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Editor's Note

Greg Mason,
Editor,
Western Economic Review.

This marks the third year that
the Western Economic Review has been
published. Slowly, and certainly
not without some pain (postal
rates!), the Review has evolved from
a relatively informal '"house! bulle-
tin to a refereed journal, offering,
we hope, timely yet rigorous analy-
sis of current economic issues.

The objectives of the Western Ec-
onomic Review are to provide a forum
for informed policy comment, with
some stress on western Canadian per-
spectives. In this issue, we are
expanding the focus to incorporate
material on social welfare policies.
These comprise a major portion of
government expenditures, and cer-
tainly have important micro and ma-
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croeconomic impacts. In addition,
the regular appearance of the "Ana-
lysts' Notebook! is designed to al-
low practitioners to gain thumbnail
sketches of recent developments in
methods. In this way we hope to
provide you, the reader, with in-
sight into modern economic analysis.

Another objective of the journal
is to publish material by all social
scientists who can provide new per-
spectives on social and economic
policy. To this end, we are espe-
cially endeavouring to publish ma-
terial from researchers in the pub-
lic and private sector. Frequently,
much excellent work is unnoticed, an
omission we hope to correct in the
next several years.
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In Defence of Industrial Policy*

Professor L. R. Klein,
Department of Economics,
University of Pennsylvania.

2.1 INTRODUCT I ON

What do we mean by industrial
policy? Ils it a good thing or not?
Does it hold out some hope for the

world economy? First, let me give a
rationale for industrial policy, or
why |, at least, think it has re-
cently come to the fore.

A year ago, when the Internation-
al Monetary Fund was meeting in Can-
ada, it was thought that there was a
true crisis in the making. Now, it
appears there is a recovery taking
place. This recovery remains only
partial; it is perhaps the main rea-
son for the current interest in in-
dustrial policy.

The importance of industrial pol-
icy is highlighted by the fact that
aimost all of the leading contenders
for Democratic Party nomination in
the United States are putting out
position papers on this topic. One
bright young American economist has
said industrial policy will be to
the Democratic .Party in the United
States what supply-side economics
was to the Reagan administration.
Indeed, even the President has just
appointed a White House Commission

Western Economic Review, Vol.

to look into industrial policy.
There have also been a number of
conferences throughout the United
States, often among academic
economists, where, on the whole, in-
dustrial policy is getting a very

cool reception. * | happen to disa-
gree with this dominant position.

Some of my most distinguished
colleagues believe that the problems
of the major industrial countries
and the problems of the worid now
are essentially macroeconomic. They
argue that if we could only get our
overall fiscal and monetary policies
right, and perhaps our trade commer-
cial policies, then nothing would be
as good a tonic to the industrial
and the whole world economy as a
sustained recovery.

However, macroeconomics can go
only so far. It is certainly a nec-
essary part of the policy mix and
part of the recovery strategy, but
it is by no means sufficient, The
problems remaining are "structural"
and these will be met only with spe-
cific, targetted policies, and not
with overall macro policy.

3, No. 1, March 1984 [ISSN 0715-4577]



2.2 INDUSTRIAL POLICY DEFINED

There are many kinds of structur-
al policies that might be relevant
to deal with economic stagnation.
For example, if we have a problem
throughout the world of youth unem-
ployment (as we do), an imbalance in
the age structure of the unemployed,
it may be a structural policy, such

as some special youth training fa-
cility, vyouth labour services, or
subsidy programs for on-the-job

training, that may be useful. These

are not macro policies, but are
rather precise and specific. They
also may be part of an industrial

policy, but are not necessarily the
key part. The real question s,
what do we mean by an industrial
policy?

Professor A. Ando puts the prob-
lem nicely in terms of modern eco-
nomic analysis. For him, the prob-
lem is that the natural rate of
unemployment, which is a hot topic
these days, 1is very high. We can
get down to the natural rate using
macro policy, but that still leaves
us in a rather unsatisfactory state
of affairs with 7 or 8 percent unem-
ployment. If we are to reduce the
unemployment rate back toward what
we used to believe is the '"natural"
level, L percent or thereabouts,
then we will have to turn to some
kind of basic structural policy.
That is how one might look at the
objective of industrial policy -
namely, to bring down the natural
rate of unemployment.

