1971 made the programme more

generous. In particular, they substantially increased its coverage, to virtually all

paid workers,21 reduced the amount of previous work needed to qualify for

benefits, and raised benefits as well as their maximum duration. Special benefits

for sickness, disability and maternity were also introduced at this time.

Since 1971, many of the changes to the UI Act have been in the direction of

a more restrictive or less generous programme22 (Table 10). For example, the

single person benefit rate has been lowered in a series of steps from 67 per cent in

1 97 1 (75 per cent for claimants with dependants and low earnings) to 60 per cent

in 1978, to 57 per cent in 1993, and most recently (as part of the February

1 994 Budget) to 55 per cent (or to 60 per cent for those with dependants and low

earnings). Similarly, the minimum amount of work required to qualify for bene¬

fits, which was lowered from 30 to 8 weeks in 1971, was subsequently increased

to between 10 and 14 weeks (depending on the regional unemployment rate, as

described further below) in the late 1970s, to between 10 and 20 weeks in

1990 and to between 12 and 20 weeks in the most recent amendments. Other

areas in which the UI programme has become more restrictive during the past

two decades include provisions for repeat users, new entrants/re-entrants, and

those who quit their job without just cause.

Despite these various amendments, UI expenditures and the number of

beneficiaries have grown dramatically since the early 1970s. Diagram 17 shows

UI benefit expenditures (in constant 1993 dollars) over the 1943-92 period, and

the average weekly number of beneficiaries from 1976 (the earliest year for

which such data are available). During the space of two decades real UI expendi¬

tures have increased approximately six-fold - from under C$ 3 billion in 1970 to

between C$ 18 and C$ 20 billion in the early 1990s, while the average weekly

number of beneficiaries has grown from approximately 700 000 in 1976 to

approximately 1.4 million in 1991-92.

The increase in UI expenditures has taken place in a series of steps. Apart

from the approximate doubling of real annual expenditures between 1971 and
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Diagram 17. UNEMPLOYMENT INSURANCE1
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1. with at least one dollar paid in a given year.
Source: Department of Human Resources , Canada.
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1972 as the coverage of UI was greatly expanded and generosity enhanced,

subsequent sharp increases were associated with downturns in economic activity

- most notably the recessions of 1974-75, 1981-82 and 1990-91. Nevertheless, a

disconcerting aspect of the Canadian experience is that UI benefit payments have

declined only modestly during subsequent economic recoveries. This ratcheting

effect of UI spending can be attributed to the unemployment rate moving to a

persistently higher level with each downturn in economic activity, significant
labour force growth, more generous benefit payments, and the long-term impact

of structures introduced to the UI programme in the 1970s. In the last two

decades there have been several attempts to address these issues.

Basic characteristics

International comparison

Canada's UI programme shares a number of basic characteristics with pro¬

grammes of the same nature in most other OECD countries. Benefits are a

proportion of previous earnings, they are of limited duration and are financed by
contributions from employers and employees (see below). Qualification depends

on the individual's employment history and is conditional on them being availa¬

ble for work (which generally requires that a "suitable job" be accepted). Like

most UI programmes, the Canadian system also has the feature that benefits for

most claimants are not reduced if the claimant or other family members have

other sources of income. It should be noted, however, that the earnings for

claimants are allowed only up to 25 per cent of benefits, and income earned in

excess of this reduced dollar for dollar from benefits. Also, as noted previously,

in the Canadian programme a portion of benefits are "clawed back" through the

tax system for high income claimants, and benefit generosity varies regionally.

Table 1 1 reports information on qualifying requirements, maximum benefit

durations, and benefit replacement rates - benefit entitlements before tax as a

percentage of previous gross earnings - for UI programmes in Canada compared

with other OECD countries. This information refers to each country's unemploy¬

ment insurance system as of 1 January 1989, although the Canadian programme

has undergone three sets of amendments since then. For Canada therefore the

current regulations (i.e. those proposed in the February 1994 Budget) are also

shown. The "reference period" is the period of prior work history over which

benefit entitlement is calculated; "maximum benefit duration" refers to the
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maximum length of time benefits can be received; and the "employment record"

represents the minimum amount of employment during the reference period

which is required to qualify for the maximum duration of benefits.

In this comparison, the Canadian UI system does not stand out in terms of

the replacement rate, the length of the reference period, or the maximum benefit

duration. The 55 per cent replacement rate is in the middle of the OECD range,

and many other OECD countries have a one year reference period and maximum

benefit duration of approximately one year. However, Canada (in the high

employment regions), the United Kingdom and Sweden are somewhat unique in

providing benefits for up to 50 to 60 weeks to those qualifying for UI on the basis

of relatively brief employment spells (1 1 to 20 weeks). This feature was signifi¬

cantly altered by the 1994 changes to the UI Act. Nonetheless, it remains the case

that in Canada's high-unemployment regions relatively brief periods of employ¬

ment qualify individuals for relatively long periods of benefit eligibility.23

Nevertheless, caution must be taken when using international comparisons

of replacement rates since, in practice, they are likely to be significantly different

than those displayed in Table 1 1 given that they do not account for all of the

relevant factors. In the case of Canada, the actual replacement rates would change

if provincial governments' means-tested social assistance payments for individual

unemployed people and their families whose UI benefit payments had run out

were included. The data also do not account for: tax-relief opportunities for the

unemployed; certain benefits such as housing assistance; those individuals who

have only a short history of work or no record at all; and eligibility conditions

such as the period an individual must wait to be eligible for a benefit when

becoming voluntarily unemployed.

Regional variations

Regional differentiation has been an important feature of Canada's UI pro¬

gramme since 1971. Both the length of the qualifying period (the minimum

number of weeks of insured employment required to qualify for benefits) and the

maximum duration of benefits depend on the unemployment rate in the UI region

in which the individual files a claim. There are currently 62 UI assistance regions

which, with the exception of Prince Edward Island, are much smaller than

provinces. Essentially, the maximum benefit duration has two components, one

based on the claimant's work experience during the qualifying period (the
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Table 1 1 . The rate and maximum duration of insurance benefits

Prime-age unemployed worker'

Qualifying conditions and maximum
duration of benefits2

Reference Employment
period (years) record (weeks)

Maximum

benefit duration

(months)

Initial relation to earnings3

Formula
Per cent

replacement rate

Initial gross replacement rate at average
production worker levels

of 1988 earnings*

Single

With spouse

At work Dependent

European community

Belgium 2'A 90 Indefinite P 60 .60 60 60

Denmark 3 5 30 P 90 "'64 64 64

France 2 52 30 L - 59 59 59

Germany 4 156 12 P 63 « 58 58 58

Greece 1 28 5 P 50 50 50 50

-J Ireland 1 48 15 L - 29 29 43
to

Italy 1 104 6 P 15 15 15 15

Netherlands 5 156 36 P 70 70 70 70

Portugal 7 7 7 P 60 60 60 60

Spain 4 192 24 P 80 62 62 80

United Kingdom 1 _8 12 F - 16 16 26

Other OECD Europe

Austria 5 156 7.5 L _ 41 41 44

Finland 4 5 24 L - 59 59 59

Norway 2 5 20 P 62 62 62 62

Sweden 1 60 15 P 90 90 90 90

Switzerland 2 72 12.5 P 80 70 70 70

OECD non-Europe

Japan 1 24 7.5 L _ 48 48 48

United States 1 20 8 9 P 50 50 50 50

Canada, 1989"

Maximum entitlement region 1 21 11.5 P 60 60 60 60

Minimum entitlement region 1 52 8.75 P 60 60 60 60



Canada, 1994 l0

Maximum entitlement region 1 49 12.5 P 55 55 55 55

Minimum entitlement region 1 52 9 P 55 55 55 55

1. This is a simplified version of Table 7.A.I. in OECD (1991). See Annex 7.A. of that publication for further details of the definitions. The table refers to the system on
1 January 1989 and to a worker 40 years and 1 day old (except in a few countries, the same rates apply at other ages between 25 and SO or 55). Changes to the UI system have
subsequently taken place in some countries. For the United Sûtes, actual provisions vary by state (an approximately representative case is shown). The married person cases

refer to a couple without children and provisions for couples with children may be different.
2. To qualify for the maximum duration of insurance benefits, the worker must have had the employment record listed during the reference period listed, counting the reference

period up to the time of entering unemployment (except in Denmark, Finland and Norway, see note 5 below).
3. Initial relation to earnings. Formula: P = proportional; L = linear; F = fixed. Rate: benefit as per cent of previous earnings, shown only where the formula is proportional. The

rate shown is for a single person. See Table 7.A.1 in OECD (1991) for details of how benefits in some countries fall during a prolonged spell of unemployment.

4. See the preceding note. This replacement rate refers to benefits before tax as a percentage of previous earnings also before tax, when the unemployed person before entry to
unemployment and the spouse in work have 1988 Average Production Worker (APW) level of earnings. The gross replacement rale can be less than the percentage rate of
benefit when there is a ceiling to insurable earnings that is below the APW level.

5. Denmark, Finland and Norway use or used (this has recently changed in Norway) a rolling reference period: for any period of this length, the maximum duration of benefits
cannot be exceeded. Some employment or earnings record is also required.

6. In Germany, exceptionally, benefits are shown here as a proportion of earnings after tax and social security contributions (because the benefit rules take this form).
Replacement rates take account of the fact that 13th month earnings do not enter the reference wage.

7. In Portugal, before recent reforms the entire record of past earnings could be taken into account if the worker could prove past employment by producing pay slips. A person

producing 10 years of pay slips qualified for 13 months' insurance benefit.

8. In the United Kingdom, a certain level of insurance contributions is needed to qualify for insurance benefits. About 7 1 weeks of work at the APW earnings level are needed to
qualify, more weeks with lower earnings. Many states in the United States also refer to the earnings record for UI.

9. Maximum and minimum entitlement regions refer to regions with unemployment rates more than 1 1.5 and less than 4 per cent respectively.
10. Maximum and minimum entitlement regions refer to regions with unemployment rates more than 16 and less than 6 per cent respectively.
Source: See OECD (1991, Annex 7.A).



52 weeks prior to the claim) and one based on the unemployment rate in the UI

region. These features have two potentially important consequences. One is that
in an economic downturn the maximum duration of UI benefits increases in most

regions of the country. This consequence has been particularly relevant since

1977/78 when the maximum benefit duration was made a function of the regional

unemployment rate rather than a function of the difference between the regional

unemployment rate and the national unemployment rate, as was the case during

the 1971-76 period.

Another consequence of the regional differentiation of the programme is

that in high-unemployment regions there is a substantial economic return associ¬

ated with relatively brief periods of employment. For example, under the UI

provisions introduced in the late 1970s, 10 weeks of employment entitled a

claimant in a high-unemployment region to 42 weeks of benefits.24 By changing

both the minimum qualifying period and the maximum benefit duration, recent

amendments to the UI programme (particularly those introduced in the February

1994 Budget) have substantially reduced the return from brief employment

spells. Nonetheless, this remains a distinctive characteristic of the Canadian

system. For example, under the current regulations, 12 weeks of employment

entitles an individual in a high-unemployment region (regions with an unemploy¬

ment rate in excess of 16 per cent) to up to 32 weeks of benefits. However, at

present less than 5 per cent of Canada's labour force is in such regions.

Active labour market measures

The UI Act allows expenditures for "developmental uses" in cases where

the normal provision of benefits to support job search may not be the most

effective approach. Training, worksharing, job creation and, most recently, self-

employment assistance benefits are funded under this provision of the Act. These

programmes have typically accounted for a small proportion of total UI spending.

However, since the changes introduced in 1990, funding for UI-sponsored train¬

ing has increased substantially - from under C$ 300 million in 1989 to

C$ 2.2 billion in 1993. As part of this increased emphasis on training and related

active measures, the Labour Force Development Board was created in 1991 to

provide a mechanism for private sector involvement in UI-sponsored training and

other developmental programmes. The Labour Force Development Board is

specifically involved in the management and direction of these programmes.
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Financing

The UI programme is financed in full by contributions from employers and

employees.25 Contributions are kept in a UI account, which should balance over a

"cycle", but which can be in a cumulative deficit/surplus at any point in time. In

this manner, the UI account should act as a stabiliser, at least in the first one or

two years after any shock. However, there is some discretion on the part of the

federal government as to the size of imbalances allowed in the account. A

"statutory" contribution rate is formally calculated based on what rate balances

the account over a moving three-year period. This may impose either a floor or

ceiling on the contribution rate. The final decision is made jointly by the Ministry

of Finance and the Department of Human Resources Development.

Contributions are proportional to insured earnings, subject to a ceiling. As is

the case in most OECD countries, UI premiums are not experience-rated: they are

independent of layoff rates (in the case of employers) and extent of UI receipt (in

the case of employees).26 Thus, there is cross-subsidisation between firms and

industries with high layoff rates and those with stable employment patterns. In

contrast to the Canadian and European UI programmes, most United States

programmes are experience-rated, although the degree varies by state and is

generally less than 100 per cent. Table 12 shows the behaviour of UI premiums

over the past decade. Although premiums were lowered during the

1985-88 period, they have subsequently risen sharply - by over 50 per cent since

1989, partly explained by a major policy shift whereby funding of the programme

was shifted entirely to employers and employees. Despite these steep increases,

Table 12. Unemployment Insurance premiums, 1985-94

Contribution per C$ 100 of insured earnings

Employee Employer

1985 2.35 3.29

1989 1.95 2.73

1990 2.25 3.15

1991 January to June 2.25 3.15

1991 June to December 2.80 3.92

1992 3.00 4.20

1994 3.07 4.30

Source: Human Resources Development, Canada.
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the UI Account ended ] 993 with a cumulative deficit of approximately C$ 6 bil¬

lion. The deficit is, however, expected to fall sharply, so that the account will be

in surplus by 1996.

Objectives and form of social assistance

Canada's social assistance programmes have been cost-shared in a compre¬

hensive manner between the federal and provincial governments since the intro¬

duction of the Canada Assistance Plan (CAP) in 1966.27 Predecessor programmes

were categorical in nature, providing means-tested benefits to specific clientele

such as the blind, disabled, aged, unemployed, and they were funded under a

different federal-provincial formula. Benefits are available to anyone who is in

need of assistance, which is based on a means test on family income and assets.

Benefit levels, eligibility provisions, and other regulations vary by province and,

in some cases, at the local level. The programmes are administered at the

provincial and, in some cases, the municipal level. However, virtually all operate

under the provisions of the Canada Assistance Plan. The federal government

fully finances social assistance for registered Indians on reserve.

The basic features of the Canadian social assistance programmes are similar

to those in many other OECD countries. Social assistance benefits do not depend

on previous employment and are unrelated to past earnings; they are generally of

unlimited duration and subject to a means test based on family wealth and

income. Families with financial or non-financial assets are required to run them

down to a bare minimum of personal effects before receiving social assistance.
The universal nature of Canadian social assistance contrasts with that of the

United States where welfare is largely restricted to single mothers with children.

Canadian benefit levels are also much higher than their United States

counterparts.28 In these respects (universality of coverage, benefit levels), Cana¬

dian social assistance programmes are closer to their counterparts in many Euro¬

pean countries. An important difference, however, between Canada and several

European countries is that unemployment insurance and unemployment assis¬

tance programmes are not integrated as they are in several European countries.

The federal, provincial and municipal governments also provide a wide

range of social services. These include: home support or counselling services for

people with disabilities; protection for children subject to abuse or neglect;

assistance to women and children who are victims of family violence; and
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assistance to low-income parents who need subsidised day care in order to

participate in the labour force. As with social assistance, these services are also

largely provided on a cost-shared basis under CAP. Table 13 provides the

composition of the federal government's 7.3 billion FY 1992/93 transfer to the

provinces under this programme.

Diagram 18 shows expenditures on total social services29 over the 1963 to

1993 period as a proportion of GDP.30 Following the introduction of the CAP,

annual expenditures grew steadily until 1977, with a particularly large increase

occurring between 1968 and 1973. From 1977 to 1981 annual real expenditures

remained approximately constant. The 1981-82 and 1990-91 recessions again

resulted in large increases in spending. However, an important question is why

real social assistance expenditures did not decline (indeed, generally continued to

rise) during 1985-89, a period which was characterised by strong economic

growth. Although by 1989 the national unemployment rate had returned to its

level of 7.5 per cent recorded before the 1981-82 recession, social assistance

spending was still approximately 50 per cent higher in real terms.

As shown in Diagram 1 9, the number of welfare recipients has grown from

1.2 million in 1968 (almost 6 per cent of the population) to approximately

3 million in 1993 (over 10 per cent of the population). Substantial increases in

the number of recipients are evident in the periods of economic downturns

(i.e. between 1970-71, 1974-75, 1981-82 and 1990-91). However, throughout the

long period of economic growth following the 1981-82 recession, the number of

welfare recipients declined only modestly and did not return to its pre-recession
level.

Table 14 presents selected CAP-related statistics by province for 1990/91.

Quebec is the highest per capita recipient, with Ontario second. However, Onta¬

rio has the highest proportion of social welfare recipients and by far the fastest

growth rate in per capita expenditure during the 1980s. This reflects both the

growth in the number of recipients but also a significant increase in the generos¬

ity of programmes. Table 14 also shows provincial comparisons of benefit levels

for single parent/one child families. These include basic social assistance, family

allowances, the child tax credit, other child related benefits, sales tax/GST cred¬

its, provincial tax credits, and various other benefits in some provinces. The

benefit levels vary significantly across provinces, with Ontario the most generous

and almost the only province to experience growth in real terms over the 1980s.
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Table 13. Breakdown of social expenditures'

Per cent

Social assistance

Welfare service administration

Subsidised child care

Counselling and rehabilitation
Residential care

Health care

Child welfare

Homemaker

Other

Total

62

8

4

4

7

5

5

2

3

100

I. 1992/93 fiscal year.

Source: Human Resources Development, Canada (1994A).

Diagram 1 8. TOTAL SOCIAL SECURITY EXPENDITURE1
Per cent of GDP

1964 66 68 70 72 74 76 78 80 82 84 86 88 90 92

1 . Includes health expenditures.
Source: Social Security Statistics, Department of Human Resources Development, Canada.
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Diagram 19. WELFARE RECIPIENTS1

Million persons

1 . Includes claimant plus all dependents.
Source: Department of Human Resources Development, Canada.

In contrast, Quebec has the second lowest benefit level. Moreover, the Table

compares the benefit levels to the low income cut offs (LICOs) estimated by

Statistics Canada. These are levels of income (adjusted by community and family

size) at which it is estimated that households spend more than approximately

55 per cent of their income on food, clothing and shelter. Individuals' benefits

obviously fall well short of the LICOs in all provinces. However, a problem with

using LICOs is that they measure relative poverty rather than absolute poverty

and result in the poverty line rising with general living standards.

Comprehensive national data on the characteristics of the social assistance

population are not available. However, as an illustration not necessarily relevant

for the whole of Canada, Table 1 5 shows the composition of social assistance

caseload for the province of British Columbia over the 1980-92 period.31 Single

men and women make up more than half of those on welfare. The rise in the

proportion of the caseload accounted for by this group (from 57 per cent in

1980-82 to 64 per cent in 1991-92) is due to the increasing proportion of cases
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Table 14. Social assistance by province

NFLD1 PE1 NS NB Quebec Ontario Man. Sask. Alberta BC Canada

1. CAP Transfers2 per capita
1990/91 (C$)

2. Assistance Recipients per capita3 (%)

3. CAP growth 1980/81 -1990/91 (%)

4. Welfare benefits, 1991 single parent,
one child" (C$)

5. Growth rate of 4 (real terms),

1 986-9 13(%)

6. Row 4 as percent of LICO6

7. Row 4 as percent of average income7

207 219 210 239 278 250 207 159 219 232 245

10.5 9.0 10.3 10.8 10.2 11.9 7.4 6.1 7.5 8.7 10.1

226 231 312 221 223 464 328 220 357 239 244

12 347 12 343 11961 9 841 10 975 16 098 11167 12 028 11630 12 478 n.a.