Another somewhat more popular ex-
planation of industrial policy is to

say that we are in a transitional
state in the world economy and are
moving, to use the lingo, from"
smoke~stack" to "sunrise" industries

(new technologies). This is a com-

Western Economic Review,
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plicated transitional state for the
world and industrial policy is need-

ed to bring the world economy
through this phase.
Toward the end of the previous

administration in the United States,
industrial policy started to become
popular. Many of vyou might have
seen an issue of Business Week maga-
zine - | think it was in the summer
of 1980 - called "The Reindustriali-
zation of America." That followed a
conference of the preceding spring
at Harvard University, with the
question: '""Can the United States Re-

main Competitive?" At that time,
there began a body of opinion that
America has fallen behind, that we

have become not very productive, and
that there has been a decline in
productivity growth. Both the Busi-
ness Week survey and the conference
at Harvard pointed to the possibili-
ty that something could be done to
revive competitiveness of industry
and to promote this transition state
from ''smoke-stack! to ‘"sunrise" in-
dustries.

Industrial policy means creating
new lines of policy action that are
very specific. They are industry,
product, and market oriented, which
makes industrial policies distinct
from macroeconomic policies. |n ma-
croeconomics, we change an overall
tax rate and do not interfere with
the market process. Alternatively,
we might change a discount rate by
the intervention of monetary author-
ities in the bond markets, which af~
fects the overall interest rate by
extension of the term structure and
then the price level and other vari-
ables. Industrial policy is just
the opposite. |t attempts to inter-
vene directiy.
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2.3 INDUSTRIAL POLICY: APPRAISAL

Industrial policy, like other
popular economic policies (for exam-
ple, incomes policy), immediately is
subject to the query, "Has it ever
worked?" People who do not like in-
comes policy, for example, say it
has never worked so why try it?
They say the same thing about indus-
trial policy. Can you produce exam-
ples where industrial policy has
worked? I claim that there are two
pretty good examples. First, there
is Japan in the 1960s, which we
would call the income-doubling dec-
ade, and | interpret this as a suc-
cessful implementation of industrial
policy. Second, there is France un-
der Jean Monnet, implementing what
is called '""le Plan."

Detractors maintain that indus-
trial policy is going to boil down
not just to picking the winners, but
also to backing the losers. The
cases they cite are the United King-
dom in the '70s, where everything
seemed to fall apart in that period
of low productivity and poor per-
formance for the economy, despite
what seemed to be an active indus-
trial policy promoted by the Nation-
al Industrial Development Corpora-
tion. Then there is Sweden, which
would be characterized as a country
of great enlightened social advance-
ment, but which has suddenly found
itself 1in great economic trouble;
all the great advancements have be-
come set-backs. One example is that
Sweden invested in the inventories
of companies who had cyclical trou-
bles in order to keep up employment.
They quickly found themselves hold-
ing goods that did not have markets.
Swedish economists say that indus-
trial policy backed losers, and just
resulted in a lot of inventories
which could not be sold. This cost
the public dearly and sent the econ-
omy into trouble. So, the opponents
tend to emphasize the perverse side,

Western Economic Review,

while | tend to emphasize the Japa-
nese and French experience.

Many studies available in the
United States argue that Japan did
not really have an industrial poli-
cy, or that it was not really so
successful. What this research
fails to appreciate is the long cul-
tural build-up to a society of co-
operation between government and
business that worked, and worked
successfully, for the great surge of
Japan in the 1960s. Remember, ac-
cording to the World Bank and other
multilateral organizations, Japan
was considered a developing nation
until about 1963. They would not
have been able to become one of the
jeading industrial nations of the
world in such a short time without
an industrial policy. Detractors
point to the steel and ship-building
industries, now classified among the
sunset industries, as mistakes where
Japanese industrial policy failed.
They do not recall what was going on
in Japanese plants in the late '50s
and early '60s, and they certainly
do not recall the transformation
from dependence on foreign technolo-
gy to a situation of Jleadership in
new technologies. Many skeptics ap-
parently did not ride in Japanese
cars when they over-heated on ex-
pressways, when they broke down, or
when they did not start in winter
time, and they do not acknowledge
the really concerted effort to make
a car that would sell around the

wor 1d. They fail to appreciate the
revolving door between industry,
business, and government that pro-

duced this remarkable growth.

| am impressed by a book on Japa-
nese industrial policy by Shinohara
(1982), who was very active in the
1960s, and in which numerous details
are cited of how HMIT! and other
planning organizations within the
Japanese government worked with the
industrial sector to pick out the
lines that would be followed. | am
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also struck with an intriguing book
by Morishima, now at the London
School of Economics, called "Why Has
Japan Succeeded?" in which he tries
to trace through the cultural devel-
opment of Japan, to a large extent
based on Confucian ideals, and other
philosophies which made Japan ripe
for worker participation in the com-
pany's interest, and in the state's
interest. That is all part of what
| view as industrial policy.
Japanese and French economists
say that it was really easy in the
1960s. Almost anything they picked
turned to gold. Now, they are try-
ing to repeat this, and they are
more uncertain. They have less con-
fidence that their choices are going
to be real winners. But in the last
couple of weeks, | visited the high
technology frontier of Japan, which
is a new city and new university
north of Tokyo, called Tsukuba.
There is a tremendous effort, built
up in just about ten years, to have
a line of influence between indus-
try, government, and the academic
community to perfect robots, micro-
technologies, protect the environ-
ment, and to use energy efficiently.
In France, | was very struck by
their choice of electronics, another
new line of technology, as the way
to go. Here we have two examples of
countries that were successful in
the past and are now pursuing an in-
dustrial policy to give them good
growth in the future. It is proba-
bly true that every country cannot
sell to everybody else and it is
probably true that if every country
looks at the same industry and fol-

lows the same kind of industrial
policy, they will not all be suc-
cessful. Nevertheless, | think that

the countries who do not adopt an
industrial policy may be left by the
way-side.

Western Economic Review,

2.k INDUSTRIAL POLICY AND ITS

DIRECTION
Some' industrial policies have
overall characteristics - they are

not macroeconomic necessarily, but
they are not industry-specific - and
have features which | feel everyone
would support. For example, Pro-
fessor Jim Ball argues that indus-
trial policy is not 1like a day at
the races picking the winners, but
it is improving the breed, and try-
ing to get the best thoroughbred.
Primarity, that means channelling
support into R and D, into basic
scientific research, and into the
academic community. It is a matter
of priorities, but one of the prima~
ry inputs of an industrial policy
must be to support the research es-
tablishment. Looking at the United
States, it is quite evident that for
the past decade we have declined, in
inflation-corrected terms, in sup-
port of R and D. In some way, this
is responsible for the productivity
tag and for the thinking that we are
not going to be able to compete ef-~
fectively. R and D expenditures are
presently very high, but this is
primarily for the military. This
has always had some spin-off in the
past, but now it may be relatively
ineffective to get an indirect re-
sult from military R and D into the
civilian sector.

Second, consider training and re-
training. The typical case is to
have the unemployed steel-worker
take a course in computer program-

ming and learn to adapt to the new
technology. This is happening
throughout the country now. People

are going to computer schools, buy-
ing personal computers, becoming
schooled in the ways of operation,
and it is not only very young people
but people in the LO-year-old,
50-year-old age group who are able
to make the transition to working
with terminals and computers, and
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learning some of the new technolo-
gies. There is very little argument
that retraining is a good thing.

Another line of activity that
looks promising is trade liberaliza-
tion. In the current recession, we
are getting just the opposite. This
protectionism may extend to the new
technologies, when what we need for
advancement of "hi-tech" is a high
and vigorous level of world trading
activity.

in the United States, we are try-
ing to take a lesson from the Japa-
nese, by trying to buy some of the
technology in steel production. of
course, General Motors is also try-
ing to go into a joint production
with Toyota; we have many other
combinations like this. Another
Japanese idea that 1is being pursued
is the use of the trading company.
if we say that we are non-competi-
tive - non-competitive for a variety
of cost and productivity reasons -
one solution is a trading company
which explores opportunities in the
wor ld market, overseas tastes, over-
seas sizes, overseas needs in indus-
try and undertakes foreign sourcing.
For this to work, trade liberaliza-
tion is needed. While it is too
early to judge, the first trading
companies that have been established
to challenge Mitshubishi and Sumito-
mo and other giant Japanese traders,
are companies that are sponsored by
General Electric, Sears-Roebuck, and
J.C. Penny, and general impressions
are on the whole, favourable.