-1.2 -3.3 1.0 -6.0 -7.8 +23.6 -4.8 -6.9 -10.9 8.9 n.a.

69 71 67 55 54 79 55 68 57 62 n.a.

67 - 59 53 48 70 55 60 53 52 n.a.

NFLD: Newfoundland, PE1: Prince Edward Island, NS: Novia Scotia, NB: New Brunswick, Man.: Manitoba, Sask.: Saskatchewan, BC: British Columbia.
CAP Annual Report; 1991-92, Table 7, divided by 1990 population. CAP is Canada Assistance Plan.
Number of persons assisted under the Canada Assistance Plan, as of March, 1992. From CAP Annual Report, 1991/92 . Table 2, divided by 1991 population.
From Welfare Incomes 1991, National Council of Welfare. Table 1.

This is a five-year growth rate. Welfare Incomes 1991, Table 4, National Council of Welfare.
LICO is Statistics Canada Low-Income-Cut-Off rate for a single parent with one child (1991).
Average income is defined as the average income of female single parents in the workforce. Source: Welfare Incomes 1991, Table 3, National Council of Welfare.



Table 15. Per cent of social assistance spells by year in British Columbia

1980-82 1983-84 1985-86 1987-88 1989-90 1991-92

Type of claimant:
Employable 38.4 54.2 56.1 52.1 58.5 63.8

Unemployable 61.5 45.8 43.9 48.0 41.6 36.2

Type of household:
Couple 14.2 15.8 14.3 12.7 11.2 10.8

with children 7.9 10.2 9.2 8.0 6.7 6.7

without children 6.3 5.6 5.0 4.7 4.5 4.1

Single female 50.9 43.2 43.5 46.7 48.7 45.5

with children 27.4 21.7 22.3 24.9 25.7 23.4

without children 23.5 21.5 21.2 21.8 23.0 22.1

Single male 34.0 41.1 42.3 40.6 40.1 43.7

with children 1.0 1.3 1.4 1.4 1.3 1.5

without children 33.1 39.8 40.9 39.2 38.8 42.2

Age:

Less than 21 years 14.4 15.9 13.7 12.2 12.3 12.9

21 to 25 years 14.1 16.3 15.8 14.3 12.8 13.5

26 to 36 years 27.4 29.7 30.8 31.8 31.9 32.6

Over 36 44.1 38.1 39.7 41.8 43.1 41.1

Source: Cragg (1994).

who are single men (this rose from 33 per cent in 1980-82 to 42 per cent in

1991-92). Single parents with children account for about 25 per cent of the

caseload and couples 10 to 15 per cent. The age structure of the social assistance

population in British Columbia has changed little over the past decade. About

25 to 30 per cent of welfare recipients are under 26 years of age.

Although single parents with children make up only 25 per cent of welfare

recipients in British Columbia, they experience longer social assistance spells

and thus account for much more than one-quarter of expenditure. The British
Columbia data also indicate that there is substantial movement on and off social

assistance. About three-quarters of all welfare spells lasted less than six months;

just over 10 per cent lasted more than one year. Half of the spells experienced by

singles, couples, and single parent families ended within four, three and

six months respectively. However, there is a substantial amount of repeat use;

over the 1980-92 period only one-third of the spells were the first spell for that

individual or family.
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Problems associated with the system

Rising expenditures

Direct expenditures on major income security programmes have displayed

substantial growth since the early 1 960s, albeit not all at the same rate nor at a

steady pace (Table 16). A significant amount of the expenditure growth can be

attributed to the fact that, as discussed above, programmes were introduced or

broadened in scope during the 1960-75 period.32 Income security expenditures

constituted about 3 per cent of GDP during the 1960s and early 1970s, rising to

around 5 per cent of GDP by the late 1970s. However, although the major

programmes were already in place, following the 1981-82 recession and subse¬

quently, expenditures on income security have exceeded 10 per cent of GDP.

Table 17 shows total social security expenditures (defined as income secur¬

ity plus health programmes) after adjusting for inflation and relative to various

measures of growth of the economy and population. By any scale, real expendi¬

tures on social programmes have risen substantially. Between 1958-59 and

1980-81, real social security spending increased five-fold, followed by a further

60 per cent increase during the 1980s. In per capita terms, real expenditures

increased by over 250 per cent between 1958-59 and 1980-81, and a further

45 per cent during the 1980s. Social programme spending also more than doubled

as a percent of GDP and accounted for a greater share of total government

expenditure (including debt financing) during this period. This rising cost of

social programmes is obviously a matter of urgent policy concern.

Furthermore, as noted above, the rise in UI spending has resulted in substan¬

tial increases in premiums paid by employers and employees, and payroll taxes to

finance other social security programmes have also risen substantially in recent

years. The recent C$ 2.4 billion reduction in UI will, however, lead to lower

premium rates in 1995 and 1996. Nevertheless, at a time when one of the greatest

economic challenges is job creation, significant increases in the cost of labour

have thus been taking place - especially relative to the cost of capital (Dia¬

gram 20) - augmented by the rising cost of income security programmes.33

Nevertheless, Canada is by no means unique in experiencing sharp increases

in social spending. During the 1960s and 1970s, the majority of OECD countries

faced similar pressures. During the early 1 980s and 1 990s the presence of weak

economic growth further increased expenditure on income security programmes.
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Table 16. Canadian income security expenditures by major programmes'

1963-64 1968-69 1973-74 1978-79 1983-84 1984-85 1985-86

Family allowances and child tax credit2
OAS/GIS/SPA

Training and employment programmes-1
Registered Indians' programmes4
Veterans' programmes5
CPP/QPP
Unemployment insurance
Workers' compensation
Cost-shared social assistance and social services

Provincial and local welfare programmes

Total income security

Total income security as a per cent of GDP

538 633 1 011 2 967 3 774 3 912 3 985

808 1 541 3 034 5 491 10 406 11 418 12 525

0 108 191 201 247 274 1 465

0 30 68 135 275 303 337

256 319 403 674 I 079 1 133 1 151

0 30 385 1 801 4 938 5 852 6 787

366 459 2 028 4 475 9 932 10 170 10 128

109 172 330 798 1 801 2 041 2 266

341 800 1 617 3 469 7 449 8 241 8 717

188 243 739 2 387 4 295 4 349 4 607

2 607 4 336 9866 22 397 44 195 47 694 51 966

534 5.60 7.4 8.99 10.61 10.53 10.69

1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93

4 107 4 203 4 572 4 717 4 845 5 146 4511

13 444 14 349 15 202 16 152 17 130 18 392 19 104

1 560 1 528 1 509 1 562 1 568 1 423 1 292

371 420 477 529 633 691 748

1 154 1 164 1 142 1 162 1 199 1 2)7 1 251

7 853 9 735 11 113 12 429 13 802 15 389 17 153

10 639 10 577 10 976 11 816 14 467 18 434 19 238

2 589 2 798 2 816 3044 3 495 3 735 3 881

9 056 9 639 10 410 11 218 13 426 13 903 15 130

4 423 4 568 4 877 5 699 6 312 6 657 6 657

55 198 58 854 63 104 68 335 76 885 84 994 88 972

10.74 10.40 10.21 10.37 11.46 12.50 12.84

Family allowances and child tax credit -
OAS/GIS/SPA

Training and employment programmes3
Registered Indians' programmes4
Veterans' programmes3
CPP/QPP
Unemployment insurance
Workers' compensation
Cost-shared social assistance and social services

Provincial and local welfare programmes

Total income security

Total income security as a per cent of GDP

1. Expenditures are in millions of dollars and are reported on a fiscal year basis (1st April to 31 March) except for the child tax credit which is on a calendar year basis.
2. These programmes were replaced by the Child Tax Benefit on 1 January 1993.
3. Prior to 1985-86 this category includes expenditures under the National Institutional and National Industrial Training Programmes. Beginning in 1985-86 this category

includes expenditures under the Canadian Jobs Strategy.
4. Federal social assistance and social services for Registered Indians.
5. Includes War Veterans' and Civilian War Allowances and Veterans' and Civilians' Disability Pensions.
Source: Health and Welfare Canada.



Table 17. Overall social security expenditures

1958-59

Total real expenditures (billions of constant
1993 dollars) 15.6

Percentage change

Real expenditure per capita 913
Percentage change
Real expenditure as a per cent of GDP 7.8
Real expenditure as a per cent of total

government spending 32.7

1980-81

38.6

1990-91

79.4 127.7

409 61

3 301 4 799

262 45

14.7 18.3

41.0

Source: Based on information in Battle and Torjman (1993). These figures arc not cyclically adjusted.

Diagram 20. THE COST OF LABOUR RELATIVE TO CAPITAL1

Index

4.5

0.5

Index, Q1 1970 = 1

iiiIiiiIuiIimIihIiiiIiiiIiiiIiiiIiiiIimIiiiIhiIiiiIiiiIiiiIiiiIiiiImiIiiiIiiiIhiImiIiiiIiii

1970 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94

Index

4.5

4.0

3.5

3.0

2.5

2.0

1.5

1.0

0.5

1 . Ratio of compensation per employee to machinery and equipment investment deflator.
Source: CANSIM Statistics Canada; OECD, Main Economic Indicators.
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Table 18. Social expenditure in OECD countries'

Social expenditure share of Annual growth rale of real Annual growth rate of real

GDP GDP (per cent) social expenditure (per cent)

1980 1990 1975-80 1981-90 1975-81 1981-90

Canada 17.5 20.2 3.9 2.8 3.9 4.4

France 24.7 26.7 2.8 2.5 5.2 3.2

Germany 24.6 22.0 2.7 2.5 2.3 1.4

Italy 21.2 26.3 4.0 2.4 4.5

Japan 14.3 14.4 4.4 4.2 6.6 3.9

United Kingdom 18.0 16.9 1.3 3.1 1.8

United States 13.1 12.4 3.0 2.7 1.9 2.0

Average of above countries 2 19.0 19.9 3.2 2.9 3.0

1. Defined as expenditure on health , education, pensions, unemployment compensation (sec Table 19).
2. Unweighted average.
Source: OECD (refer to Table 19).

Table 1 8 shows real public social spending - defined as expenditure on educa¬

tion, health, pensions and unemployment compensation - trends across the seven

largest OECD countries.34 In 1980, Canada devoted 17.5 per cent of GDP to

social programmes compared with an average for major countries of 19 per cent.

Subsequently, Canada has experienced significantly stronger real social expendi¬

ture growth, highlighting its growing burden both relative to other countries and
to GDP.

The development of the share of each major component of social expendi¬
ture since the 1970s is shown in Table 19. Most noticeable is the fact that Canada

devotes a much larger proportion of government spending to unemployment

compensation than do other large OECD countries, while the share going to

pensions is lower. It is also the only country to have experienced considerable

growth in UI expenditure - as a proportion of government expenditure - in
the 1980s.

As can be seen from Table 20, in relation to GDP, Canada spends more on

labour-market programmes than the other G7 countries except Germany. This

results from spending on income maintenance where Canada is the leader. A

relatively small proportion of the substantial expenditure on labour market pro¬

grammes is allocated to "active" measures, although Canada ranks third in terms

of spending on active measures as a per cent of GDP.
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Table 19. Social expenditure programmes in major OECD countries

Shares of total government expenditure, per cent

Education share Health share Pensions share
Unemployment

compensation share

1970 1980 1990 1970 1980 1990 1970 1980 1990 1970 1980 1990

Canada 19.0 14.0 12.5 13.0 12.0 13.0 9.0 10.0 13.0 4.5 5.2 6.8

France 13.25' 12.3 10.5 12.5 ' 13.1 14.4 21.8 25.0 25.2 0.8 3.5 3.0

Germany 10.6 10.6 8.8 10.5 12.9 12.9 27.0 25.0 23.3 0.8 2.8 2.8

Italy .. 11.4 10.0 .. 13.3 12.2 23.2 25.0 27.0 0.5 1.0 0.7

Japan 18.4 16.4 13.4 15.6 15.7 17.3 5.9 14.7 20.4 1.4 1.3 0.8

United Kingdom 12.02 11.6 10.7 9.8 2 10.6 11.1 11.8 13.5 14.0 1.1 1.9 1.4

United States 14.0 13.4 12.7 2.7 2.8 2.5 16.0 21.0 19.1 1.3 1.8 0.8

Average of above countries 3 .. 12.8 11.2 .. 11.5 11.9 16.4 19.0 20.2 1.5 2.5 2.3

1. 1975.

2. 1977.

3. Unweighted average.
Source: OECD, National Accounts.

Table 20. Public expenditure on labour market programmes

Percentage of GDP, 1991-92

Programme category Canada France Germany Italy Japan
United United

Kingdom Stales

1. Employment services and
administration

2. Labour market training
3. Youth measures

4. Subsidised employment
5. Measures for the disabled

6. Unemployment compensation
7. Early retirement for labour

market reasons

Total

Total "active measures" (1 to 5)

Total income maintenance

0.22 0.13 0.24 - 0.02 0.15 0.08

0.36 0.35 0.59 - 0.03 0.17 0.09

0.02 0.23 0.06 - - 0.18 0.03

0.02 0.11 0.52 _ 0.07 0.03 0.01

- 0.06 0.24 - 0.01 0.03 0.05

2.25 1.46 1.32 0.60 0.32 1.35 0.59

- 0.47 0.49 0.27 - - -

2.87 2.82 3.46 0.88 0.45 1.91 0.84

0.62 0.88 1.64 - 0.13 0.56 0.25

2.25 1.94 1.81 0.88 0.32 1.35 0.59

Source: OECD Employment Outlook, Paris, OECD, July 1993.

Such a rapid growth in expenditure on social programmes can be attributed

to a number of factors. As noted above, much of the growth was originally due to
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the introduction of new programmes and the expansion of coverage and benefits

of existing ones. Another important contributing factor is the historically high

level of unemployment experienced during the 1980s and early 1990s (Dia¬

gram 21). Furthermore, not only did the average unemployment rate rise sharply,

the average duration of unemployment and the incidence of long-term unemploy¬

ment also increased significantly. The number of beneficiaries has also stayed

high, despite periods of improved labour market conditions. In addition, until the

end of the 1980s, both the labour force participation rate and the fraction of the

population employed continued to rise. As a result, programmes such as UI, in

which participation is tied to employment, covered an increasing proportion of

the population.

Other factors explaining the rise in social expenditure more generally

include virtually zero growth in per capita real incomes since the early 1970s,

thus removing one of the most effective means of reducing poverty. In addition,

both wages and employment income have become more unevenly distributed. As

a consequence, a larger proportion of the population has become reliant on

transfer income through programmes such as social assistance. Finally, rising

poverty and increased reliance on social assistance are also related to changes in

family structure - in particular, increased incidence of divorce and in the number

of unmarried single parents.

Unemployment insurance disincentives

Changes to the benefit systems in OECD countries appear important when

attempting to explain the development of unemployment rates since the 1960s.

This is supported by a substantial amount of research on the labour market

impacts of UI which has been carried out both in Canada and other OECD

countries. This research indicates that benefit entitlements - especially their

duration and replacement rates - can increase both the level and duration of

unemployment. Furthermore, entitlements to unemployment benefits can partially

explain the differences across countries in the structure of unemployment by age,

sex and duration. This section briefly summarises the evidence as to the detri¬

mental impact of benefits - especially UI - on employment (a fuller description

of the empirical evidence is presented in Annex I) with a view to identifying

policy reforms that could improve economic and social outcomes.
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Diagram 21. STRUCTURAL ASPECTS OF UNEMPLOYMENT
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Empirical overview

A summary of cross-country observations (largely summarised from OECD,

1994, Chapter 7) suggest several adverse effects on work incentives from the

provision of benefits such as UI and social assistance. These include:

- those countries with the highest benefit replacement rates generally

experience the largest increases in unemployment during recessionary

periods;

- growth in unemployment across countries is positively associated with

the extent to which benefit replacement rates have increased;

- there are generally positive correlations between the distribution of total

unemployment by age, sex, household situation, and duration, and the

relative generosity of benefit entitlements of these groups; and
- there is evidence that more effective benefit administration reduces the

number of beneficiaries.

UI benefits can have a positive impact on mobility, because they are porta¬

ble and can be used to finance a shift to areas with better employment prospects.

However, an overview of the time-series empirical results (see Annex I for a

broader discussion) generally supports the cross-country observations made

above, albeit to differing degrees. With regard to specific Canadian empirical

evidence, the results surveyed indicate a detrimental impact on both job search

activities and employment levels, including:

- evidence of higher benefit replacement rates reducing both female job

search efforts and the ratio of employed-to-unemployed job search

activity;

- evidence that the length of the UI benefit duration influences the dura¬

tion of unemployment;

- indications that employment terminations (mostly layoffs) cluster around

the minimum employment period required to qualify for UI (especially

in the Atlantic provinces and in seasonal industries);

- evidence that the layoff/quit ratio responds to the UI qualifying require¬

ments, rising as the requirements have become increasingly stringent

with regard to voluntarily leaving employment; and

- a positive relationship between repeat use of UI and seasonal employ¬

ment opportunities across regions.
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Some of the more Canada-specific concerns are elaborated on below, both with

regard to labour supply and demand distortions.

Repeat use

UI can lead to a reliance on short employment spells in often marginal

industries, supplemented by repeat use of UI. Diagram 22 indicates that UI is

becoming increasingly a permanent income support for high-frequency users

(those who had eleven or more spells) while it operates as an insurance pro¬

gramme that protects low-frequency users (one to three spells) against labour

market risks. Indeed, it appears that in Canada a core of claimants use UI on a

regular basis, with an obvious regional pattern dependent on the availability of

seasonal work (Diagram 23).35 This is evident using both hazard functions - the

probability of leaving unemployment - and recall expectations - where the

employer uses layoffs to moderate output but the employee knows (or expects) a

recall is coming. Furthermore, the dynamic effects of UI suggest that current use

of the programme is related to past use. Empirical work indicates that the mean

Diagram 22. PATTERNS OF REPEAT USE OF UNEMPLOYMENT1
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Diagram 23. UI REPEAT USERS BY PROVINCE

Percentage of beneficiaries who where repeaters1 in 1 992
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Source: UI Administrative Data, Department of Human Resources Development.

duration of claims rises with repeat use, while the amount of time between claims

falls, possibly signalling a gradual deterioration of human capital.

These findings point to a number of significant policy concerns. First it

appears that communities within Canada may have adapted to the parameters of

the UI system in a way which maximises transfer income in the short run but

which creates a long run dependency on marginal employment and transfer

income. The fact that repeat use of UI is also prevalent among the young is of

particular concern. Young workers, especially those with limited skills and edu¬

cation, have limited income prospects during their early years in the labour force

(see Diagram 30). For these individuals, the combination of short employment

spells and long periods of UI receipt may appear attractive relative to continuing

education or training. This will especially be the case if short-term employment

often involves high wages, as is often the case with seasonal work, and therefore

greater income while employed and receiving UI benefits.36
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Impediments to labour market mobility

Over the long term, an important source of economic growth and higher

living standards is the movement of labour from regions with poor employment

and income prospects to regions with better opportunities. In Canada, the

regional differentiation of the UI programme, in particular the shorter qualifying

periods and longer maximum benefit duration in the high unemployment regions,

impede this inter-regional adjustment process.37 Thus there are important trade¬
offs between the equity objectives implicit in the regional structure of UI benefits

and the efficiency costs of reduced inter-regional mobility (Diagram 24). There

is, however, some evidence that the effect of UI on decisions after a layoff
(ex post) is to encourage mobility. This may be due to the fact that UI benefits are

portable, and may be used to finance a move to an area with better employment
prospects.