Yet another line of activity
which is distinctly American is en-
couragement of capital by reduction
in capital gains taxes. There have

been two major reductions, in 1978
and in 1981, simultaneous with an
increase in activity on the minor

issues for small
also witnessing

funds that ex-
unknown companies and
This is

stock exchanges for
companies. We are
the growth of mutual
plore little
supplying equity capital.

Western Economic Review,

promising and | think the reduction
of capital gains taxes has helped.

| could enumerate many policies
of training, research and develop-
ment, venture capital and trading

Economists, in general,
to accept them along
with an accommodating monetary and
fiscal policy, but they draw back
when we try to pick the winners, or
try to identify the outstanding in-
dustries. One of the problems is
that everyone is picking the same
industries, such as micro-electron-
ics. Another common choice is in-
formation technology feeding off mi-
cro-electronics and communications.
The whole field of bio-technology,
which is a field of enormous invest-
ment with few returns, where every-
one seems to assume that recombinant
DNA must hold a lot of secrets which
can be exploited for the market.
Just how do we go about identifying
directions for an industrial strat-
egy?

Some projections from the Wharton
econometric model are insightful in
that industry growth for the next
ten years may be tracked. Here is
the general outline of the scenario.

companies.
are willing

1. Manufacturing grew faster
than the economy in general
in the '60s and now will con-
form more to the average pat-
tern. This means there will
probably be some shift; manu-
facturing used to be a lead-
ing sector, but now the lead-
ing sector is more likely to
be a service sector.

2. Communications, finance, in-
surance, and real estate were
relatively high growth sec-
tors historically and are ex-
pected also to be high growth
sectors in the future.

3. Among services, medical ser-
vices are projected at a

Vol. 3, No. 1, March 1984 [ISSN 0715-4577]



comparatively high growth
rate. That is one of the po-
tentially high growth areas,
especially in high technolo-

gy.
Now for some surprises. It would
have been unwise to have rated the

coal sector's performance on the ba-
sis of its relative decline in the
'50s. However, we find coal in
these projections rebounding at a
rate that is far above the industri-
al average. Also, government, meas-
ured by value added, which is the
real value of personal services, was
not a relatively fast-growing sector
in the past, and that is contrary to
popular opinion. Qur President
would like us to believe that the
federal public sector grew very fast
and dominated our activity in the
past, but that is not so. In terms
of public sector employment, the
growth area was in the State and lo-

cal government and not in Federal
government. For the future, how-
ever, government growth is re-

strained and that is part of the ac-
tivity of overall policy in holding
down public spending.

In the 1960s, lumber for housing,
steel, aluminum and electrical ma-
chinery and automobiles expanded
rapidly. In this group of durables,
metal fabricating should recede rel-
atively, while the others hold their
own or gain as a whole. in the
non-durables manufacturing group,
rubber for cars, synthetics for tex-
tiles, and chemicals all expanded
rapidly during the '60s. They are
expected to slow down for the 1980s,

but rubber may still hold its own
position. Except for coal mining,
there should be a drop in growth

rates below the average for mining
in the future, and agriculture will
keep on a fairly slow path. That is
partly deliberate policy to hold
down farm output in order to keep up
prices and incomes. Nevertheless,

7

when we rank industries on a more
refined scale, feed grain production
to produce meat and protein foods is
one of the fast-growing sectors.

In my opinion, the way to pick
the winners is to make studies like
this. And these are made in the
technical sense by large input-out-
put cum macro models of thousands of
equations. After that, meetings
with technologists are held to look
over the array of industries, the
fast-growing, the slow-growing,
criticize them for feasibility and
possibility of reaching the targets
that are set. Then go back to the
drawing board to recompute and then
meet again to produce a rolling pro-
jection of a decade forward. Let us
now consider more informal approach-
es using historical data.