Diagram 24. NET UI BENEFITS PER CAPITA1
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Source: Statistics Canada.
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Jurisdictional aspects

UI is financed by employer and employee contributions and administered by

the Federal government while social assistance programmes are administered by

the provinces and are financed on a shared-cost basis by the federal and provin¬

cial governments. Provinces therefore have a financial incentive to ensure that

individuals who would otherwise be eligible for social assistance receive enough

employment to qualify for UI. As a consequence, provinces may introduce

"make work" projects to qualify would-be welfare recipients for unemployment

insurance. Job creation programmes that may make sense on a cost-benefit basis

from a provincial point of view may not be appropriate from a national point of

view. Although this is not a unique situation in an OECD context, with several

Scandinavian countries experiencing similar distortions, an aspect of this cost-

shifting from provincial social assistance to UI warrants policy attention. This is

that there is clearly an incentive for provinces to introduce job creation pro¬

grammes which may not pass a social cost-benefit test. These may be pro¬

grammes which generate short-term employment for as many participants as

possible, rather than programmes which focus on creating longer-term employ¬

ment for a smaller number of participants or which provide participants with
additional education and/or skills.

Subsidising layoffs

Because UI premiums are not experience-rated, the UI programme tends to

subsidise firms and industries with unstable employment patterns and tax firms

and industries with stable employment patterns. This occurs since employers are

able to adjust to shocks in various ways: through inventories, increased effi¬

ciency, product diversification, adjusting wages and/or hours worked, and

through layoffs and rehires. Given that employers will choose the least cost

option, UI benefits bias towards the latter given that workers are less averse to

temporary layoffs (i.e. firms which rely extensively on layoffs do not have to pay

as large a wage premium to attract workers).38 In Canada this industry cross-

subsidisation (Diagram 25) is potentially large (Kesselman, 1983, Chapter 9).

These considerations suggest that, in the absence of experience rating, the

UI programme may contribute to employment instability. Recent Canadian

empirical analysis supports this view (Corak 1994), highlighting that peaks in the

"hazard rate" - the probability that an individual will find employment - occur
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Diagram 25. BENEFIT-TO-PREMIUM RATIOS
FOR SELECTED INDUSTRIES1
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Source: Statistics Canada.

just prior to the exhaustion of UI benefits. Furthermore, nearly 50 per cent of the

long-term unemployed (more than six months) expect a recall to their former

employer. This suggests that employers are actively using the UI programme as a
subsidy to their staffing costs. The majority of United States research, much of it

utilising the differences that exist across states in the degree to which UI is

experience-rated, also indicates that firms respond to the incentives associated

with premiums that are only partially experience-rated.39

However, careful consideration of some relationships between features of

the economic structure and UI costs is important before linking UI benefits to

UI premiums. For example, claim rates for small businesses are almost double

those of large ones, although industrial sectors vary widely in their reliance on

UI (Table 21). Any reform must consider how to minimise the disruption to small

business development, as well as address the insurability of rapidly growing non¬

standard employment (including part-time, short-term and self employment).

Together these groups accounted for 45 per cent of all employment growth in the

1980s. These are clearly areas for future research, beyond the scope of this
chapter.
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Table 21. Average benefits contribution ratio

By firm size (1988) By sector (1990)

Firm size Benefits contribution ratio Sector Ratio

Less than 5 2.59 Primary 4.93

5 to 10 1.58 Mining 0.92

10 to 20 1.36 Manufacturing 1.17

20 to 50 1.16 Construction 3.38

50 to 100 1.01 Transportation 1.28

100 to 200 0.89 Commerce 0.44

200 to 500 0.70 Wholesale trade 0.84

500 to 1 000 0.58 Retail trade 0.81

1 000 to 1 500 0.52 Finance 0.63

1 500 to 2 500 0.39 Business services 0.98

More than 5 000 0.44 Government

Education

Health

Food and beverage
services

Other

0.51

0.40

0.45

1.67

1.39

Total 1.00 Total 1.00

Source: Human Resources Development, Canada

Implications of high and rising payroll taxes

The rise in Canadian payroll taxes (which include UI premiums) has led to a

growing concern that they dampen employment prospects.40 Indeed, the changes

to the UI programme introduced in the February 1 994 Budget had as an objective

the stabilisation of UI premiums despite the UI account being in substantial

deficit.41 However, the UI programme is not the only source of rising payroll

taxes. The Canada and Quebec Pension Plans are also financed by employer and

employee contributions, both of which have risen sharply in recent years.42 This

is equally the case of the costs of workers' compensation programmes, which

vary across provinces and are financed by payroll taxes (Diagram 26). In addi¬

tion, four provinces have introduced payroll taxes for general revenue purposes

(Quebec 1970, Manitoba 1982, Ontario 1990, and Newfoundland 1990). In three

of these provinces the revenue from payroll taxes exceeds that from the corporate

income tax.43 The timing of UI payroll tax changes is also of particular concern.

As Table 12 indicates, UI premiums fell in the expansionary period 1985-89 but

rose sharply during the recession of 1990-91 and at the beginning of the subse-
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Diagram 26. USE OF PAYROLL TAXES
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quent recovery when employment growth was weak. Part of this increase reflects

a major policy change which shifted the full costs of the UI programme to

employers and employees. Hence, apart from issues about increases in UI-related

payroll taxes, the pro-cyclical nature of premium adjustments also requires care¬

ful assessment, given its potential to exacerbate the cyclical fluctuations in

employment and unemployment.

The concern regarding rising payroll taxes (such as employers' UI contribu¬

tions) is related to the fact that they raise the cost of employing labour over and

above the wage paid. Furthermore, income taxes, employees' social security

contributions and consumption taxes all reduce the financial returns to supplying

labour. In sum, all of these taxes are important in determining employment levels

since they directly influence the rate of return from decisions to enter the labour

market and increase hours worked, to undertake training, and to bargain for a

higher gross wage. Although the net effect of a rise in taxes - which operates

through both labour supply and demand decisions - are theoretically

ambiguous,44 in practice they generally result in a lower level of employment.
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The magnitude of the subsequent decline in employment depends positively on

the degree of wage rigidity in the economy.

The net effect of tax changes on employment can be summarised using the

overall "tax wedge", that is, the difference between the cost of employing

someone and the consumption which can eventually be financed from supplying

this work.45 As an illustration, Table 22 provides tax wedge estimates for a

number of OECD countries. These can be interpreted as the difference between

the cost to an employer of increasing labour incomes by one unit and the average

value of consumption which a worker can obtain out of that increase in the gross

Table 22. Overall marginal tax wedges in a number of OECD countries

1978 1981 1985 1989 1991/92

Australia 38.4 37.4 51.6 45.0 43.2

Belgium 58.3 62.1 64.9 65.6 65.4

Canada 39.2 40.0 42.7 40.9 54.4

Denmark 66.4 68.8 71.9 68.6 68.6

Finland 62.3 61.6 62.6 65.9 63.4

France 55.0 57.8 60.8 61.6 62.0

Germany 66.2 63.4 66.8 65.5 62.5

Italy 49.6 55.7 62.0 58.7 59.5

Japan 26.4 21.2 22.6 21.5 21.9

Netherlands 61.1 69.0 71.5 68.0 69.8

Norway 66.3 68.0 71.2 70.0 58.2

Spain 44.0 44.9 52.2 52.3 52.5

Sweden 74.4 74.2 69.4 68.6 60.0

United Kingdom 50.9 50.8 53.1 48.5 48.9

United States 44.2 50.2 48.0 38.1 38.4

Overall average 53.5 55.0 58.1 55.9 55.3

OECD Europe 59.5 61.5 64.2 63.0 61.0

European Community 56.4 59.0 62.9 61.1 61.2

OECD non-Europe 37.0 37.2 41.2 36.4 39.5

Note: The overall tax wedge includes employees' and employers' social security contributions, personal income taxes and
consumption taxes. Social security contributions and income taxes are calculated by applying the tax rules to the level of
earnings of an Average Production Worker (APW) based on the OECD annual publication (The Tax and Benefit Position
ofProduction Workers). Consumption tax rates are calculated from aggregate tax and national income data. Social security
contributions include only those paid to the public sector; contributions to the private sector are ignored despite their
importance in some countries (e.g. Finland). Social security contributions in some countries are closely linked to expected
benefits, therefore treating them in the aggregate as if they arc simply taxes is a simplification. Payroll taxes which are not
earmarked for social security are not taken into account in these calculations. No account is taken of "non-standard"

reliefs, such as those for mortgage payments (see The Tax and Benefit Position of Production Workers for a detailed
discussion of limitations). Furthermore, the tax wedges in this table only concern one point on the earnings distribution
(the APW case), and someone on this income level may have consumption patterns which lead to different consumption
tax payments from those derived from aggregate data.

Source: OECD (1994a).

97



wage (see OECD, 1994, Chapter 8). With regard to Canada, the tax wedge has

gone from being significantly below the OECD average in 1978 to around the
average more recently. Canada has also experienced the largest increase of all

countries displayed, with the wedge now significantly above other non-European

OECD countries. In addition, there has been a significant rise in the tax wedge

between 1989 and 1992, reflecting in part the increase in UI premiums as the

system shifted to a fully-financed basis. In sum, over one-half of the increase

since the late 1970s in employers' wage costs reflects higher taxes, compared to

one-fifth in Japan and one-third in the United States.

Using these data, cross-country empirical results (summarised in Annex I)

highlight the detrimental effect that rising payroll taxes can have on employment

levels, especially in rigid wage economies. The results indicate a weak positive

correlation between the size of a country's tax wedge and the unemployment rate.

This is supported by country specific time-series evidence, indicating that a tax

increase will raise labour costs - although there is less agreement on the extent of

this effect and its consequences for employment, on the speed with which any

effect takes place, and on whether the effects are the same across different tax

types.

With regard to Canada, Coe (1990) concludes that employers' payroll taxes

increased the natural rate of unemployment by 1 .5 percentage points in the 1970s,

and by another percentage point subsequently. On the other hand, personal

income taxes and indirect taxes were not found to be significant. This is sup¬

ported by evidence (OECD, 1994, Chapter 8), summarised in Annex I, which

shows that Canada has relatively rigid wages in the face of a rise in marginal tax

rates, with labour costs adjusting by the full amount of a marginal tax increase,

leading to an eventual decline in employment.46 This explains, in part, why the

United States unemployment rate has been consistently lower than Canada's since

the 1980s, especially in an environment where wage flexibility has become

increasingly important as a means of regaining employment (Diagram 27).

Summary

Canada's UI programme appears to create labour market distortions that can

lead directly to inefficiency as well as increased unemployment. The accepted

channel for this is the programmes' generosity and its effect on incentives to both

demand and supply labour. The evidence discussed above suggests that UI bene-
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Diagram 27. WAGES PAID TO JOB LOSERS AGAINST NEW HIRES
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fits encourage marginal attachment to the labour force by promoting unstable and

seasonal industries through the subsidisation of temporary layoffs. In sum, the net

effect of the provision of UI benefits may imply a reverse situation where benefit

provision leads to unemployment. These concerns are pressing in Canada, where

unemployment has increasingly tended to persist, even in times of economic

expansion, and transfer dependency has become an increasingly important

phenomenon.

Social assistance concerns

In addition to the distortions created by the UI system, both the dramatic rise

in welfare spending since the early 1980s and the associated labour-market

disincentive effects constitute a serious challenge for the federal and provincial

governments. As noted above, the design of social assistance was originally that

the federal government operate a national unemployment insurance programme

for employables, and the provinces provide income support to those unable to

work due to illness, disability or family responsibilities. In this light, the provin-
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cial social assistance programmes have paid little attention to work incentives,

despite the proportion of the social assistance caseload regarded as employable

rising substantially (from 36 per cent in 1981 to 45 per cent in 1992).47 This is

largely explained by the rise in long-term unemployment (greater than one-year),

which measured 14 per cent in 1993 compared to only 6 per cent in 1989. These

people are eligible for social assistance benefits when UI terminates, providing

they meet asset and income requirements. Furthermore, the trend toward growing

inequality in earnings during the 1 980s - with the real employment earnings of

those in the bottom two deciles of the earnings distribution having declined - has

made employment relatively less attractive compared to social assistance.48 These

developments have led to increased concern about the possible work disincentive

effects of these programmes and, more generally, raised the question whether

they are appropriately designed for current labour market conditions. Issues
involved include:

- a better integration of social assistance with the UI system;

- a better integration with policies and programmes designed to aid the

transition from school to work; and

- more focus on mechanisms to improve the employability and potential

earnings of social assistance recipients.

These issues are discussed below, following an examination of the specific
concerns associated with the current social assistance.

Welfare traps

Many social assistance programmes operate under the basic principle that

income support is withdrawn if one or more family members enter the labour

market and earn an income (provided the non-exempted income exceeds the

household's needs, as quantified in provincial and social assistance legislation).

This leads to "welfare traps" whereby the implicit marginal tax rate facing

employment is very high, usually due to the interaction of the tax system and the

withdrawal of social assistance benefits.49 These implicit marginal tax rates can

often imply that individuals receive no - or very little - extra income for their

effort in the labour market, thereby reducing any work incentive.

Such welfare traps are prevalent in the Canadian social assistance schemes.

High marginal tax rates exist, despite all provinces having some form of an
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earnings exemption - under which there is no reduction in welfare support for

small amounts of employment income - and some provinces not reducing wel¬

fare support on a strict dollar-for-dollar basis in response to employment income.

In addition to any possible reduction in welfare payments for those taking up

employment, the removal of provisions such as subsidised housing, dental care,

and child care assistance also significantly raises the implicit marginal tax rates,

often to over 100 per cent. Finally, the tax and transfer system for labour force

participants (federal and provincial income taxes, and payroll taxes) all act to

reduce the after-tax income associated with gaining employment, further reducing

work incentives. The consequence of these provisions, which vary according to

province and by family size and composition within provinces, is a complex set

of implicit marginal tax rates facing welfare recipients who may wish to enter or

re-enter the labour market. Illustrative examples of implicit tax rates are provided
for Ontario and Quebec in Fortin (1985), for British Columbia and New

Brunswick in Kesselman and Riddell (1991), and for Ontario in Battle and

Torjman (1993c). Diagram 28 illustrates the level of social assistance income in

Ontario, the most populous province.

Diagram 28. ONTARIO SOCIAL ASSISTANCE INCOME
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Source: Statistics Canada.
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In addition to these static effects, concern has been expressed about possible

dynamic effects associated with receiving social assistance. For example, there

may be "duration dependence" in the sense that the likelihood of leaving

welfare may decline the longer one spends on social assistance. Alternatively, for

those experiencing multiple welfare spells, there may be "incidence depen¬

dence' ' in the sense that the probability of leaving welfare may decline with each

successive social assistance spell. These effects may occur because participants'

human capital, and thus potential earnings, may deteriorate during welfare spells

or because there may be reduced stigma the longer one spends on welfare or the

more frequently welfare spells are experienced. Little is known about the magni¬

tude of these dynamic effects in Canada, although a recent study (Barrett, 1994)

finds evidence of duration dependence in social assistance spells in British
Columbia.

Changing family structures

Demographic factors have also played a significant role in the rise of social

expenditures in the last decade. The proportion of one-parent families with

children has been rising, increasing from 10.7 to 16.4 per cent of all families with

children between 1980 and 1992. Furthermore, the proportion of single mothers

working has declined (Diagram 29). Women now head more than 80 per cent of

one-parent families and more than half of such families have incomes below the

relative poverty line (LICOs). A rising proportion of the population thus consists

of families which are likely to rely on social assistance. In addition to having a

higher incidence of social assistance receipt than other families, the duration of

welfare spells experienced by single-parent families is much longer than that of

single men and women and two parent families (Barrett, 1994; Cragg, 1994).

These considerations indicate that programmes to encourage labour-force

participation and self-sufficiency among those on social assistance need to be

combined with policies in two additional areas - child support and child care - if

they are to be effective in helping single-parent families. The child support

problem is in part that of determining the appropriate payment (usually to be

made by the father) to ensure that both parents contribute to the child's well-

being. However, the larger challenge is the monitoring and enforcement of these

contributions. Although public enforcement of child support payments has

increased in Canada and there have been improvements in mechanisms for
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Diagram 29. PERCENTAGE OF MOTHERS WITH CHILDREN
LESS THAN 6 WORKING FOR PAY
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handling interjurisdictional (usually inter-provincial) claims, further policy atten¬

tion in this respect is warranted.

Growing dependency ratios

Canadian social assistance programmes act as income support of last resort,
both for those unable to work and for those who wish to work but cannot obtain

employment and do not have other means of support. Increases in welfare

spending and in the number of recipients during economic downturns are there¬

fore expected to occur. However, the fact that real welfare expenditures and the

number of social assistance recipients declined only modestly during the

1985-89 period and remained substantially above their pre-recession levels is a

serious concern. The related upward trend in the proportion of the population

receiving social assistance since the introduction of CAP is also worrying. These

developments have received the attention of federal and provincial policy-mak¬

ers; however, as discussed below, more fundamental changes will probably be

required if these trends are to be arrested or reversed.
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Reforming the system

Both the current and the previous government have recognised the need for

change in the income security system, prompting a series of Royal Commissions

and Taskforces.50 However, to date, a comprehensive and co-ordinated reform of

both UI and social assistance has evaded policy makers. Instead, a series of

piecemeal changes have been made to UI generosity at the federal government

level, while several provincial governments have made unilateral changes of a

cost-cutting nature during recent years. The current federal government has,

however, launched an effort to reform social security programmes, and will

release a discussion paper in October 1994, with plans to introduce any resulting
legislation in 1995.

As outlined above, there are a variety of reasons justifying significant

revisions to the Canadian income security system. The existing system was

largely put in place during a period of relatively low levels of unemployment,

little long-term unemployment, reasonably good income and employment
prospects51 and relatively long-term employment attachments. In this environ¬

ment, unemployment insurance was intended to provide income support for those

experiencing temporary and, on average, brief spells of unemployment while

welfare payments were intended to provide a basic level of income to those

unable to work. The labour market of the 1990s is, however, vastly different. The

average level of unemployment has risen during each of the past four decades,

while there has also been an increase in the number of long-term unemployed.52
In particular, although the size of the youth cohort entering the labour market has

been significantly smaller since the beginning of the 1980s,53 the labour market

situation facing youths has deteriorated more recently (Betcherman and

Morissette, 1993) - especially for those with limited education (Diagram 30).

The 1980s and early 1990s have also been characterised by much more lasting

job loss than took place in earlier decades. In these circumstances, there may be a

greater need for training, re-training and mobility assistance and less emphasis on

passive income support.

Adjusting the Unemployment Insurance programme

UI reform has frequently been debated in the past decade. Although there

have been a series of amendments to the UI Act (most recently in 1990, 1993 and
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Diagram 30. EMPLOYMENT AND UNEMPLOYMENT BY EDUCATION LEVEL
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1994), reform proposals have generally been more sweeping than the changes

ultimately made. Part of the reason for this cautious approach is the difficulty of

introducing major reforms to the UI programme without at the same time altering

other components of the income security system.54 The latter requires federal-

provincial co-operation, which adds to the complexity of the reform process. For
these reasons it is fruitful to examine a range of possible reforms, some of which

are largely confined to the UI programme alone.

Active labour market policies

As discussed above, Canada's expenditure on income maintenance, espe¬

cially UI, is large relative to other OECD countries. However, the proportion of

labour market programme expenditure devoted to active policies is relatively

small. Analysis by the OECD (1990a, 1993) and several Canadian advisory

bodies (Advisory Committee on Adjustment, 1989; Economic Council of Canada

of Canada, 1991) have concluded that a substantial reallocation of resources from

passive income support to well-designed active measures is warranted in the

current economic environment. The policy changes introduced as part of the

Labour Force Development Strategy in 1990 constituted the beginning of a

reallocation in this direction. Since that time the growth of expenditure on

UI-sponsored training has been large in percentage terms. New active pro¬

grammes, including self-employment assistance and relocation assistance, have

subsequently been introduced. There has also been increased emphasis on job

search assistance - programmes which have proven very cost-effective in UI

experiments carried out in the United States (Meyer, 1992).

Nevertheless, although UI expenditures on active labour market policies

have grown rapidly, there is clearly considerable scope for further reallocation of

expenditure in favour of active labour market measures. However, such realloca¬

tion should be accompanied by careful evaluation of the impacts of these mea¬

sures, in order to determine which are most effective and how best they are

designed and implemented. A further shift of expenditure towards active policies

does not imply an aggregate expenditure increase. Indeed, it could occur in

conjunction with a decline of total expenditure.

An important feature of the Labour Force Development Strategy is the

greater involvement of the private sector in UI-sponsored training and other

developmental uses of the UI fund. This change continues the process initiated
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with the Canadian Jobs Strategy (CJS) in 1985 which provided for greater

private sector involvement in government-funded training programmes, increased

emphasis on on-the-job training and work experience, and reduced use of class¬

room training. Evaluations of the various CJS programmes generally conclude

that this shift in focus improved their impacts on trainees (Employment and
Immigration Canada, 1992).

A recent evaluation of UI-sponsored training provides additional evidence

on the consequences of this approach (Human Resources Development Canada,

1993). The study examined the impacts on trainees in three CJS programmes (Job

Development, Job Entry and Skill Shortages) as well as participants in the

Feepayer option (claimants who receive UI but are exempted from having to

search for a job while taking training, although they or a third party must pay for

the cost of the training) and UI claimants who take part-time training without

needing the approval of the UI authorities. The comparison group consisted of a

group of regular UI claimants. The estimated impacts varied by programme and

by cohort. Large positive impacts on earnings were found for the 1 988 cohort in

the Feepayer, Job Entry and Skill Shortages programmes. However, for the

1989 cohort, which completed training after the onset of the 1990-92 recession,

positive and significant impacts on earnings were found only for the Job Entry

programme. The results of this evaluation study, which are only very briefly

summarised here, are moderately encouraging for the further expansion of train¬

ing programmes for those who could otherwise receive UI benefits alone.

Standardising entrance requirements and benefit durations

The regional differentiation of the UI programme - especially the features

introduced in the late 1970s - appears to be effective in transferring income into

high unemployment regions from other parts of the country. However, this

feature of the current programme has numerous undesirable consequences, as

discussed above. On the basis of these considerations, both the Royal Commis¬

sion on the Economic Union and Development Prospects for Canada (1985) and

the Commission of Inquiry on Unemployment Insurance (1986) - the Forget

Commission - recommended that regional differentiation of the programme be

ended. The more recent empirical studies reviewed earlier only serve to reinforce

the view that the undesirable consequences of the regional differences in qualify¬

ing periods and maximum benefit duration are significant.
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While the 1990 reforms increased the degree of regional differentiation

(qualification periods were increased and maximum benefit durations reduced in

low unemployment regions, but were not significantly altered in high unemploy¬

ment regions), the reforms introduced in the February 1994 Budget moved in the

opposite direction. The case for continuing this process appears strong, even if

gradual change may be the preferred route given the extent to which individuals,

employers and even governments appear to have adapted to the incentives created

by the current arrangements. The 1994 reforms also strengthen the link between

maximum benefit duration and prior work experience,55 with increased benefit

durations for those with long prior employment spells and reduced benefit dura¬

tions for those with short prior employment ones. A co-ordinated approach to

further change in these directions (reducing the regional differentiation of the

programme and strengthening the link between work experience and benefit

entitlement) would be desirable.

Experience-rating insurance premiums

The advantages of experience-rating of employer premiums are evident

from the previous discussion above. In particular, such a premium structure

provides to employers the incentives to economise on unemployment generated

by layoffs when alternative adjustment mechanisms would be preferable from an

employment point of view. Experience rating would also reduce the need for a

special programme to encourage worksharing. The current worksharing pro¬

gramme, which is funded under the ' 'developmental uses' ' provisions of the UI

Act, is based on the fact that employers and employees may prefer to respond to

reductions in demand by laying off, rather than reducing hours of work for the

entire workforce. This preference for layoffs arises because the UI programme is

structured to provide benefits to those unemployed but not to those faced with

reduced hours of work. The unintended bias can be eliminated by changing either

UI financing or benefit provisions. Although a primary objection to experience-

rated premiums is the additional administrative complexity, given that the

UI programme is nation-wide and has good administrative data, some variation in

UI premiums according to the extent to which the employer generates layoffs
could be introduced at modest cost. Further examination of the costs and benefits

of experience-rated premiums would thus appear worthwhile.
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The implementation of the new benefit schedule described above addresses

many incentive issues, especially those related to employees. By making it less

attractive for workers to qualify for, and maintain, UI benefits, they will be less

likely to remain with employers who are offering only limited periods of work.

This would have a similar effect to the experience rating for employer premiums

and would certainly prove easier to administer, since UI deals with individuals

rather than employers.

Reforming the wider social safety net

Although reforming the UI programme is itself a major challenge, it is only

one component - albeit a large and important one - of the income security

system. Proposals to reform UI need to be assessed in the context of their

implications for the entire income security system. In this regard, policies to

encourage social assistance recipients to enter or re-enter the labour force have

received considerable attention in Canada during the past decade. This shift from

primarily passive income support to active policies to promote employment is a

consequence of the developments discussed in the previous section: substantial

increases in welfare spending, increases in the proportion of recipients classified

as employable, and the large proportion of the welfare caseload made up of two-

parent families and single men and women without families.

Concern about these developments led to the 1985 "Four Corners Agree¬

ment" signed by the Federal Departments of Health and Welfare (which at that

time administered the Canada Assistance Plan) and Employment and Immigra¬

tion Canada (which administered employment and training programmes under the

Canadian Jobs Strategy) and their provincial counterparts (provincial ministries

of social assistance and employment, training and skills upgrading). Subse¬

quently a large number of initiatives designed to enhance the skills of welfare

recipients and encourage employment have been undertaken. Careful evaluation

of these initiatives will be essential in determining which programmes are effec¬

tive and how best they are administered. Some evaluations have been completed

and others are under way. At the federal level, the recent merging of the welfare

component of the former Department of Health and Welfare with the department

which administers the UI and employment and training programmes - producing

the combined Department of Human Resources Development - is a positive step
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towards better co-ordination of policies. However, significant improvements in

this respect are also clearly dependent on federal-provincial co-operation.

Integration versus income support

Many of the initiatives launched since the "Four Corners Agreement"

involve one or more of the following for welfare recipients: wage subsidies to

provide on-the-job training and work experience; job search assistance; educa¬

tional, vocational and technical classroom training offered in community colleges

and institutes; and public sector employment programmes to provide work expe¬

rience. Evaluations of these programmes indicate that they can be successful,

albeit to varying degrees. For example, employability initiatives for social assis¬

tance recipients under the Canadian Jobs Strategy have been evaluated using

quasi-experimental methods which compare the post-programme behaviour of

participants and a comparison group of non-participants (Employment and Immi¬

gration Canada, 1993). It was found that both earnings and employability

increased substantially as a result of the programme, although post-programme

dependence on UI increased as a result of more individuals becoming "employ¬

able", and thus being eligible for UI benefits if employment ceased.

Evaluations of programmes carried out in British Columbia (Ministry of

Social Services, Province of British Columbia, 1992) have the added advantage

of following participants for an extended period of time (over five years) after the

cessation of a particular programme. The results indicate that:

- on-the-job training with wage subsidies tended to improve employment

of former welfare recipients while social assistance dependency

declined, although this was offset partially by increased UI dependence;

- on-the-job training via public employment programmes reduced welfare

dependence in the short run but had little long term impact, while UI

dependency increased substantially;

- the impact of classroom training was found to be dependent on the type

of training. Career, Technical and Vocational courses had the largest

positive impact, Academic courses had a modest impact and Adult Basic

Education had little, if any, impact;

- finally, job search assistance programmes (which are much less expen¬

sive than training and wage subsidies) were found to reduce welfare

dependence, primarily by helping recipients to obtain employment more

quickly than they would otherwise have done.
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In general, these findings are consistent with United States evidence which also

indicates a substantial positive return to these types of programmes (Meyer,

1992).

These evaluations, and those of subsequent initiatives, are important in

setting priorities for programme funding and in improving the way programmes

are administered. The fact that some programmes appear to be effective implies

that participants leave welfare even more quickly than they would otherwise have

done. However, an important evaluation issue which has not yet been adequately

assessed is the permanence of these effects and the costs of these programmes.

Given the substantial amount of repeat use of social assistance, this aspect would

require attention.

Supporting the working poor

The high implicit marginal tax rates facing welfare recipients on employ¬

ment income is a serious obstacle to their labour force participation. However,

the central dilemma to reducing the "welfare trap" - essentially by lowering the

benefit reduction rate - is that it often implies that some people who were

previously not entitled to a benefit become eligible, thereby raising their effective

marginal tax rates.56 Thus, the additional advantage of lowering one individual's

effective tax rate against raising someone else's must be carefully assessed.

Furthermore, although an overall cut in taxes on labour, with no compensating

tax increases, would unambiguously improve employment prospects, budget con¬

siderations often do not allow this. Instead, increases in other taxes are necessary,

potentially further reducing labour supply and the incentive to increase skill

levels. Generally speaking, employment effects of shifting a given overall tax

burden will likely be modest. Nevertheless, three facts remain significant: certain

groups are more responsive to tax changes than others;57 the responsiveness to

tax changes declines the greater the number of hours already worked; and tax

changes can promote both entry and exit from the labour market. As a result,

most policy discussion tends to be focused on shifting the tax burden away from

labour (especially the relatively low-paid), possibly moving them to other wider-

based tax sources (as discussed in OECD, 1994).

Another solution to the welfare trap dilemma is to provide a temporary

earnings subsidy to welfare recipients to enter work. Such a subsidy could be

effective in promoting self-sufficiency if beneficiaries' employment income
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exceeds their welfare earnings when the subsidy expires. Earnings growth could

occur because of wage rises associated with accumulated work experience,

increased hours of work, or switching to better paying jobs. This policy is being

tested in a major experiment funded by the federal Human Resources Develop¬

ment Department in the provinces of New Brunswick and British Columbia. The

"Self-Sufficiency Project" employs an experiment design in which single par¬

ents on welfare are selected randomly and asked to participate. Those who agree

to do so (i.e. the vast majority) are assigned at random to one of two groups: a

treatment group (i.e. those who are eligible to receive the supplement if they

leave welfare and provide proof of full-time work) and a control group (i.e. those

who remain on welfare and are not eligible for the supplement). An essential

feature of the experiment is a work requirement which stipulates that only full-

time jobs (i.e. jobs with a minimum of 30 hours of work per week) are to be

considered. Credible evidence about the effects of this policy should be forth¬

coming. The major concern about the policy being tested is that the required

degree of earnings growth may not materialise. For single parent families on

welfare (the specific group being enrolled in the Project), the employment
income necessary to exceed social assistance income is substantial, well above

the minimum wage in both New Brunswick and British Columbia.

An alternative approach to the welfare trap problem is income supplementa¬
tion for the working poor, as recommended by a number of Canadian advisory

bodies.58 This has been advocated both to provide improved incentives for labour
force participation and to reduce poverty, especially with regard to families with

children who face the steepest marginal tax rates. However, when considering

reforms to ease the welfare trap of working parents, it is important to separate the
goals of day care provision - which is usually dependent on labour force attach¬

ment - and child income support - which is aimed at reducing child poverty. The
provision of the former will not necessarily resolve all welfare trap concerns,

given that high marginal tax rates on employment income remain, although it will

become increasingly necessary as other incentives to join the labour force grow.

With regard to reducing child poverty, at present the federal Child Tax

Benefit includes an ' 'earned-income supplement' ' payable to families with one or

more children and low employment earnings.59 This eases the transition from

welfare to work since the income support is independent of whether the family is
currently receiving welfare payments. Increases in the earned-income supplement
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would be one way to improve work incentives and reduce poverty among the

working poor. In this regard, proposals made in Ontario's (1994) "Turning

Point" document appear promising. The introduction of a Child Income pro¬

gramme is suggested - amongst other reforms - which provides an income-tested

guaranteed annual income for children. This also represents a possible avenue for

more integration with federal welfare provision. Nevertheless, Ontario has

recently decided not to pursue this proposal, citing that it was too expensive.

Quebec's approach to social assistance reform - the Parental Wage Assis¬

tance (PWA) programme (implemented in 1988) - is also instructive. This

contains three components: a supplement to employment income, reimbursement

of approximately 55 per cent of eligible day care expenses, and a housing

allowance. Importantly, since Quebec has its own personal income tax, the PWA

system is also well integrated with the structure of federal social assistance

benefits.60 In particular, a guiding principle is that welfare benefits should not

exceed the financial resources of other low income groups, or of workers paid at

the minimum wage. The net result of the programme is that workers with modest

incomes and dependent children are encouraged to remain in the workforce.

Moreover, UI and welfare recipients will have an incentive to join the workforce.

The Quebec system incorporates the desirable feature of a lower marginal

implicit tax rate on employment. However, the system is extremely complicated

to administer and has undergone several changes since its introduction. Further¬

more, dependency remains high, making it difficult to gauge its success.

In sum, a number of instructive projects are occurring among provincial

governments in Canada, indicating a general willingness to improve on the

current social assistance delivery system. They all involve to differing degrees

either increased work and training requirements to qualify for benefit receipt and/

or aspects of a negative income tax to encourage work incentives for low income

groups. Although most projects are in their infancy with long-term results

unavailable, care should be taken in the design of both federal and provincial

programmes to ensure that they are integrated, thereby avoiding unnecessarily

high effective tax rates for higher income groups as well as further incentive

distortions. Furthermore, these programmes often imply increased expenditure,

hence a detailed cost-benefit analysis of these efforts is necessary to make an

informed judgement as to their usefulness.
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Concluding remarks

Canada's income security system consists of a complex set of programmes

which have evolved over several decades. Particularly important changes to the

system were made in the 1960s and early 1970s. During the subsequent period

expenditures on income security have risen dramatically in real terms. The
current level of expenditure on these programmes is now a serious challenge

facing governments and taxpayers. This chapter has largely focused on unem¬

ployment insurance and social assistance, the two programmes which provide a

"safety net" for the bulk of the population. Both programmes have extensive

coverage: UI covers about 90 per cent of the labour force and welfare is available

to any individual or family in situations of established financial need. The

importance of these two programmes has become evident during the 1 980s and
1990s when many Canadians were adversely affected by two major recessions

and dislocation due to economic restructuring. However, the current trend of

expenditure on UI and social assistance probably cannot be sustained in the

current fiscal environment. Furthermore, these programmes are no longer appro¬

priately designed for current economic and labour market conditions. Indeed,

they contain disincentives to work, which may contribute to a growing depen¬

dency on transfer income.

This points to the necessity of a number of reforms which could improve the

operation of the system:

- greater use of active labour market programmes involving training, re¬

training, job search assistance, relocation assistance and self-employ¬

ment assistance. Canadian policy has already been moving in this direc¬

tion, but further reallocation within the existing UI expenditure envelope

may be warranted following careful evaluation of the current

programmes;

- less regional differentiation of the programme in the form of qualifying

requirements and maximum benefit durations and increased linkage

between previous work experience and maximum benefit durations. The

recent UI reforms introduced in the February 1994 Budget are appropri¬

ate in this respect, but further changes along these lines also appear

warranted;
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- experience rating of employer UI premiums. This change on the financ¬

ing side of UI would provide employers with the incentive to economise

on unemployment, when it is cost effective to do so, thus leading to

reduced layoffs and employment instability. Experience rating would

also remove the need for special programmes to promote worksharing;

- more effective benefit administration (especially in the sense of improv¬

ing incentive structures for work creation), especially given the fact that

the number of UI beneficiaries has failed to decline with unemployment.

This is a necessary condition for creating an overall labour market

which balances a reasonable degree of income protection without damp¬

ing job search incentives and the ability to offer jobs and provide

adequate job search assistance.

The above assessment of social assistance also points to reforms which

could improve performance. In most Canadian jurisdictions there has been

increased emphasis on programmes to enhance employability and assist welfare

recipients to return to work. Further movement in this direction appears war¬

ranted given the characteristics of the current welfare caseload. Evaluations of

several of these initiatives are encouraging for their continued use and expansion.

In addition to these programmes, more attention should be paid to the fact that

most welfare recipients face very high implicit marginal tax rates on employment

income. These could be reduced and the income of the working poor supple¬

mented in order that families on welfare are financially better off in the labour

force. Although a variety of options exist for bringing about such changes, any

revenue neutral tax change introduced to this effect should involve a shift to the

broadest possible tax alternatives.

Again it is important to reiterate that these are some of the directions that

reform may take. As noted, the changes being considered encompass a much

broader set of programmes and issues than those discussed in this chapter. These
could take the form of:

- incremental programme-by-programme reforms, similar to the recent

changes to unemployment insurance;

- more fundamental changes to the structure of programmes. For example,

it is possible to consider an unemployment-insurance system that would

distinguish between workers with a reasonably stable attachment to the
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labour force and others who use UI repeatedly. While the former would

benefit from traditional earnings-replacement insurance, an

employability-oriented approach could be introduced for the latter;

- reallocations and rationalisation across existing programming bounda¬

ries. This would involve changing the mix of social assistance and tax

benefits like the child tax credit, or the mix of income security and social

services such as employability services.

The directions for reform suggested in this chapter would make sense regardless

of which of the above options is chosen.
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IV. Conclusions

Canada's economic performance has improved during the past twelve

months or so. After an extended period of sluggish growth, the recovery has

gathered momentum, with real GDP expanding at an annual rate of 4Vi per cent

in the first half of 1994. At the same time, the upturn has become more broadly

based, as household spending and non-residential construction are increasingly

supplementing exports and business investment in machinery and equipment as a

source of demand. Meanwhile, despite a significant depreciation of the Canadian

dollar, inflation has remained subdued (at Vh per cent adjusted for cuts in

tobacco taxes). Nonetheless, large imbalances persist in some areas. Unemploy¬

ment - albeit declining - still exceeds 10 per cent. The current-account deficit

remains around 4 per cent of GDP, as strong investment in machinery and

equipment is boosting imports. Moreover, the public-sector deficit remains
excessive.

Disinflation along with strong business investment has provided an environ¬

ment conducive to sustained non-inflationary growth and a gradual unwinding of

economic imbalances. Indeed, with output growth projected to average 4 per cent

in 1994 and 1995, the ongoing recovery is expected to be strong enough to bring
about significant declines in unemployment and the budget deficit. In addition,

the substantial improvement in Canada's competitive position - due to both

exchange-rate depreciation and continued low inflation - should allow continued

rapid growth in exports and a progressive narrowing of the current-account
deficit.

There are some risks attached to this favourable outlook, however. The

gains in competitiveness might not suffice to compensate for Canada's high
import propensity, or to offset the adverse effect on exports of a possible slow¬

down of activity in the United States; this could lead to slower economic growth
and a persistent large external deficit. Moreover, weaker activity or higher inter-
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est rates than projected could result in an increased government deficit. Financial-

market concerns about slow progress in eliminating these twin deficits, in addi¬

tion to those about the future of the federation, may limit the scope for a

narrowing of Canada/US interest-rate differentials - a central feature of the

projections - thereby moderating the momentum of the recovery.

In these conditions, reducing budget deficits is crucial to the achievement of

better economic performance in the medium run. As in other OECD countries,

consolidation efforts made during the cyclical upswing in the 1980s have proved
insufficient to restore control over the fiscal situation. With weak economic

activity in recent years, and despite corrective fiscal action, the general govern¬

ment deficit has reached a new record level of 7 per cent of GDP. As a result, the

net public debt-to-GDP ratio has grown sharply and, at over 60 per cent of GDP,

now exceeds the OECD average by a wide margin. The counterpart of rapid

public-debt accumulation has been a run of large current-account deficits and

rising external debt. These developments have left the economy vulnerable to

changes in financial-market sentiment, contributing to short-term interest rate

volatility and high long-term credit costs.