What we are looking for are
things that would make countries
competitive in world markets. And |
say there are four factors that we
should look at: First, there is
productivity - output per worker or
worker hour. Second, there are wage
rates - that is the biggest single
cost item. Together, productivity
and wage rate make unit labour
costs, the third factor for each
country. This is expressed in local
currency units. Then, of course,
countries have exchange rates, which
are sometimes used to cover up more
fundamental changes, and so we need
to compute unit labour costs in U.S.
dollars. Now the fourth factor,
which | do not have on these charts,
is profit margin, or mark-up in or-
der to get at a measure of the actu-
al price charged. These inter-coun-
try comparisons ({Table n, are
instructive in that they tell a
pretty uniform story. Japan is al-
ways at the top - always the most
efficient (lowest) in terms of cost
or the highest in terms of produc-~
tivity growth, not level. The Unit-
ed Kingdom is almost always at the
bottom; there are others in
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between. It is my opinion, since
the U.S. (and Canada) are between,
" neither worst nor best, and the fact
that we are all at the starting line

TABLE 1

on these new technologies, that we
have a chance to re-establish indus-
trial growth in North America.

Gross Domestic Product Per Worker: Selected Industrial Countries (13980)

u.s.
Dollars#*

United States 18.0
Canada 18.0
Japan 15.1
Belgium 19.1
France 18.54
Federal Republic of Germany 19.4
ltaly 11.0
United Kingdom 10.3
Denmark 17.4
Sweden 18.4
Netherlands 20.6

% Results are expressed in thousands of 1975 U.S. dollars, and

1975 exchange rates were used for currency conversion.

Table 2 gives productivity levels
in the big ten countries in 1980.
It is interesting to see that while
Japan is everybody's competitor, it
is not so high in terms of GDP - at
least, not for manufacturing in to-

Western Economic Review,

But 'Japan had very rapid
1970 and 1980, and

tatl.
growth between

that is what worries everyone. Both
Canada and the United States have
had very small increments, also a
concern.
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TABLE 2

Changes in Manufacturing Productivity

Qutput Per Hour¥

1960 - 1973 1973 - 1981
United States 3.0 1.7
Canada 4.5 1.4
Japan 10.7 6.8
Belgium 7.0 6.2
France 6.0 4.6
Federal Republic of Germany 5.5 4.5
Italy 6.9 3.7
United Kingdom 4.3 2.2
Denmark 6.4 b1
Sweden 6.7 2.2
Nether lands 7.6 5.1

s,

Next, what | have done is to
choose a group of industries; some
are new industries and others are
"traditional'. Combining wage rates
from the U.S. Bureau of Labour Sta-
tistics with 0.E.C.D. indices of in-
dustrial production and employment

by industries and the published ex-

change rates first produces output
per worker from the O0.E.C.D. num-
bers, which 1is multiplied by wage

Western Economic Review,

* Results are expressed as percent change.

rates to produce unit labour cost in
local currency. Finally, when this
is multiplied by the dollar exchange
rate, it yields a dollar unit labour
cost. Tables 3 a-f show percentage
changes from 1975 to 1980 for a few
key industries. Here one can see
that Japan is generally the lowest,
while Canada 1is relatively ineffi-
cient in local currency, and the
United Kingdom is quite inefficient.

Vol. 3, No. 1, March 1984 [ISSN 0715-4577]
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TABLE 3a

Productivity, Unit Labour Cost, and Price:
Iron and Steel Industry (1975-1980).

Unit Labour Cost¥*

Local u.sS. Producer
Productivity Currency Dollars Price
Canada 1.9 10.2 7.2 10.1
France 7.8 4.6 4.9 7.6
Federal Republic
of Germany k.9 2.2 8.6 1.4

Japan 8.2 -1.3 k.3 6.3
Sweden 2.1 9.3 8.9 6.9
United Kingdom -2.2 13.6 19.8 12.9
United States 0.9 10.3 10.3 8.7

* Results are expressed as percent change

TABLE 3b

Productivity, Unit Labour Cost, and Price:
Motor Vehicle Industry {(1975-1980).

Unit Labour Cost

Local u.s. Producer

Productivity Currency Dollars Price

Canada -2.1 1.3 10.9 9.0
France 10.7 1.0 -

Federal Republic

of Germany 0.1 7.8 14.5 3.7

Japan 10.5 2.2 3.3 0.3
United Kingdom -1.3 12.7 13.7 15.7

United States 2.3 9.0 9.0 7.6

% Results are expressed as percent change.
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TABLE 3c

Productivity, Unit Labour Cost, and Price:

1

Electrical Machinery and Electronics Industry (1975-1980).