The new Government that took office in late 1993 has assigned priority to

putting federal finances on a sound basis. Accordingly, in the February

1994 Budget, the authorities took action to curtail spending (through cuts in

defence expenditure, reductions in unemployment-insurance benefits, and the

extension of wage freezes for government employees) and - to a much lesser

extent - to strengthen revenue (by broadening the tax base). Together with the

effects of continued economic expansion and savings expected from reform of

Canada's social-security system, these measures are expected to reduce the fed¬

eral budget deficit from over 6 per cent of GDP in 1993/94 to about 3 per cent in

1 996/97 - the interim target set by the Government on the road to the complete
elimination of the deficit.

While this objective appears ambitious in so far as it would bring down the

federal deficit-to-GDP ratio to a level not reached since the mid-1970s, its

achievement would still imply the persistence of a significant structural imbal¬

ance as well as a further rise in the debt-to-GDP ratio. Moreover, the deficit

reduction envisaged in the current fiscal year is relatively modest, with larger

declines projected further down the road. Such a fiscal outlook has raised con¬

cerns in financial markets, as evidenced by the recent rise in Canada/US interest-
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rate differentials. Against this background, therefore, it would seem desirable to

take advantage of the strengthening recovery to accelerate budget consolidation,

with a view to stopping the rise in the debt-to-GDP ratio and achieving a

sustainable fiscal position. In any case, the strict minimum required to restore

financial-market confidence after several years of fiscal slippage would be to

meet the deficit targets as set out in the February 1994 Budget, even if this should
necessitate additional consolidation measures to offset the adverse effect of

higher-than-expected interest rates on debt servicing costs. In this regard, it is

important that every effort be made to secure budget savings from the announced

social-security reform.

The fiscal outlook appears even more difficult if the sizeable budget deficits

of the provinces are taken into account. Indeed, developments at the provincial

level represent a large part of the deterioration in public finances in the early

1 990s. With concerns about the rapid rise in provincial debt leading to a number

of credit downgradings by rating agencies, provinces moved to a restrictive

policy stance in 1993, and now all have plans to balance their budget in the

medium run. However, in most cases further adjustment measures will be

required to achieve that target. In particular, provincial finances are likely to be

affected by recent interest-rate increases and the federal government's intentions

to restrain certain social-security transfers from 1995. Although much of the

provinces' fiscal problem is due to the expansionary policies they followed early

in the 1990s, the federal government's efforts to contain transfers to them have

also played a role. It is therefore important that the reform of social programmes

now being considered be undertaken in a co-ordinated manner, with a view to

generating fiscal savings for the public sector as a whole rather than specific

levels of government.

Progress in fiscal consolidation would greatly facilitate the operation of

monetary policy, which has aimed at encouraging reductions in interest rates

consistent with declining inflation pressures. With the introduction of official

inflation-reduction targets in 1991, monetary policy has contributed to lowering

inflation and inflation expectations significantly. Indeed, consumer-price

increases - adjusted for one-off factors such as large indirect-tax changes - have

been consistently close to the lower end of the official target band. However,

high risk premia built into Canadian interest rates have prevented the economy

from fully reaping the benefits of a low-inflation environment. Indeed, real long-
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term interest rates have hardly declined in recent years and now are among the

highest in the OECD area. Hence the necessity for more rapid fiscal consolida¬

tion to alleviate the pressure on long-term rates at a time when, after having eased

substantially since 1 990, monetary conditions have tended to tighten somewhat,

as short-term interest rates have risen significantly in response to the fall of the

exchange rate.

The recent agreement between the new Government and the Bank of Canada

to maintain the objective of holding inflation inside the range of 1 to 3 per cent

from 1995 to 1998 should further bolster policy credibility. However, the real test

in this regard will come as the economy approaches full capacity. Against this,

persistently high real interest rates due to non-monetary factors could undermine

the public support for the policy framework. Moreover, while the inflation targets

have been useful in making explicit the authorities' ultimate policy objectives,

they provide no guidelines as to how these are to be achieved. More transparency

in this respect - for instance, the publication of a detailed assessment of the

inflation outlook - might help guide market expectations and thereby strengthen

the effectiveness of monetary policy.

Structural policies are also a key to better economic performance in the

medium term. So far, the major structural reforms implemented since the

mid-1980s have been slow in producing the expected gains in economic effi¬

ciency and growth potential. Although this appears to reflect the substantial

short-run costs associated with the adjustment to a more competitive environ¬

ment, it may also suggest the existence of remaining impediments to faster output

and employment growth. With a view to identifying these, the new Government

is currently undertaking a number of comprehensive structural-policy reviews,

encompassing in particular the social-security system. In addition, it has already

taken measures to reform the unemployment-insurance system, enhance job train¬

ing, support small businesses, and promote technological innovation, while con¬

tinuing the previous administration's policy of trade liberalisation by signing the

North American Free Trade Agreement (NAFTA) as well as the Uruguay Round
agreement.

Areas where further reforms would be particularly useful include internal

trade, agriculture, indirect taxation, and social security. Continuing progress

towards reducing interprovincial trade barriers remains of utmost importance,

since the recent intergovernmental Agreement on Internal Trade was less compre-
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hensive than initially intended. Also, despite a significant reduction in agricul¬

tural support in recent years, sustained efforts will be needed to keep subsidies on

a downward trend; in addition, distortions associated with Canada's supply-

management system for certain agricultural commodities remain, although high

tariffs will replace import restrictions under the Uruguay Round agreement.

Moreover, it would be desirable that the forthcoming overhaul of the Goods and

Services Tax (GST) bring about the much needed harmonisation of the ten

different sales taxes now in place at the federal and provincial level. Finally, as

discussed in detail in Part III of the Survey, there is considerable scope for

further reforming the unemployment-insurance system and other social pro¬

grammes, with a view both to reducing their distortionary effects on the economy

and to securing fiscal savings.

Canada's income-security system is a complex mixture of programmes

delivered by the federal, provincial and municipal governments. In addition to

direct expenditures, the federal and provincial tax systems also contribute to

achieving the goal of income security. In broad terms, the federal government

administers most income-security benefits for seniors, families with children and

the unemployed, in addition to contributing to the financing of social services and

programmes of last resort which are administered by the provinces and some

municipalities. The federal government also makes major contributions to fund¬

ing post-secondary education and health care. Some features of the system - such

as the lack of co-ordination between programmes, the generosity of benefits, and

the emphasis on passive income support - reflect the fact that it evolved in a

period of strong economic growth and low unemployment.

Given these features, Canada - like many other OECD countries - has

experienced a trend rise in both the number of dependents and total expenditure

on social programmes since the 1970s. Initially this reflected the introduction of

new programmes as well as the expansion of coverage and benefits of existing

ones. Subsequently - and in particular during the recessions of the early 1980s

and early 1990s - some disconcerting demand-side characteristics have emerged:

both average and long-term unemployment have risen markedly, the situation

facing new entrants into the labour force has deteriorated, and - with more

unevenly distributed household incomes and changing family structures - a

larger proportion of the population has become reliant on transfer incomes.
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In addition to these expenditure concerns, there is a growing consensus that

the inherent incentive distortions of unemployment insurance (and income sup¬

port more generally) can lead to a reverse situation where benefit provision tends

to promote unemployment and welfare dependency. Empirical evidence, both for

Canada and a number of other OECD countries, suggests that unemployment

insurance encourages voluntary unemployment, promotes marginal attachment to

the labour force by subsidising unstable and seasonal industries, and underpins

high and rising payroll taxes which further deter both labour demand and supply.

In turn, these disincentives to labour-force participation and investment in human

capital result in a lower economic growth potential. Specific features of the

Canadian unemployment-insurance system tend to reinforce these distortions.

They include regional variations in the generosity of benefits (depending on the
unemployment rate), the absence of experience rating, a lack of co-ordination

with provincial welfare programmes, and a relatively high amount of expenditure

on passive income support. Despite these problems, there are substantial benefits

associated with unemployment insurance; in particular, it partly relieves people

who have lost their job from immediate financial concerns, thereby facilitating

more efficient job search and acting as a countercyclical force in the economy.

With regard to social assistance, there is evidence in Canada that - though

successful in reducing poverty and inequality - income support promotes and

prolongs welfare dependency. This is not surprising given that the system was

originally developed for "unemployable" individuals while "employable" peo¬
ple receiving welfare are now almost a majority. A major concern is the existence

of "welfare traps", where the net financial return to entering the labour force is

significantly reduced by the high implicit tax rates resulting from the loss of both

benefits and access to welfare services. Such traps can also promote longer-term

welfare dependence. Indeed, the likelihood of repeat users leaving welfare tends

to decline with each successive period they receive assistance.

In addressing these problems, any attempt to reform the current income-

security system must involve changes to unemployment-insurance provision,

given its relative importance as well as its interaction with other social pro¬

grammes. Such interaction means that a co-ordinated reform process amongst all

levels of government would be appropriate. With regard to unemployment insur¬

ance, three main avenues of reform appear important: less regional differentiation

of benefits, adoption of some sort of experience rating and greater use of active
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labour-market programmes. Although progress has already been made in these

areas, further reform appears necessary. The Government has recently taken

initiatives to this effect, with a taskforce due to deliver some options for public

debate in late- 1994. This represents an attempt to co-ordinate changes at both the

federal and provincial government levels, with a view to improving the interac¬

tions between unemployment insurance and the various provincial social-security
schemes.

As for social assistance, current design issues include better integration with

unemployment insurance, increased efforts to enhance the school-to-work transi¬

tion, and greater focus on improving the employability and earnings potential of

individuals. Some progress has been made in all three areas, with several provin¬

cial experiments currently under way. These usually include some form of wage

subsidy for on-the-job training, job-search assistance, educational or vocational

training, and public-sector employment programmes. Provinces are also increas¬

ingly experimenting with different forms of "negative income tax" systems,

which lower the marginal tax rate associated with leaving welfare and entering

the labour force. Such programmes appear critical to raising work incentives

while providing a means of better integrating federal and provincial government

roles in welfare provision (primarily through the expanded use of child tax

benefits). However, care should be taken to ensure that lower taxes for certain

groups of individuals do not imply dramatic income-tax increases elsewhere.

Instead, any tax rises required to keep tax changes revenue-neutral overall should

be applied to the broadest possible alternative tax bases.

The recently-announced reform process launched by the federal government

could go considerably further than incremental changes to the unemployment-

insurance and social-assistance programmes. It opens the possibility of looking at

these programmes, not in isolation, but as to how they work together, including

their combined impact on the various regions of the country. At the same time, it

provides the opportunity to review such programmes not only in terms of their

role in income security, but also as part of a broader human-resources develop¬

ment strategy encompassing learning, social services, employability, and child
care.

In summary, the Canadian economy is now growing at a robust pace, with

increased domestic spending reinforcing export demand. The basic economic

conditions for sustained growth are in place, including a low-inflation environ-
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ment, restored international competitiveness, and strong business capital spend¬

ing. However, concerns about budgetary developments and the future of the

federation have made the economy vulnerable to financial-market disturbances,

as evidenced by recurrent exchange-rate weakness and subsequent upward pres¬

sures on interest rates despite the favourable inflation performance. Even if

temporary, such pressures could affect confidence and hold back activity in

interest-sensitive sectors of the economy. Progress in fiscal consolidation - both

federal and provincial - remains therefore of primary importance in order to

reduce the current high risk premium built into Canadian interest rates and

thereby limit possible adverse effects on investment and activity. Medium-term

performance also needs to be supported by further structural reforms, in particu¬
lar in areas such as internal trade barriers and work-disincentives associated with

the income-support system.
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Notes

1. According to a special GALLUP Survey.

2. Revised statistics show that the growth in the population resident in Canada has displayed

larger swings than earlier thought. This is because the number of non-permanent residents
- also a source of demographic requirements for housing - rose sharply in the late 1 980s,

partly due to an influx of refugee claimants, and has subsequently declined to a more normal

level. It is nonetheless likely that immigrants - especially refugee claimants - have lower
effective demand for housing for some time.

3. Diagram 20 in Part III offers an illustration of this point.

4. Recent estimates point to a "natural rate" of unemployment in the 8'/2 to 10 per cent range.

With structural reforms tending to reduce the "natural rate", its apparent upward shift in

recent years can probably be attributed to hysteresis effects emanating from the recession of

the early 1 990s, which will tend to reverse themselves as labour markets improve. Thus, a

higher "natural rate" is unlikely to become a constraint to non-inflationary growth in the
foreseeable future.

5. Statistics Canada, Public sector assets and liabilities, historical overview.

6. For a detailed discussion see the OECD Economic Surveys of Canada 1992 and 1993 as

well as the Bank of Canada Reviews March and September 1991.

7. Bank of Canada Review, March 1991.

8. Duguay, Pierre, "Empirical Evidence of the Strength of the Monetary Transmission Mecha¬
nism in Canada: An Aggregate Approach", Journal of Monetary Economics, 33 (1994).

9. See Crow, John W., "Monetary Policy under a Floating Exchange Rate Regime: the
Canadian Experience", Lecture at the Stockholm School of Economics, April 1993; and
Bank of Canada Review, Spring 1994.

10. I.e. items in transit through the payment clearing system.

1 1 . "Facing Choices Together: Response to pre-Budget consultations", Government of Canada

(February 1994).

12. Card and Freeman (1993) claim that by leaning against the wind, Canada managed to lower

poverty rates during a decade when slow economic growth and structural economic and
social change. Simulations by Blank and Hanratty suggest that if the United States had
adopted Canada's welfare policies, it would have avoided the trend of rising child poverty.
Blackburn and Bloom's analyses show that Canada's income transfer system played a major
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role in keeping family income inequality from rising, while Card and Riddell's analysis of
unemployment compensation suggests that the unemployment insurance system encouraged
some persons with limited skills and labour force attachment to continue working just
enough to maintain eligibility.

1 3. However, some programmes, such as unemployment insurance, contain features of more
than one of these categories.

14. There is no single commonly used definition of "income security"; the boundaries
employed in Table 9 are those used by Statistics Canada. Narrower definitions would

exclude items such as employment and training programmes, while broader definitions
would include health programmes. In this chapter, the term "social security" refers to the
broad set of programmes covering income security and health. It must also be noted that the

figures in Table 9 understate total expenditure on income security in the sense that they do
not include tax expenditures nor do they include income security provided by employers, in
the form of non-wage benefits, or by the voluntary sector. Because the benefits received

from programmes such as unemployment insurance, OAS and CPP/QPP are taxable, and

because of the "clawback" of OAS and UI benefits for higher income recipients, net
expenditures on income security are less than gross expenditures. See Battle and Torjman
(1993a) for information on the magnitudes of gross and net expenditures on income security
in Canada.

15. For an analysis of the Child Tax Benefit and the programmes it replaced, see Kesselman
(1993).

16. Only social assistance and social services remain cost-shared between the federal and

provincial governments under the Canada Assistance Plan (CAP). The federal government's
funding contribution for health and post-secondary education, which was previously based
on a 50-50 cost-share arrangement, is now provided in the form of block funding, i.e. it is
independent of the amount spent by the province on those activities.

17. The definitions of "unemployed employables" vary among provinces. "Unemployables"
incorporates, for example, individuals who are disabled, lone-parents (depending on the
province), students, foster children and the aged.

18. The economic efficiency rationale for publicly provided unemployment insurance is dis¬
cussed in Green and Riddell (1993a).

19. See Dingledine (1981) for a detailed chronology of the evolution of UI in Canada from
1940 to 1980. For more recent information see Statistics Canada (1984), Green and Riddell

(1993a) and Battle and Tjorman (1993Z?).

20. Benefits received from the UI, CPP/QPP and OAS programmes are taxable. In addition
there is a clawback of UI and OAS benefits received by high income recipients. In the case
of UI, claimants whose net yearly income, including UI benefits, is more than 1.5 times the

maximum insurable income (C$ 60 840 in 1994), must pay back 30 per cent of the benefits
over that limit.

21. Since that time the principal exclusions from coverage have been the self-employed, those
over 65 years of age, those with very low earnings, and those working less than 1 5 hours per
week. Approximately 90 per cent of the labour force is covered.

22. This has been the case for most social programmes. See Battle and Tjorman (1993e).
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23. Under the most recent provisions, as noted in the text, employment of as little as 12 weeks

in a maximum entitlement region qualifies the claimant for up to 50 weeks of benefits.
However, in order to qualify for the maximum benefit duration of 50 weeks, 44 weeks of

employment are required.

24. Ten weeks from the "previous employment phase" and 32 from the "regional extended

benefit phase".

25. Prior to the 1990 changes to the Act, the programme was funded by employer and employee

contributions and the federal government. In 1989, the federal government contributed

C$ 2.9 billion out of expenditures of C$ 12.6 billion.

26. The 1971 UI Act allowed for experience rating. However, that provision was never imple¬

mented and was subsequently removed.

27. However, since 1990 the growth in the federal government's share of social assistance

expenditures in Alberta, British Columbia and Ontario (the three wealthiest provinces) has

been limited to 5 per cent per year. As a consequence, the federal share of welfare

expenditures in British Columbia and Ontario has fallen substantially below 50 per cent,
while Alberta has kept the federal share at 50 per cent by reducing social assistance costs

through case load and benefit reductions.

28. See Blank and Hanratty (1993) for a comparison of Canadian and US benefit levels.

29. In what follows the terms welfare or social assistance are used interchangeably to refer to
the combination of social services and social assistance.

30. These data incorporate provincial and local government expenditures on social assistance

and social services as well as federal expenditures for registered Indians.

31. The following is based on Barrett (1994) and Cragg (1994).

32. Canada was not unique in this respect. In the analysis of social expenditure growth in the

OECD countries during the period 1960-81 (OECD, 1985), it was concluded that the main

source of growth was discretionary policy decisions to increase benefit levels and expand

coverage. Demographic factors were relatively unimportant.

33. However, this is to some extent a short-run concern, given that a higher capital intensity

raises labour productivity, and potentially employment levels.

34. Caution should be taken when using such comparisons. For example, no account is taken of

private expenditure, which is very significant in the United States.

35. Using a definition of three or more claims in five years for repeat users, about 38 per cent of

Canada's claimant population were repeaters between 1986 and 1991. In Atlantic Canada,

roughly 60 per cent of all claimants were repeat users under the same definition.

36. Green and Riddell (1993£) find that individuals working 10 to 13 weeks in 1989

(i.e. enough to meet the entrance requirement) tend to work much longer hours when they
do work than is the case for other workers.

37. See Winer and Gauthier (1982) and Vanderkamp (1986) for further analysis and evidence in

the Canadian setting.

38. In the absence of UI, industries with unstable employment would have to pay a wage

premium to attract workers while industries with stable employment would face lower
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labour costs. These differences in labour costs feed through to output prices and thus the

relative size of the industry in terms of output and employment.

39. See Anderson and Meyer (1993), Card and Levine (1991), and Topel (1983). Topel (1983)

estimates that incomplete experience rating may account for as much as 30 per cent of all

temporary layoffs. Card and Levine (1991) estimate that incomplete experience rating
accounts for 50 per cent of temporary layoff unemployment during cyclical downturns.

40. See, for example, Kroeger (1994). Organisations representing small business have been the

most vocal opponents of rising payroll taxes.

41 . The employee premium rate for 1995 will not be raised to C$ 3.30 of insurable earnings, as

required by the UI Act, but rolled back to their 1993 level of C$ 3.00 (from C$ 3.07 at
present).

42. In the absence of reforms to the existing Canada and Quebec Pension Plans and to workers'

compensation programmes, payroll taxes are projected to rise significantly in the future.

43. See Kessel man (1994) for an analysis of provincial payroll taxes in Canada.

44. With regard to labour supply, taxes alter the trade-off between work and leisure, promoting
both an "income" and "substitution" effect. The income effect supposes that, given that

increased taxes lower disposable incomes, more labour will be supplied to maintain a

constant consumption wage. The substitution effect, however, suggests that increased taxes

will lower labour supply as the opportunity cost of leisure has declined. However, although

the effect on labour supply may be ambiguous, any rise in labour costs due to tax increases

- which depends on relative wage flexibility - will unambiguously lower the labour demand
schedule.

45. This is relevant in determining unemployment given that employers will generally demand

labour according to their marginal value of output relative to their wage costs, while

employees will supply labour according to the level of consumption they can finance out of
the earned income.

46. In this respect it can be shown that, by shifting the incidence of tax - in a revenue neutral
fashion - from labour onto a wider based consumption tax, in a high wage resistant country

such as Canada positive benefits can accrue for employment levels.

47. See Canadian Labour Market and Productivity Centre (1990, Table 4) and Human

Resources Development Canada (1994). Note that the definition of "employable" varies by
province and in some provinces has changed over time.

48. The increase in inequality in employment income has been much greater than the increase in

inequality in total income, reflecting the importance of transfer income in preventing what
would otherwise have been a substantial rise in absolute poverty. Recent analysis of

changing income inequality in Canada is provided by Morissette, Myles and Picot (1993).

49. Such "traps" have been identified for low-income earners in Canada, the United Kingdom,

Australia, New Zealand and many European countries. Indeed, OECD countries operate a

complex menu of social assistance benefits, with a variety of benefit reduction rates in

response to earned income. In general, these benefit reduction rates are often zero for child
benefits, intermediate for housing benefits, and often around 100 per cent for unemployment
benefits.
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50. These include for example: the Commission of Inquiry on UI ( 1 986); Royal Commission on

Employment and Unemployment, Newfoundland (1986); and the Royal Commission on the

Economic Union and Development Prospects (1985).

51. Primarily in the manufacturing and resource sectors for youths entering the labour force
with limited education and skills.

52. The proportion of the unemployed who are unemployed six months or longer rose from
about 15 per cent in the 1976-81 period to about 24 per cent during 1982-87. Although this

proportion declined to about 20 per cent as the economy reached a cyclical peak in 1988-90,

it has subsequently risen sharply and currently stands at over 30 per cent.

53. The decline in Canada's youth population in the 1980s was the largest among OECD

countries. During that decade, the labour market situation for youths - as measured by the

unemployment rate, labour force participation rate, and employment-to-population ratio -

improved, despite the 1981-82 recession.

54. Both the Royal Commission on the Economic Union and Development Prospects for

Canada (1985) and the Commission of Inquiry on Unemployment Insurance (1986) recom¬

mended sweeping changes to UI as part of a package of income security reforms.

55. Prior to these changes, individuals were entitled to one week of benefits for each week of

work up to a maximum, while additional weeks of work carried a lower benefit entitlement

(one week of benefits for each two weeks of work). In high-unemployment regions, only the

initial phase was relevant because the upper limit of 50 weeks of benefits was reached with

only 1 8 weeks of previous work experience.

56. This may, for example, result in an income effect reducing work incentives.

57. For example, empirical work suggests that higher marginal tax rates for high-income earners

are likely to have less effect on their work effort than on low income individuals. Sadka

et al. (1980) estimate that individuals in the bottom income quintile have an elasticity of

hours worked with respect to the net wage rate of 0.26, compared to 0.10 for the top income

quintile.

58. For example, the Royal Commission on the Economic Union and Development Prospects
for Canada, 1985.

59. The maximum supplement is C$ 500 per annum and the supplement is phased out when
family earnings reach about C$ 26 000 (Kesselman, 1993).

60. A description of the Quebec approach is provided by Bouchard (1993). Because the

minimum wage and other factors affecting market income are associated with individuals,

yet social assistance benefits are based on family size and composition, achieving work

incentives for different types of families requires an income supplementation system based

on family size and composition, which is integrated with the tax system.
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Annex I

Labour market impacts of Unemployment Insurance and payroll taxes

Work disincentives of the Unemployment Insurance system

By altering the incentives facing workers and firms, unemployment insurance (UI)
and payroll taxes can influence decisions on labour supply, job search, layoffs, and inter¬
regional mobility. Indeed, across OECD countries, there is evidence that unemployment
benefits can prolong the length of a recession by affecting both the level and duration of
unemployment. It also appears that entitlements to unemployment benefits can partially
explain the differences across countries in the structure of unemployment by age, sex and
duration. Furthermore, rising payroll taxes can lower employment and raise unemploy¬
ment in economies with wage rigidity. This annex provides a summary of relevant
empirical work in these fields, both across OECD countries and specific to Canada.

Cross-country evidence

Recent empirical work (largely summarised from OECD, 1994, Chapter 7) which
searches for linkages between UI and unemployment gives attention to changes in
benefits and unemployment over time across OECD countries. Diagram Al displays
summary benefit replacement rates since 1961 across several countries. Using this data it
can be shown that during both the 1974-1975 and 1980-1982 recessions, it was the
already high-benefit countries (Canada inclusive) which experienced the largest increase
in unemployment. This correlation is further supported in the late- 1980s and early- 1990s
by the experience of the Nordic countries. On an individual country basis, it is also
noticeable that Canada, after the 1 970s, experienced a consistently higher unemployment
rate than the United States, coinciding with a rise in the replacement rate, despite having
similar unemployment profiles during the 1950s and 1960s.

More formally, abstracting from cyclical influences, cross country regression analy¬
sis suggests an elasticity of around 1 per cent between changes in benefit replacement
rates and unemployment, albeit with a considerable lag (OECD, 1994, Chapter 7). Indeed,
this correlation may be stronger if account was taken of taxation and housing benefits,
and recipients' previous work experience, as individuals with only a very short, or no,
work experience are not included in the estimates. In sum, changes to the benefit systems
in OECD countries since the 1960s are relevant when explaining developments in
unemployment rates.
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Diagram A1 . SUMMARY MEASURES OF BENEFIT ENTTTLEMENTS1
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1. Average of the benefit rates tor two earnings, three family situations and three durations
of unemployment.

2. Unweighted average.
Source; OECD (1994).
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The claim that the level of benefit replacement rates and unemployment are linked is
supported by correlations between the distribution of total unemployment by age, sex,
household situation and the relative generosity of benefit entitlements of these groups
across OECD countries. Diagram A2 highlights the positive correlation between the ratio
of total female/male unemployment and the relative unemployment duration, as well as
the relative generosity of replacement rates across 18 countries. The cross-country statis¬
tics indicate that although relative benefit entitlements may be of limited importance as an
influence on short-term unemployment rates and duration, they can be a significant
determinant for periods of long term unemployment (over one year). Furthermore, a
positive correlation also exists between UI duration and unemployment duration (OECD,
1991), although, this does not always imply causation. Canada, for example, provides a
reverse possibility (from unemployment to benefit duration) given the existence of
regional-specific increases in UI duration in response to the regional unemployment rate.
Nevertheless, on a cross-country basis, this is offset by both Japan and France where
UI duration has been shortened in response to rising unemployment.

With regards to the effects of benefit generosity on the age structure of unemploy¬
ment, again cross-country evidence indicates a positive correlation, especially for older
workers. This is despite the relationship being potentially weakened since older workers
may opt for more lucrative early retirement or disability benefits. With regards to Canada,
Green and Riddell (1993a) show that a decline in benefit eligibility amongst older
workers in 1976 led to a significant decline in the number of elderly unemployed - to
around one-third of its previous level. The age group correlation across countries with
respect to youth unemployment is also weakened by the work experience requirements in
several countries to qualify for unemployment insurance. However, in countries where
eligibility criteria for unemployment insurance are only weakly related to past work
experience, youth unemployment has grown significantly faster than adult rates.

Interesting trends also emerge across countries when examining the relationship
between relative benefit levels and the total number of unemployed individuals
(Table Al). In high-benefit countries the total number of benefit recipients is greater than
the total labour force survey measure of unemployment, with the reverse true in low-
benefit countries. This suggests that the impact of benefits on the number of beneficiaries
is greater than that on the labour force survey of unemployment. With regards to Canada,
it is noteworthy that the beneficiary/unemployment ratio is significantly higher than in the
United States. This can be explained by both the higher actual level of unemployment and
the subsequent higher benefit entitlement. However, this ratio has fallen significantly in
Canada in recent years.

Changes to benefit administration also appear important in determining the final
level of benefit recipients and actual employment structure. Cross-country correlations
suggest that effective benefit administration can significantly reduce many of the disin¬
centive effects inherent in benefit entitlements. This is especially important given that
only a limited proportion of the long-term unemployed are fully available for existing
jobs - at least to the point they should be according to the relevant benefit legislation. '
Nevertheless, introducing more effective benefit controls can prove difficult, with the
result sometimes counterintuitive. In Canada, for example, the UI disqualification period
for job quitters was increased from 6 to 12 weeks and the benefit replacement rate was
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Diagram A2. CHARACTERISTICS OF FEMALE AND MALE UNEMPLOYMENT
RELATIVE TO BENEFIT ENTITLEMENTS
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Table A.l. Ratio of the number of unemployment beneficiaries' to the total number
of unemployed

Number

of beneficiaries

Number All beneficiaries

Date
Types of benefit of unemployed in as a percentage

covered2
(000s)

labour force survey5 ofLFS

(000s) unemployment

Australia 1991 GI 666 812 82

Austria 1991 UI, UA 165 125 132

Belgium 1991 UI, GI 448 303 148

Canada 1993 M,GI 1 292 1562 83

Denmark 1992 UI, GI 313 277 113

Finland 1991 UI, GI 215 193 112

France 1991 UI, UA, GI 2 251 2 308 98

Germany 1990 UI, UA 1 291 1 451 89

Ireland 1989 UI, GI 220 206 107

Japan 1990 UI 482 1 340 36

Netherlands 1990 UI, GI 539 513 105

Norway 1991 UI 71 116 61

Spain 1992 UI, UA 1 633 2 774 59

Sweden 1988 UI, KAS 67 72 93

Switzerland 1991 Q2 UI 35 65 53

United Kingdom 1990 UI, GI 1 432 2009 71

United States 1990 UI 2 320 6 874 34

1. Unemployment beneficiaries are defined here as people receiving unemployment insurance benefits or assistance benefits
who are officially assessed as being wholly unemployed (regardless of their labour force survey status). Among groups not
included in principle are people receiving insurance or assistance benefits for other reasons (e.g. sickness or retirement)
and people who have a part-time job but are receiving pan-time unemployment benefit.

2. Types of benefit covered are coded by UI = unemployment insurance, UA = unemployment assistance (i.e. a means-tested
extension of benefit for persons who previously qualified for UI), GI = guaranteed income (means-tested minimum
income), KAS = Sweden's "cash" (non-contributory but limited duration) benefit.

3. Labour force survey unemployed refers to unemployment reported from the Mikrocensus in the case of Austria.
Source: OECD (1994).

reduced from 60 to 50 per cent in 1990. More importantly, voluntarily quitting a job
without just cause can now completely exclude an individual from benefits. However,
doubt remains as to whether quitting is correctly reported, with lay-offs being negotiated
instead. The United States example of "experience rating" severance payments is one
means of minimising this problem, whereby employers who are unable to prove that a job
separation was voluntary are liable for the whole UI cost of the lay-off.2

Country specific evidence

In relation to the effects of changes in unemployment benefits insurance on unem¬
ployment levels, the elasticities suggested by the cross-country research appear higher
than indicated by previous individual country microeconomic analysis. With regards to
the impact of individuals' replacement rates on unemployment duration, estimated elas¬
ticities are in the range 0-1.0 (Atkinson, 1987) or 0.2-0.9 (Layard et al., 1990). In
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comparing these generally lower individual country elasticities to the OECD Secretariat's
cross-country estimates, one possible explanation for the difference is that the impact of
benefit entitlements on unemployment works both through labour supply and labour
demand channels, with the cross-country estimates better accounting for these.

Nevertheless, individual country experience also suggests high benefit entitlements
may encourage short employment spells, voluntary job leaving, long-term unemploy¬
ment, older-worker unemployment, and higher incidences of reported involuntary part-
time employment and even disability. Examples of these various outcomes exist, for
example, with regard to: the 1971 increase in generosity of the UI system in Canada, the
introduction of the disability benefit in the Netherlands in 1 967, the indefinite assistance
benefit in Finland in 1972, unemployment benefits for part time workers in Belgium in
1983, and the guaranteed income benefit introduced in France in 1989. Although these
are examples where extreme change occurred in the generosity of benefits, countries
which underwent less dramatic increases in benefit entitlement also experienced similar
patterns of change (see OECD, 1 994).

Canadian evidence

Much of the recent research on the impact of changes to Canada's UI system has
used micro data3 to better identify the impacts of specific programme parameters, as well
as to gain more precise measurements of these effects. However, it is important to realise
that significant changes have occurred to the generosity of the UI system since these
studies were undertaken. These include decreases in the benefit rate, disqualification of

voluntary quitters, and increases to entrance requirements.

One body of UI research has investigated the impact of two key parameters - the
benefit rate and the maximum duration of benefits - on the duration of job search
[Ham and Rea (1987) and Corak (1992)]. These studies find that: the benefit rate has no

impact on the duration of search for males but a strong effect for females; and both the
state of aggregate demand and the maximum duration of benefits influence the duration of
unemployment. With respect to the latter, there is some tendency for individuals to
become increasingly likely to obtain employment as they approach exhaustion of benefit
entitlement (this could occur because they search more intensively or become more
willing to accept any available job), although the effect is not large.

These results suggest that reducing the benefit rate would cause females to obtain
employment more quickly, but would not greatly affect the behaviour of males. Reducing
the maximum benefit duration would encourage some claimants to find jobs more
quickly, but for others would imply that benefits would be exhausted sooner, with the
possible implication of increased use of social assistance.

The impact of UI on the duration of employment, and thus on the incidence of
unemployment (or the flow from employment into unemployment) has also been
examined. Kaliski (1985) found that the ratio of employed to unemployed job search rose
sharply following the introduction in the late 1970s of a reduced benefit rate and tighter
qualification requirements. This suggests that tighter UI benefit qualification requirements
can increase job-search activity. Subsequently the qualification requirements in Canada
have tightened significantly, from 8 to 10 weeks in the 1970s to 12 to 20 weeks now.
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The impact of UI on employment duration is also related to its effect on labour force

participation. Recent evidence suggests that some individuals and firms have responded
to UI incentives. In their analysis of Canada-United States unemployment, Card and
Riddell (1993) find a tendency for Canadian employment spells to be clustered around
10-12 weeks and 20 weeks, the former being (during the period analysed) the UI qualifi¬
cation requirement in high unemployment regions for regular claimants and the latter
being the entrance requirement for new entrants and re-entrants. These features of the UI
program, which were introduced in the late 1 970s, appear to have played a role in the
emergence of the Canada-US unemployment differential during the 1980s.4 Other recent
research has also found "spikes" in the distribution of employment durations at these
points.5

Further evidence comes from the analysis of behaviour during 1990 when, due to a
political standoff unrelated to the UI program, the variable entrance requirement was
suspended [see Baker and Rea (1993) and Green and Riddell (\993b)]. As a conse¬
quence, the minimum qualifying period changed from 10 to 14 weeks (depending on the
regional unemployment rate) to a flat 14 weeks throughout Canada. In the maximum
entitlement regions6 the entrance requirement increased from 10 to 14 weeks. Analysis of
data for 1989 (prior to the suspension of the variable entrance requirement) and
1 990 show a spike in the distribution of employment durations (or in the exit or hazard
rate out of employment) at 10 weeks in 1989; this spike disappears in 1990 and the one at
14 weeks increases substantially. It appears that many of the jobs which ended at
10 weeks in 1989 were extended to 14 or more weeks in 1990.

Furthermore, when the data set is split into two groups - jobs ending because of a
quit and jobs ending because of a layoff - the observed behavioral response is almost
entirely due to layoffs. This suggests that employers also respond to the change in the
entrance requirement, with the UI program features in place since the late 1970s perhaps
encouraging, at least for some individuals in some provinces, a pattern of short periods of
employment followed by long periods of UI receipt. Indeed, under the UI provisions
introduced in 1978 and in place for much of the subsequent period, 10 weeks of
employment in a high unemployment region entitled the individual to 42 weeks of
benefits, a pattern which could be repeated annually.7

Finally, recent research by Corak (1993), using longitudinal administrative data
covering the period 1971-1989, indicates that there is a substantial amount of repeat use
of UI in Canada. Individuals with a history of UI participation and short employment
spells are much more likely than other individuals to experience another claim in the
future. Repetition over a short horizon (defined as within 14 weeks of the end of a
previous claim) is closely related to seasonal employment, while repetition over longer
periods (within five years of the end of a previous claim) is related to regional and
industrial patterns of labour turnover.

Implications of high and rising payroll taxes

As discussed in the main text, payroll taxes play an important role in the labour
market since they directly influence the rate of return from decisions to enter employment
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and increase hours worked, to undertake training, and to bargain for a higher gross wage.
These effects are perhaps best analysed using the overall "tax wedge", that is, the
difference between the cost of employing someone and the consumption which can
eventually be financed from this work (see Table 14 in the main text). With regards to
Canada, the tax wedge has gone from being significantly below the OECD average in
1978 to around the OECD average. More importantly Canada has experienced the largest
increase of all countries displayed (especially since 1989), as well as remaining signifi¬
cantly above the non-European OECD countries.

Diagram A3 plots the unemployment rate against the overall tax wedge (shown in
Table 14 of the main text) across several countries. Although this does not indicate a
significant positive relationship, there is a strong negative correlation between the share
of wages in business sector value added and the social security contribution rate of
employers (see OECD, 1994, Chapter 8). This could result both from wages declining as
employers' contributions rise, or from the total amount of labour employed falling.

Recent OECD evidence illustrates the relationship between rising tax rates and
unemployment (OECD, 1994, Chapter 8) Table A2 provides estimates of the effects of a
rise in various marginal and average tax rates on labour costs in 10 OECD countries,
including Canada. The value 1 .0 in the first column indicates that when an employers'
social security contributions are increased by 1 per cent, labour costs rise by the same
amount. That is, high coefficients indicate high wage resistance, with workers succeeding

Diagram A3. OVERALL TAX WEDGE AND LEVEL OF UNEMPLOYMENT
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Table A.2. Labour cost responses to changes in tax rates

Elasticity of labour cost with respect to:

Employers' social security Income taxes and employees'
contributions social security contributions

Germany 1.0 1.0 1.0

Canada 1.0 1.0 1.0

Japan 0.5 0.5 0.5

Finland 0.5 0.5 0.5

Australia 0.5 0.5 0.5

France 0.4 0.4 0.4

Italy 0.4 0.4 0.4

Sweden 0.0 1.0 0.0

United States 0.0 0.0 1.0

United Kingdom 0.25 0.25 0.25

Note: Since in some countries the effect of income tax systems contains impacts of both average and marginal tax rates, the

elasticities in this table have been calculated on the assumption that these two rates move conjointly. This assumption is
important as far as Japan, Canada, Finland and Italy are concerned. Estimates cover the private businncs sector and the
estimation method is the FIML-procedure proposed by Johansen (1991) for estimation of long-run relationships in
multivariate systems.

Source: OECD (1994).

in protecting their disposable incomes in response to a tax rise. The degree of responsive¬
ness differs significantly across the countries considered, with Canada proving to be a
relatively rigid wage economy in the face of increased taxes.