Unit Labour Cost®

Local u.s. Producer

Productivity Currency Doltlars Price

Canada 3.3 6.8 3.8 7.2
France 5.5 9.2 9.6 -

Federal Republic

of Germany 5.0 3.0 9.5 2.0

Japan 14,1 -6.7 -1.5 0.4

Nether lands 7.8 1.5 6.5 1.6

Sweden 0.6 11.5 1.1 8.3

United Kingdom 1.8 19.9 21.0 13.4

United States 4.0 5.0 5.0 7.5

* Results are expressed as percent change.

TABLE 3d

Productivity, Unit Labour Cost, and Price:
Chemicals Industry (1975-1980).

Unit Labour Cost*

Local u.s. Producer
Productivity Currency Doltlars Price
Canada 3.2 6. 3.8 10.5
France L.8 10.0 10.3 9.5
Federal Republic
of Germany 3.5 3.3 10.4 2.9
Japan 9.7 ~-1.0 L.6 9.3
Nether lands 6.9 0.8 5.7 -
Sweden 0.7 11.8 11.4 11.8
Switzerland 6.9 -3.0 5.8 -0.6
United Kingdom 2.6 20.5 21.6 16.3
United States Lok 5.3 5.3 9.4

% Results are expressed as percent change.

Western Economic Review, Vol. 3, No. 1, March 1984
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TABLE 3e

Productivity, Unit Labour Cost, and Price:

Textile Industry (1975-1980).

Unit Labour Cost*

Local u.s. Producer
Productivity Currency Dollars Price
Canada 3.6 7.0 k.0 9.0
Denmark 3.4 7.3 7.7 6.8
France 3.2 10.6 10.9 3.4
Federal Republic
of Germany 3.6 3.7 10.2 2.6
Japan k.2 4.1 9.9 4.2
Nether lands 7.9 -0.3 L.6 3.9
Sweden 0.3 12.4 11.9 8.6
Switzerland 5.8 -0.8 6.9 0.5
United Kingdom -0.1 15.7 16.7 12.9
United States 3.0 6.1 6.1 5.9

% Results are expressed as percent change.

TABLE 3f

Productivity, Unit Labour Cost, and Price:

Paper and Allied Products (1975-1980).

Unit Labour Cost*

Local u.s. Producer

Productivity Currency Doliars Price

Canada 3.5 7.1 k., 9.2
France 6.1 7.7 8.1 5.8

Federal Republic

of Germany 5.5 2.6 3.0 2.9
Japan 5.9 0.2 5.8 6.1
Netherlands 5.5 1.7 6.7 -
Sweden 3.0 9.8 9.3 7.1
United Kingdom 2.5 10.7 20.9 13.5
United States 2.6 7.4 7.4 7.9

* Results are expressed as percent change.

Western Economic Review,
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This is interesting because the
exchange rate is being used by Cana-
da to cover up relative inefficien-
cys Canada is no longer the worst
when the exchange rate is integrated
into the analysis. The U.S. is in
between, but overall, Japan is still
the most impressive, the best in
this particular calculation, even
after taking account of the exchange
rate changes, although there are a
few exceptions, primarily in more
traditional industries {textiles and
paper and allied products).

My point of view 1is that a coun-
try should not rely on the crutch of
exchange rate manipulations, because
that also feeds back into the price
system and causes other troubles.
It should use more fundamental tech-
niques for becoming competitive and
that means raising productivity,
moderating wage claims, or moderat-
ing the profit margin.

What do we learn from this type
of exercise? This is a kind of
study, | think, which should be ex-
panded and carried through systemat-
ically, industry by industry, so
planners in different countries can
pin-point problems and potential.
It is also saying that Japan is a
formidable competitor and has been
an outstanding performer across a
spectrum of industries. The United
Kingdom, more than taking the ad-
justment and transition in training
and other policies, is taking it in
lay-offs and streamlining of indus-
tries. So the denominator of the
productivity ratio is being knocked
way down, and the United Kingdom has
a long way to go to get up to com-
petitive status.

United States and Canada are very
much in the middle and | regard that
as quite a good sign, meaning that
we could get on a new track with
better productivity and wage modera-
tion. In the Wharton projections
for the next few years, we have
American wage rates rising at 6 or 7

Western Economic Review,
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percent a year, which is a very mod-
est figure. If productivity is
showing some signs ~of reviving,
there is a good chance of the U.S.
becoming competitive once again.
When | look at these figures they
show that there is no reason to give
up hope, and that industrial policy
which really picks out good process-
es, industries, and training facili-
ties has an excellent chance to im~
prove economic performance.

On the other hand, for much of
the developing world, the situation
looks rather grim. Generally speak-

ing, this area, which aspires to 5
and 6 percent growth a year, is be-
ing projected at around 4 or 5 for

the Pacific-Asian area at the top of
the scale, but Africa is at the very

bottom, with but 1 to 2 percent
growth. It turns out that the de-
veloping countries which are best
situated, those at the high end of
the scale, namely the Pacific basin
countries, have very impressive in-

vestments in the new technologies.
These new industries are not so
heavily capitalized as the old
smoke~stack industries, and are more
based on human ingenuity, education-
al systems and talent, advantages
which these areas are wusing with
significant benefit.

In these new technological indus-
tries, there is going to be a great
deal of foreign sourcing, and there
is great opportunity for many coun-
tries. We are coming into an era
which is starting out on a sour note
with the recession. Maybe it will
turn better with recovery, but even
if there is recovery, the best pro-
jections are for a modest, slow kind
of recovery and in every forecast

there is a risk of error. There is
a very big risk in being too low in
projections. That is, things may

work out much better than we now be-
lieve - | think we call this the
up~side risk. This is, in my view,
more likely than down-side risk at
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the present time. The reason for
thinking that there may be big up-
side risk (that is, forecasting too
low a potential for the recovery) to
these somewhat mediocre projections
for the future, are the new technol-
ogies. They hold much promise, and
because of this, the cool reception
given to industrial policy by the
academic establishment is not justi-
fied. There is much to be learned,
much to be copied and much on which

to capitalize in the exploitation of
new technology. At the present
time, the 100th anniversary of the
birth of Schumpeter as well as being
the 100th anniversary of Keynes, the
attention is being given to Keynes -
quite justifiably - but Schumpeter
was the inventor of the creative en-
trepreneur and that is what we need

under an industrial policy in the
exploitation of the new technolo-
gies.

% Address delivered at the University of Manitoba, September 30, 1983.
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The Impact of Federal Grants to
Provincial Governments on Regional

Incomes™

Joseph C. Cox,
Department of Economics,
University of Kansas.

James A. Johnson,
Department of Economics,
McMaster University.

3.1 INTRODUCTION

Federal government grants to the
provinces are designed to serve sev-
eral purposes[1], but regardless of
their chief objectives, grants are
often evaluated in terms of how they
affect the incomes and the govern-
ment programs available to the resi-
dents in each province. Analyses of
the distribution of grant funds
among regions are, however, usually
concerned only with the initial al-
location of money[2]. They ignore
how individual incomes are affected
by the provincial government's allo-
cation of grant revenue among expen-

diture programs and the subsequent
rounds of expenditure.

Grant revenue which is spent
largely on capital items such as

hospital equipment, may have a dif-
ferent effect on incomes than expen-
ditures of the same magnitude on
service-oriented programs, such as
increasing the number of social
workers, The equipment manufactur-
ers may purchase materials from
steel and glass manufacturers, who
in turn may buy items from iron ore

and other natural resource produc-
ers. In contrast, the social work-
ers may purchase chiefly food,
clothing and services and, hence,

Western Economic Review,

- ining the

the chain of purchases is different.

Not only would the sum of the to-
tal chain of expenditures likely be
different from these two initial ex-~
penditures, but the impact on indus-
trial output and incomes in various
regions would also differ.  For ex-
ample, if Manitoba were the province
making the expenditure, it may be
that the chain created by the hospi-
tal equipment purchase would in-
crease employment incomes and the
sales of businesses in Quebec much
more than the chain created by hir-
ing more social workers.