These results have been used to assess the impact of changes in taxation on unem¬
ployment, by linking labour costs to employment and unemployment. Diagram A4 illus¬
trates simulation results for three types of countries; high wage resistance (Canada),
medium wage resistance (France), and low wage resistance (United States). In each case a
tax increase of 1 percentage point is simulated, leading to an immediate rise in labour
costs by 1 percentage point. However, only in Canada does the labour cost increase
persist, leading to both a persistent decline in employment and a rise in unemployment.
That is, the rise in labour costs induced by tax increases did not lead to a fall in real
wages, resulting in increased unemployment. These results suggest that, by shifting the
incidence of average and marginal tax rates, beneficial labour market impacts are possi¬
ble. This might include reducing the tax burden on particular sectors or activities which
are particularly labour intensive, or on low income individuals.
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Notes

1 . For example, both France (1987) and New Zealand (1990) raised the requirements of the long-
term unemployed to attend interviews, with 5 and 8 per cent respectively of those called
immediately struck off the list due to their non-attendance.

2. A similar incentive structure could be achieved by enforcing severance pay obligations in cases
that lead to justified UI claims (i.e. claims not following a voluntary quit).

3. For recent surveys of this work see Corak (1994), Green and Riddell (1993) and Phipps (1993).

4. Card and Riddell (1993, p. 185) conclude that: "Relative increases in the number of Canadian

men and women reporting exactly 10 or 12 weeks of employment, and relative increases in the
weeks of unemployment reported by these workers, account for 1 3 per cent of the relative rise in

female unemployment and 22 per cent of the relative rise in male unemployment. Similar
increases for women with exactly 20 weeks of work account for another 8 per cent of the
relative rise in female unemployment. UI recipiency rates also increased for Canadian men and
women with these labour supply patterns. These findings point to a significant role of the UI

system in accounting for the rise in relative Canadian unemployment, although most of the rise
in the Canadian-US unemployment gap remains unexplained."

5. See Christofides and McKenna (1993), Baker and Rea (1993) and Green and Riddell (19936).

6. Unemployment regions, of which there are 62, are generally smaller than provinces.

7. In fact, given that there is a 2 week waiting period in which no benefits are paid, a pattern of
10 weeks employment and 40 weeks of benefits could be repeated annually in those regions. As

noted in the text, under the current regulations 12 weeks of work are required, and these would
entitle the claimant to 32 weeks of benefits in a maximum entitlement region.
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Annex II

Chronology of economic events

1993

January

The chartered banks' prime lending rate falls to 7 per cent.

February

Canadian National Railways outlines plans to eliminate 1 1 000 of its 32 000 jobs.

March

The Saskatchewan government's 1993/94 budget halves the deficit by ways of sales
tax increases and cuts in agricultural support and spending on education and health.

The banks' prime lending rate drops to a 20-year low of 6 per cent.

April

The federal government presents its 1993/94 budget calling for a fall in the deficit to
C$ 32.6 billion from an estimated outcome of C$ 35.5 billion in 1992/93. The budget
incorporates the measures announced in the December Economic and Fiscal Statement.
Total spending is expected to rise by less than 1 per cent in 1993/94, and plans to cut
1 6 500 jobs in the federal public service are announced.

The Manitoba budget extends the range of items covered by the provincial sales tax
and calls for a decline in overall spending in 1993/94.

The province of New Brunswick's 1993 budget increases income taxes, broadens
the coverage of the provincial sales tax, and reduces grants to university students, seniors
and municipalities.

The British Columbia budget for 1993/94 raises indirect taxes while maintaining
high expenditure growth.

The Ontario government announces a C$ 2.4 billion spending reduction programme,
including the elimination of around 10 000 jobs and closure of many government
agencies.
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May

The Ontario government releases its 1993/94 budget. With a fall in overall spending
and higher personal, corporate and sales taxes, the deficit is expected to decline to just
over C$ 9 billion from almost C$ 12 billion in 1992/93.

The government of Quebec intends to limit the budget deficit in 1993/94 to just over
C$ 4 billion by raising income taxes and keeping expenditure growth at under 1 per cent.

The Alberta government announces a marked reduction in overall spending in the
1993/94 fiscal year.

July

Banks lower their prime lending rate to a 26-year low of 53A per cent.

August

The Ontario government's social contract comes into effect, cutting almost C$ 2 bil¬
lion from the wages and benefits of public sector workers.

The federal government announces the closure of most of the cod fishery in New¬
foundland due to record low fish stocks. About 12 000 people are affected, in addition to
the 30 000 workers left jobless by the ban on cod fishing since 1992.

October

A Liberal majority federal government is elected on 25 October, replacing the
Progressive Conservative Party in power since 1984.

The new Nova Scotia government introduces its 1993/94 budget providing for
indirect tax increases and significant expenditure cuts.

November

The banks' prime lending rate falls to 5 per cent, a 31 -year low.

December

The Ontario government introduces the first minimum corporate tax in Canada, to be
phased in over three years.

The federal government closes all but one Atlantic Canada cod fishery and curtails
catches of other species, resulting in a further loss of 500 jobs.
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1994

January

The governments of Ontario and Quebec sign an agreement committing them to
remove trade barriers in construction contracting and labour mobility.

The Bank of Canada's discount rate falls to below 4 per cent, the lowest level in
30 years.

February

The federal government tables its 1994/95 budget calling for a decline in the deficit
to C$ 39.7 billion from an estimated outcome of C$ 45.7 billion in 1993/94. Specific
measures include the closure of military bases and military spending cuts over five years;
the freeze of public service wages for another two years; the tightening of eligibility
requirements for unemployment benefits; the elimination of capital gains exemptions; and
cuts in the business entertainment tax deduction.

The Alberta government budget calls for spending cuts of the order of C$ 1 billion
- including the areas of health, welfare and education - to bring the deficit down to
C$ Vh billion in 1994/95.

The federal, Quebec, New Brunswick and Ontario governments slash cigarette taxes
in an effort to reduce smuggling.

March

The commercial banks raise their prime lending rate to 6'A per cent.

The Newfoundland budget calls for a sharp reduction in the deficit in 1994/95, and a
balanced budget by 1995/96.

April

Banks increase their prime lending rate to 63/4 per cent.

The Manitoba budget calls for a gradual fall in the deficit, with limited spending cuts
and higher gambling revenues.

The British Columbia government imposes a C$ 2 billion tax on forestry companies
to finance a provincial job creation programme.

The federal government announces a C$ 2 billion five-year aid programme for
Atlantic fishermen and plant workers, covering about 30 000 people.

May

The Quebec budget calls for a slight decline in the deficit to C$ 4'h billion in
1994/95, combining modest spending cuts with tax breaks and new fiscal incentives.
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The Ontario budget aims at lowering the deficit from C$ 9V2 billion in 1993/94 to
C$ 8V2 billion in 1994/95, with limited spending cuts and tax reductions.

June

Banks raise their prime lending rate to 8 per cent.

July

The federal and provincial governments signed an agreement to ease internal trade
barriers from July 1995.

Banks reduce their prime lending rate in two steps to Th per cent.

August

The trade dispute between Canada and the United States over softwood lumber
exports was settled in Canada's favour by an extraordinary challenge committee under
the terms of the Free Trade Agreement. The US government is expected to refund
countervailing duties collected from Canadian companies since 1992.

Banks reduce their prime lending rate to 7 'A per cent.

September

Banks reduce their prime lending rate to 7 per cent.
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Selected background statistics

A. Percentage changes

Private consumption '
Gross fixed capital formation '
Public investment'

Private investment '

Residential '

Non-residential '

GDP1

GDP price deflator
Industrial production
Employment
Compensation of employees (current prices)
Productivity (real GDP/employment)
Unit labour costs (compensation/real GDP)

B. Percentage ratios

Gross fixed capital formation as per cent
of GDP at constant prices

Stockbuilding as per cent of GDP at constant prices
Foreign balance as per cent of GDP at constant prices
Compensation of employees as per cent of GDP at

current prices
Direct taxes as per cent of household income
Household saving as per cent of disposable income
Unemployment rate

C. Other indicator

Current balance (billion dollars)

1. At constant 1986 prices.

Moyenne
1984-93

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

2.9 4.6 5.2 4.4 4.4 4.5 3.4 1.0 -1.5 1.3 1.6

3.5 2.1 9.5 6.2 10.8 10.3 6.1 -3.5 -2.2 -2.8 -0.2

4.5 6.5 11.1 -1.6 2.2 3.6 8.8 6.9 4.7 -0.6 4.4

3.3 1.5 9.2 7.4 12.0 11.1 5.7 ^1.8 -3.1 -3.2 -0.9

2.5 0.5 9.8 13.3 16.4 2.8 4.8 -9.7 -12.5 7.9 -4.4

3.6 1.7 8.7 4.2 9.7 15.8 6.2 -2.4 1.1 -7.5 0.7

2.6 6.3 4.8 3.3 4.2 5.0 2.4 -0.2 -1.8 0.6 2.2

3.1 3.1 2.6 2.4 4.7 4.6 4.8 3.1 2.7 1.4 1.1

2.4 12.2 5.6 -0.8 4.9 5.3 -0.1 -3.3 -4.1 0.9 4.9

1.5 2.4 2.6 2.8 2.9 3.2 2.0 0.7 -1.8 -0.8 1.2

6.1 7.7 7.8 6.7 8.7 9.7 7.9 5.2 2.6 2.4 2.5

1.1 3.8 2.1 0.5 1.3 1.7 0.5 -0.9 0 1.4 1.0

3.4 1.3 2.9 3.3 4.4 4.5 5.3 5.5 4.5 1.8 0.3

21.3 18.7 19.5 20.1 21.4 22.4 23.2 22.5 22.4 21.6 21.1

0.2 0.7 0.4 0.5 0.6 0.5 0.7 -0.3 -0.5 -0.6 0.2

-0.8 2.3 1.7 0.9 0.1 -1.1 -2.6 -2.1 -2.8 -2.4 -2.0

55.0 53.7 53.9 54.3 54.2 54.1 54.3 55.6 56.6 56.8 56.3

15.6 13.5 13.7 14.8 15.4 15.8 15.6 17.3 17.0 16.5 16.1

10.7 15.0 13.3 10.7 9.2 9.7 10.4 9.7 9.6 9.8 9.2

9.6 11.2 10.5 9.5 8.8 7.8 7.5 8.1 10.3 11.3 11.2

-15.8 -0.6 -4.5 -10.1 -11.8 -17.1 -22.8 -21.6 -24.1 -21.9 -23.8



Table A. Supply and use of resources

Million Canadian dollars, current prices

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

Private consumption 251645 274 503 297 478 322 769 349 937 378 933 399 319 412 246 423 055 437 289

Public consumption 89 089 95 519 100 129 105 836 114 472 124 108 135 157 144 436 149 731 153 121

Gross fixed investment 84 699 94 198 101560 116717 132 790 146 075 141 376 132 688 128 155 126 942

Final domestic demand 425 433 464 220 499 167 545 322 597 199 649 116 675 852 689 370 700 941 717 352

(7.1) (9-1) (7.5) (9.2) (9.5) (8.7) (4.1) (2.0) (1.7) (2.3)

Stockbuilding 4 761 2 281 2 557 3 071 3 795 3 607 -2 835 -3 675 -3 280 1263

(1.9) (-0.6) (0.1) (0.1) (0.1) (0) (-1.0) (-0.1) (0.1) (0.7)

Total domestic demand 430 194 466 501 501 724 548 393 600994 652 723 673 017 685 695 697 661 718615

(9.1) (8.4) (7.6) (9.3) (9.6) (8.6) (3.1) (1.9) (1.7) (3.0)

Exports 126035 134 919 138 119 145 416 159 309 163 903 168 917 163 943 180406 208 223

Imports 110632 123 388 133 369 140 502 156 384 166 079 171 223 172 453 186 738 212 508

Foreign balance 15 403 11531 4 750 4 914 2 925 -2 176 -2 306 -8 510 -6 332 -4 285

(0.4) (-0.9) (-1.4) (0) (-0.4) (-0.8) (0) (-0.9) (0.3) (0.3)

Statistical discrepancy -862 ^14 -808 -1710 1987 201 -1244 -2 419 -2 938 -2 672

GDP (market prices) 444 735 477 988 505 666 551 597 605 906 650748 669467 674 766 688 391 711658

(9.6) (7.5) (5.8) (9.1) (9.8) (7.4) (2.9) (0.8) (2.0) (3.4)

Note: Figures in parentheses are annual growth rates; for stockbuilding and the foreign balance they are contributions to GDP growth.
Source: CANS1M - Statistics Canada.



Table A. Supply and use of resources (cont'd)

Million Canadian dollars, 1986 prices

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

Private consumption 270 854 284 923 297 478 310453 324 301 335 284 338 717 333 753 338 198 343 666

Public consumption 95 571 98 585 100129 101 857 106 060 110 331 113 890 117 063 118457 119107

Gross fixed investment 87 362 95 624 101560 1 12 542 124 105 131 630 126 962 124 187 120 680 120441

Final domestic demand 453 787 479 132 499 167 524 852 554 466 577 245 579 569 575 003 577 335 583 214

(3.4) (5.6) (4.2) (5.1) (5.6) (4.1) (0.4) (-0.8) (0.4) (1.0)

Stockbuilding 3 423 2177 2 557 3 222 2515 3 778 -1 737 -2 906 -3 469 985

(1.3) (-0.3) (0.1) (0.1) (-0.1) (0.2) (-1-0) (-0-2) (-0.1) (0.8)

Total domestic demand 457 210 481309 501 724 528 074 556 981 581 023 577 832 572 097 573 866 584 199

(4.7) (5.3) (4.2) (5.3) (5.5) (4.3) (-0.5) (-1.0) (0.3) (1.8)

Exports 124 785 132 218 138 119 142 942 156 528 157 799 164312 165 984 178 797 197 436

Imports 114 058 123 935 133 369 142 678 162 385 172 584 175 960 181 359 192 127 208 958

Foreign balance 10727 8 283 4 750 264 -5 857 -14 785 -11648 -15 375 -13 330 -11 522

(0.5) (-0.5) (-0.7) (-0-9) (-1.2) (-1-6) (0.6) (-0.7) (0.4) (0.3)

Statistical discrepancy -770 -155 -808 -1608 1834 248 -1029 -1 987 -2 371 -2 136

GDP (market prices) 467 167 489 437 505 666 526 730 552 958 566486 565 155 554 735 558 165 570541

(6.3) (4.8) (3.3) (4.2) (5.0) (2.4) (-0.2) (-1.8) (0.6) (2.2)

Note: Figures in parentheses are annual growth rates; for stockbuilding and the foreign balance they are contributions to GDP growth.
Source: CANSIM - Statistics Canada.



Table B. Industrial production, employment and other business indicators

Seasonally adjusted

1989 1990 1991 1992 1993
1993

III IV

1994

Indices of industrial production
(1985 = 100)

Total 109.4 105.8 101.5 102.4 107.4 106.9 107.8 108.9 109.6 112.8

Durable manufactures 117.0 110.5 101.6 103.0 110.6 108.9 110.6 114.1 114.3 118.1

Non-durable manufactures 106.5 104.9 99.1 99.1 101.3 101.5 101.2 101.4 102.0 104.2

New Residential construction

(thousands, annual rates)

Starts 215.4 181.6 156.2 168.3 155.4 187.3 179.8 160.8 95.5 205.5

Completions ' 217.4 206.2 160.0 173.2 161.8 146.4 210.3 165.4 115.1 148.6

Under construction2 127.6 100.7 95.0 87.5 79.8 89.5 81.9 79.8 74.7 89.1

Employment and unemployment,

(thousands, monthly averages)

Civilian labour force 13 502 13 681 13 755 13 796 13 946 13 948 13 977 13 989 14 023 14 077

Non-agricultural employment 12 056 12 141 11890 11807 11934 11906 11948 11998 12 062 12 171

Employment-'
Mining 155 152 145 129 120 120 120 120 122

Manufacturing 2004 1 885 1692 1599 1 597 1 603 1 637 1 594 1558 1 648

Durables 1088 1005 885 851 839 839 858 838 831

Non-durables 916 880 806 748 758 764 779 755 727

Transportation, communication and
other utilities4 886 902 860 852 841 849 848 833 820

Unemployment (thousands) 1018 1 110 1416 1 556 1562 1582 1581 1 552 1 544 1503

Unemployment (percentage of
civilian labour force) 7.5 8.1 10.3 11.3 11.2 11.4 11.3 11.1 11.0 10.7

Average weekly hours worked in

manufacturing 38.6 38.2 37.9 38.3 38.6 38.7 38.6 38.6 38.8 38.9

Retail sales ($ million, monthly
averages) 15 775 16 047 15 101 15 421 16 154 16044 16 254 16419 16 959 17 172



Table B. Industrial production, employment and other business indicators (cont'd)

Seasonally adjusted

1989 1990 1991 1992 1993

Orders and inventories in

manufacturing ($ million)

New orders (monthly averages)5
Unfilled orders (end of period)
Total inventories (end of period)

25 7)6 24 641

29 635 26 052

44 523 45 118

23 313

25 247

42 319

23 924 26 132

25 959 29 646

42 181 43 572

1993

111 IV

25 402 25 782 27 063

28 412 28 050 29 646

42 575 43 035 43 572

1994

I II

27 098 28 630

30 535 31 159

44 681 45 447

1. Not seasonally adjusted.
2. Not seasonally adjusted, end of period.
3. Estimates of employment, earnings and hours from april 1983 are based on a revised survey and are not seasonally adjusted.
4. Includes storage, electric power gas and water utilities.
5. 3-month averages for quarters.
Source: OECD, Main Economic Indicators: CANSIM - Statistics Canada.



Table C. Prices, wages and finance

1989 1990 1991 1992 1993
1993 1994

III IV I II

116.7 121.5 127.3 126.8 128.9 129.1 129.0 129.0 129.4 129.3

119.3 125.1 132.4 134.9 137.4 136.9 137.6 138.5 137.6 137.0

110.4 110.7 109.5 1 10.1 113.7 113.0 113.7 115.0 116.9 118.9

116.4 121.9 127.6 132.1 134.8 134.7 134.1 135.1 137.6 137.3

60 093 44 814 33 706 33 053 39 769 40 208 40 496 42 444 49 392 52 356

Prices (1985 = 100)

Consumer prices all items 1)8.7 124.4 131.4 133.4 135.8 135.4 136.0 136.7 136.0 135.5
of which:

Food

Non-food

Producer prices manufactured goods

Wages and profits

Hourlv earnings in manufacturing
(1985 = 100)

Corporate profits before tax ($ million,
annual rates)

Banking ($ million, end of period)
Chartered banks:

Canadian dollar deposits 274 630 297 995 311952 339 085 377 231 354 942 373 243 377 231 376 430 393 667
of which:

Personal savings deposits 184 228 202 597 216 515 228 732 263 766 248 134 262 507 263 766 261421 273 169
Liquid assets 28 084 32 099 46 535 57 865 82 181 69 218 75 437 82 181 76 299 78 446
Holdings of Govt, of Canada direct and

guaranteed securities 3451 6488 11819 17 388 32 829 26731 31704 32 829 35 557 34421
Total loans 280 458 290 814 305 814 323 996 357 878 330 737 346 466 357 878 367 438 382 454

Currency outside banks 18 437 19 099 20 373 22 000 23 603 22 992 23 388 23 603 24 413 24 791

Interest rates (per cent, end ofperiod)

Prime corporate paper (3 month) 12.4 11.7 7.6 7.3 4.0 4.6 4.8 4.0 5.8 6.6
Yield of long-term Govt, bonds 9.7 10.4 9.1 8.6 7.3 8.1 7.4 7.3 7.8 9.1

Miscellaneous

Share prices Toronto stock exchange
(1985 = 100) 140.1 126.1 127.9 125.5 143.9 143.0 148.6 156.8 163.5 155.1

Source: OECD, Main Economic Indicators; CANSIM - Statistics Canada.



Table D. Balance of payments

Million US dollars

Current account

Merchandise exports
Merchandise imports
Trade balance

Services, net
Travel

Investment income

Other services

Transfers, net
Private

Official

Current balance

Capital account

Long-term capital, net
Private direct

Private portfolio
Public '

Short-term capital, net
Private non monetary
Private monetary institutions
Official non-monetary

Miscellaneous official accounts

Allocation of SDRs

Errors and omissions

Change in reserves

1. Excludes special transactions.
Source: Statistics Canada; OECD Secretariat.

1989 1990 1991 1992 1993
II

1993

HI IV

19Î

1

14

H

88 685

72 654

16 032

89 646

77 074

12 573

89 024

81344

7 680

98 007

89 047

8 959

115 294

107 204

8090

122 963

116 989

5 974

128 411

120 113

8 298

125 941

122 247

3 694

132 413

126 355

6 058

144 045

136 429

7 616

-16 483

-1 642

-12 346

-2 495

-16 892

-1 541

-12 761

-2 590

-17 978

-839

-13 718

-3 421

-20 699

-1 907

-15 446

-3 346

-25 475

-2 387

-19 759

-3 329

-28 969

-3 631

-21 157

-4 181

-29 847

-5 792

-19 574

^1481

-27 756

-6 599

-16 636

^4 521

-28 061

-6 747

-16 764

-4 550

-31 607

-6 106

-20 669

^t 832

-176

178

-354

-215

174

-389

187

238

-51

-53

602

-655

241

878

-637

236

966

-730

-63

955

-1018

13

912

-899

97

858

-761

191

837

-646

-627 ^1534 -10 111 -11 793 -17 144 -22 759 -21 612 -24 048 -21907 -23 800

4 025

1069

4 467

-1 510

5 072

-2 564

8 272

-635

15 222

-720

15 960

-18

8 270

-500

9 220

^150

10448

2 608

8 285

^145

14 244

435

14 637

-829

10454

3 120

8 568

-1 233

10 870

-2 943

15 370

-1 557

7 972

888

8 487

-1 402

19 245

-1 246

20 500

-9

-^132

-981

-736

1285

3 124

2 471

999

-346

-3 667

-1 915

-3 284

1532

7714

3 242

3 385

1087

14 851

6 705

2 295

5 851

8 276

8 279

-484

481

13 122

8 017

2 197

2 908

12 995

7 171

3 782

2 042

6 920

9 281

-4 014

1653

9 273

1232

-497

8 538

960

0

^1770

870

0

-4 613

972

0

-1936

1547

0

-2 372

-6

0

-475

-2

0

533

-3

0

-1405

-4

0

-2 281

-3

0

1237

3

0

-5 185

-843 -81 476 3 363 7 674 291 556 -2 469 -5 780 ^164



Table E. Public sector

BUDGET INDICATORS: GENERAL GOVERNMENT ACCOUNTS

(per cent of GDP) '

Current receipts
Non-interest expenditure

Primary budget balance
Net interest payments
General government budget balance

of which:
Federal

Provincial, local, hospitals
Pension plans2

General government debt
Gross debt

Net debt

of which;
Federal

1960

18.9*

1970

7.3

1980

16.2

1992

50.0

1993

26.0 34.3 36.1 43.1 42.6

26.1 31.2 34.9 42.3 42.0

-0.6 1.9 -0.9 -2.3 -2.4

1.1 1.1 1.9 4.8 4.7

-1.7 0.8 -2.8 -7.1 -7.1

-0.6 0.3 -3.4 -42 -4.6

-1.1 -0.8 -0.3 -2.9 -2.3

0.0 1.3 1.0 0.0 -0.1

66.9* 52.9 44.6 87.5 92.2

26.7* 11.7 13.5 57.1 61.8

52.0

B. THE STRUCTURE OF EXPENDITURE

(per cent of GDP)

Total general government expenditure
Current consumption
Transfers to persons
Subsidies (+ capital assistance)
Capital formation
Other programme expenditure
Total programme expenditure
Gross interest payments

28.8 34.9 40.3 51.5 51.1

13.4 18.5 19.1 21.8 21.5

7.8 7.8 9.8 15.6 16.0

0.8 1.1 3.0 2.2 1.8

3.8 3.5 2.7 2.3 2.3

0.2 0.3 0.3 0.4 0.4

26.0 31.2 34.9 42.3 42.0

2.8 3.6 5.4 9.2 9.1

C. GENERAL GOVERNMENT EXPENDITURE BY FUNCTION, FINANCIAL MANAGEMENT SYSTEM BASIS

(per cent of GDP, fiscal year)

Social services

Education

Health

Transport and Communication
National Defence

General Services

1965-66 1970-71 1980-81 1990-91 1991-92

5.4 6.7 8.6 10.2 11.6

5.2 6.8 5.8 5.6 6.0

2.9 4.8 5.2 6.3 6.8

3.7 3.1 3.0 2.3 2.3

2.7 2.0 1.6 1.7 1.6

1.7 2.6 2.8 2.7 2.8

* 196Î.

1. National accounts basis.

2. Canada and Quebec Pension Plans.
Source: Department of Finance.
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Table F. Financial markets

1970 1980 1992 1993

SIZE OF THE FINANCIAL SECTOR (percentages)'

Sector employment/total employment
Net financial assets/GDP

STRUCTURE OF FINANCIAL ASSETS AND LIABILITIES

Financial institutions' share in domestic financial assets

(per cent)
Government securities in NFB2 total financial assets (per cent)

STRUCTURE OF NFB LIABILITIES

Debt to equity ratio3

Short-term:

Securities and mortgages ($ billion)
Trade payables ($ billion)

Long-term:
Bonds ($ billion)

Loans and corporate claims
($ billion)

INTERNATIONALISATION OF MARKETS

Share of foreign cunency assets and liabilities
in the banking sector4
Assets

Liabilities

Foreign purchases of Canadian securities3
Canadian purchases of foreign securities3

DEBT (per cent of GDP)

Private non-financial sector

NFB16

Households7

4.8

6.3

34.0

0.3

1.17

28.9

28.6

12.4

-1.2

77.3

45.3

5.7

4.3

38.6

0.1

1.42

6.2

6.2

41.0

2.7

1.46

39.1

40.2

18.2

0.6

81.6

52.5

32.9

35.1

60.3

18.8

85.9

62.8

6.2

6.9

41.5

2.3

1.48

8.7 33.4 109.4 119.8

12.4 54.9 94.9 96.5

13.7 28.7 89.3 97.7

27.0 105.5 250.6 256.6

30.8

33.3

75.4

20.0

88.0

64.0

1 . Public and private financial institutions and insurance.
2. NFB = non-financial corporate business, excluding farms.
3. (Liabilities - shares)/shares.

4. Per cent of consolidated balance sheet of chartered banks, exludes other deposit-taking institutions.
5. Per cent of net issues on domestic securities markets. Data include new issues as well as secondary market transactions.
6. Liabilities less shares.

7. Persons and unincorporated business liabilities less trade payables, other loans and other Canadian bonds.
Source: Bank of Canada Review; Labour Force Survey; National Authorities (National Balance Sheet; Security transactions

with non-residents).
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Table G. Labour-market indicators

A. LABOUR MARKET PERFORMANCE

Cyclical
peak:

1979

Cyclical
trough:

1982 1985 1993

Standardised unemployment rate 7.4 10.9 10.4 11.3

Unemployment rate: Total
Male

Women

Youth1

7.4

6.6

8.8

12.9

11.0

11.0

10.9

18.7

10.5

10.3

10.7

16.4

11.2

11.7

10.6

17.7

Share of long-term unemployment in total
unemployment2 3.4 5.4 10.3 13.8

Dispersion of regional unemployment rates3 3.4 3.0 3.8 4.0

B. STRUCTURAL OR INSTITUTIONAL CHARACTERISTICS

1970 1980 1985 1993*

Participation rate:4 Total
Male

Women

62.4

84.5

40.4

71.4

85.8

57.2

73.6

84.6

62.8

74.9

82.3

67.6

Employment/population (15-64 years)
Average hours worked

Part-time work (as per cent of dependent
employment)

66.0

36.0

n.a.

65.8

35.1

13.0

70.2

34.8

15.5

66.5

34.4

17.3

Non-wage labour costs5 (as percentage of total
compensation)

Government unemployment insurance replacement
ratio6

Unionisation rate7

6.1

22.5

36.4

8.5

31.2

37.6

9.8

33.8

39.0

11.8

36.5

37.4

Average percentage changes (annual rates)
1970

1960

1980

1970

1993*

1980

Labour force 2.7 3.3 1.4

Employment: Total
Goods-producing
Services

2.9

0.6

4.3

3.1

1.8

4.1

1.1

-0.7

1.9

Or latest available year.

People between 15 and 24 years as a percentage of the labour force of the same age group.
People looking for a job since one year or more.
Measured by standard deviation for 10 provinces.
Labour force as a percentage of relevant population group, aged between 15 and 64 years.
Employers" contributions to social security and pension funds.
Unemployment benefits per unemployed divided by the compensation per employee.
Figures for 1970 are 1970-79 average.
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Table H. Production structure and performance indicators

A. PRODUCTION STRUCTURE

Per cent share of GDP

at factor cost

(constant prices)
Per cent share of total employment

1975 1980 1993 1975 1980 1993

Agriculture
Mining and quarrying
Manufacturing

of which:
Food

2.8

5.4

20.4

2.3

2.4

4.5

19.7

2.3

2.3

4.2

17.8

1.8

5.2

1.5

20.2

2.5

4.5

1.8

19.7

2.4

3.6

1.2

14.5

1.9

Paper and paper products
Primary metal industries
Fabricated metal products, machinery

and equipment
Chemicals and chemical products

1.8

1.9

4.7

1.2

2.0

1.4

4.7

1.3

1.5

1.5

4.8

1.5

1.4

1.3

4.6

0.9

1.3

1.3

1.0

1.0

0.8

0.8

Construction 6.4 6.4 5.3 6.5 5.8 5.3

Market services 57.7 59.2 63.0 58.7 60.2 67.6

of which:

Transport, storage and communication
Wholesale and retail trade

7.4

11.3

7.8

10.7

8.5

12.1

7.6

17.6

7.3

17.2

6.2

17.3

Finance, insurance and real estate 13.6 14.9 16.9 5.1 5.7 6.2

Community, business social and
personal services 22.3 22.4 22.3 27.2 28.9 36.8

Government services 8.1 7.4 6.5 7.2 6.9 6.9

B. MANUFACTURING SECTOR Productivity growth by sector (GDP/employment, annual rate)

PERFORMANCE

(constant prices)
1980

1975

1990

1980

1993

1980

Manufacturing 0.4 2.7 2.8

of which:
Food 1.4 1.8 1.4

Paper and paper products
Primary metal industries
Chemicals and chemical products

3.6

-5.4

1.3

0.9

2.8

4.6

1.4

5.3

3.9

Source: Canadian authorities; OECD, National Accounts.
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BASIC STATISTICS:

INTERNATIONAL COMPARISONS



Units Reference period' Australia

Population

Toul	Tliousands 1991 17 292
Inhabitants per sq. fan	Number 1991 2
Net average annual increase over previous 10 years 	 ft 1991 1 5

Employment

Total civilian employment (TCE)3	Thousands 1991 7 705
Of which: Agriculture	% of TCE 5.5

In*»"y	» of TCE 242
Services	ft of TCE 70.4

Gross domestic product (GDP)
At current prices and current exchange rales 	Bill. US$ 1991 297 4
90 <*&**	US$ 17 200
At current prices using current PPPV	Bill. US$ 1991 280
P" capita	US$ 16 195
Average annual volume growth over previous 5 years .... % 1991 2.8

Grow 8xed capital formation (GFCF) 	% of GDP 1991 20.5
Of which: Machinery and equipment	% of GDP g.&

Residential construction	% of GDP 4.6
Average annual volume growth over previous 5 years .... ft 1991 0.3

Grow saving ratio4	% of GDP 1991 17.2

General government

Current expenditure on goods and services 	ft of GDP 1991 18,3
Current disbursements3	% of GDP 1991 36 6
Current receipts	. % of GDP 1991 337

Net official development assistance	ft of GDP 1991 0.35

Indicators of living standards
Private consumption per capita using current PPPV .... US$ 1991 9 827
Passenger cars, per 1 000 inhabitants	Number 1990 430
Telephones, per 1 000 inhabitants	Number 1990 448 (89)
Television sets, per 1 000 inhabitants	Number 1989 484
Doctors, per 1 000 inhabitants	Number 1991 2
Infant mortality per 1 000 live births	Number 1991 7.1

Wages and prices (average annual increase over previous
5 yean)

Wages (earnings or rales according to availability)	 ft 1991 54
Consumer prices	% 1991 g'7

Foreign trade

Exports of goods, fob*	Mill. USS 1991 39 764
As ft of GDP	% ]3 4
Average annual increase over previous 5 years 	 ft ]3 2

Imports of goods, cif»	Mill. US$ 1991 38 844
As ft of GDP	% J3_,
Average annual increase over previous 5 years 	 ft jO.l

Total official reserves'	Mill. SDR's 1991 11 432
As ratio of average monthly imports of goods 	 Ratio 3,5

* At current prices and exchange nies.
1. Unless otherwise staled.

2. According to the définitions used in OECD Labour Force Suâmes
3. PPP'i = Purchasing Power Parities.

4. Gross saving = Gross national disposable income minus privas; and government consumption.
5. Current disbursements = Current expenditure on goods and services plus current transfers and paymnts of property income.
6. Gold included in réserves is valued at 33 SDR's per ounce. End of year.
7. Including Luxembourg.

Austria

25.6

18.2

45.7

47.2

0.33

9 591

382

589

475

2.1

7.4

5.2

2.5

40 985

24.9

12.8

48 914

29.7

13.7

6 591

1.6

Belgium

21.4

14.7

54.6

49.8

0.42

Canada

7 823 10 005 27 000

93 328 3

0.3 0.2 1

3 482 3 735 12 340

7.4 2.6 4.5

36.9 28.1 23.2

55.8 69.3 72.3

164.7 196.9 583.7

21 048 19 677 21 617

135.6 171.5 520.6

17 329 17 145 19 281

3.3 3.2 1.9

25.1 19.8 20

10.4 , 10.4 (90) 6.4

4.6 (90) ' 4.2 6.2

5.2 8.5 4.2

14.4

21.3

47.9

43.1

0.45

10 756 11 634

387 469

546 570

447 626

3.6 2.2

8.4 6.8

3.5 4.5

2.5 4.8

118 291' 127 658

60.1 21.9

11.4 7.9

120 330' 116 729

61.1 20

12 7.8

8 541' 12 544

0.9 1.3

5 154

120

0.1

2 612

5.7

27.7

66.6

130.3

25 277

90.7

17 603

1.1

16.9

8.5

3.2

-2.9

17.9

25.1

57.2

55.5

0.92

9 139

311

972

528

2.8

7.5

5.9

3.7

34 988

26.9

11.1

31 647

24.3

7.2

7 445

2.8

5029

15

0.5

2 330

8.5

29.2

62.3

121.2

24 097

77.8

15 480

1.4

22.4

7.4

6.1

0.1

14.7

24.4

46

42.6

0.77

20.7

18.3

47

46.5

0.62

Germany

23.1

17.7

44.2

44.5

0.43

BASIC STATISTICS:

Greece Iceland

57 050 63 889 10 269

104 257 78

0.5 0.4 0.5

21 782 28 533 3 768

5.8 3.4 22.6

29.5 39.2 27.5

64.8 57.4 50

1 195.8 1587.8 70.2

20 961 24 852 6840

1035.6 1257.8 79.4

18 152 19 687 7 729

2.7 3.8 1.9

20.9 21.4 18.6

9.4 10 7.8

5.1 5.7 4.4

4.6 5.4 3.5

15.3

19.9

47.6

37

0.08

8686 10 928 10 672 5 516

386 413 480 169

530 482 671 458

488 400 506 195

2.5 2.7 3.2 3.4

5.8 7.3 7.1 9

8.3 3.8 4.7 16.9

5.2 3.2 2.1 16.7

26 508 216 157 409 620 8 014

21.9 18.1 25.8 11.4

7.1 11.7 10.6 8.9

26 953 225 260 344 454 19 831

22.2 18.8 21.7 28.2

7.2 12.2 15.3 11.9

6 779 25 851 47 729 2 398

3 1.4 1.7 1.5
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EMPLOYMENT OPPORTUNITIES

Economics Department, OECD

The Economics Department of the OECD offers challenging and rewarding opportu¬
nities to economists interested in applied policy analysis in an international environment.
The Department's concerns extend across the entire field of economic policy analysis,
both macro-economic and micro-economic. Its main task is to provide, for discussion by
committees of senior officials from Member countries, documents and papers dealing
with current policy concerns. Within this programme of work, three major responsibili¬
ties are:

- to prepare regular surveys of the economies of individual Member countries;
- to issue full twice-yearly reviews of the economic situation and prospects of the

OECD countries in the context of world economic trends;

- to analyse specific policy issues in a medium-term context for theOECD as a
whole, and to a lesser extent for the non-OECD countries.

The documents prepared for these purposes, together with much of the Department's
other economic work, appear in published form in the OECD Economic Outlook, OECD
Economic Surveys, OECD Economic Studies and the Department's Working Papers
series.

The Department maintains a world econometric model, INTERLINK, which plays
an important role in the preparation of the policy analyses and twice-yearly projections.
The availability of extensive cross-country data bases and good computer resources
facilitates comparative empirical analysis, much of which is incorporated into the model.

The Department is made up of about 75 professional economists from a variety of
backgrounds and Member countries. Most projects are carried out by small teams and last
from four to eighteen months. Within the Department, ideas and points of view are
widely discussed; there is a lively professional interchange, and all professional staff
have the opportunity to contribute actively to the programme of work.

Skills the Economics Department is looking for:

a) Solid competence in using the tools of both micro-economic and macro-
economic theory to answer policy questions. Experience indicates that this
normally requires the equivalent of a PH.D. in economics or substantial rele¬
vant professional experience to compensate for a lower degree.

b) Solid knowledge of economic statistics and quantitative methods; this includes
how to identify data, estimate structural relationships, apply basic techniques of
time series analysis, and test hypotheses. It is essential to be able to interpret
results sensibly in an economic policy context.



c) A keen interest in and knowledge of policy issues, economic developments and
their political/social contexts.

d) Interest and experience in analysing questions posed by policy-makers and
presenting the results to them effectively and judiciously. Thus, work experi¬
ence in government agencies or policy research institutions is an advantage.

e) The ability to write clearly, effectively, and to the point. The OECD is a
bilingual organisation with French and English as the official languages. Can¬
didates must have excellent knowledge of one of these languages, and some
knowledge of the other. Knowledge of other languages might also be an
advantage for certain posts.

f) For some posts, expertise in a particular area may be important, but a success¬
ful candidate is expected to be able to work on a broader range of topics
relevant to the work of the Department. Thus, except in rare cases, the Depart¬
ment does not recruit narrow specialists.

g) The Department works on a tight time schedule and strict deadlines. Moreover,
much of the work in the Department is carried out in small groups of econo¬
mists. Thus, the ability to work with other economists from a variety of cultural
and professional backgrounds, to supervise junior staff, and to produce work
on time is important.

General Information

The salary for recruits depends on educational and professional background. Posi¬
tions carry a basic salary from FF 262 5 12 or FF 323 916 for Administrators (economists)
and from FF 375 708 for Principal Administrators (senior economists). This may be
supplemented by expatriation and/or family allowances, depending on nationality, resi¬
dence and family situation. Initial appointments are for a fixed term of two to three years.

Vacancies are open to candidates from OECD Member countries. The Organisation
seeks to maintain an appropriate balance between female and male staff and among
nationals from Member countries.

For further information on employment opportunities in the Economics Department,
contact:

Administrative Unit

Economics Department
OECD

2, rue Andre-Pascal
75775 PARIS CEDEX 16

FRANCE

Applications citing "ECSUR", together with a detailed curriculum vitae in English
or French, should be sent to the Head of Personnel at the above address.
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