The chain of purchases created by
an initial expenditure may either
support or interfere with the intent
of the grant allocation. For exam-
ple, a grant for a specific purpose
given to the Atlantic provinces may
cause a chain of purchases in which
the funds are spent largely on items
produced in the Atlantic region.
Conversely, the grant funds may be
spent chiefly on imports from Ontar-
io and raise incomes there.

Given the potential impact of the
chain of expenditure on the effec-
tiveness of grant programs, more at-
tention should be directed to exam-

subsequent rounds of
created by an initial
It is the purpose of this

expenditure
purchase,
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paper to describe a procedure for
measuring the total effect of a giv-
en grant on the employment incomes
in different regions and in various
industries. Empirical estimates,
obtained from employing this method
to measure the effects of three fed-
eral grants, are also presented and
interpreted.

3.2 DESCRIPTION OF PROCEDURE[3]

The procedure for measuring the
impact of federal grants on provin-
cial employment incomes involves two
distinct steps, and each step re-
quires an empirical model. The
first step is to determine the ef-
fect of each federal grant on the
behaviour of provincial governments,
with special emphasis on the change
in provincial expenditure. The sec-
ond step is to measure the total im-
pact of the change in provincial ex-

penditure on provincial employment
incomes.
3.2.1 Impact of Federal Grants on

Provincial Expenditures

When a provincial -government re-
ceives a grant, it may behave in
several different ways. For exam-
ple, a federal conditional matching
health grant would reduce the price
of health related items to the prov-
ince, and the provincial government
could react by increasing its expen-
diture on health from its own rev-
enue sources. The funds for this
increased expenditure on health
could be diverted from other pro-
grams, additional revenue could be
secured by raising taxes, or the
size of the government deficit could
increase. The province may, how-
ever, react to the grant by decreas-
ing the amount of its own funds that
it devotes to health related items.
Unconditional grants or conditional

Western Economic Review,
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grants which do not require any
matching of funds by the province
are almost certain to result in in-
creased expenditure on all govern-
ment programs and lower taxes/ defi-
cit, but the relative effects of
each grant may differ.

Canadian studies of the determi-
nants of provincial expenditures
have found that the level of federal
grants is an important determinant
of provincial revenues and expendi-
tures on various programs[4], and we
drew upon these earlier studies in
constructing our econometric model.
Due to limitations caused by data
availability for the second part of
our study, we estimated the response
of four Canadian regions (Ontario,
Quebec, Atlantic provinces and Mani~-
toba) to  three federal grants
(health, social welfare and equali-
zation) . in our estimation of the
determinants of per capita provin-
cial expenditure over the 1947-65
period, we used income, uncondition-
al grants, conditional grants for
each of the expenditure programs,
wage rates (to measure cost or
price), time (to measure performance
change) and other social economic
factors as explanatory variables,
The results indicated that condi-
tional grants for health and social
welfare would cause expenditures
from the province's own sources on
these programs to increase (except
for social welfare expenditures in
Quebec), and in most cases, that to-
tal provincial expenditures would
also rise (especially in Manitoba).
The empirical results also showed
that unconditional grants would
cause provincial expenditure to rise
but by a smaller amount than the
grant. For exampie, expendi ture
would increase by $.35 for each
$1.00 of an unconditional grant in
Quebec and by $.85 for each $1.00
grant in the Atlantic provinces.
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3.2.2 impact of Provincial
Expenditure Change on
Provincial Employment
| ncomes

Once the impact of various types
of federal grants on each provincial
expenditure function has been deter-
mined, the effect of the provincial
expenditure changes on provincial
employment incomes must be computed.
The allocation of existing provin-
cial expenditures among purchases
from different industries can be de-
termined{5] and it is assumed that
additional expenditures would be
spent in the same manner. If, for
example, the present budget for
health expenditures in Ontario |is
allocated such that 10 percent s
spent on agricultural goods, 15 per-
cent on mineral goods, 30 percent on
chemicals, 20 percent on metal prod-
ucts and 25 percent on labour, it is
assumed that any increase in the
budget would be spent in the same
manner. The industries which pro-
duce these added goods would allo-
cate their sales dollars among pur-
chases from other firms and payments
to economic factors (primarily wages
and salaries). These suppliers
would, in turn, make purchases from
other industries. In addition, in-
dividuals who receive factor pay-
ments make purchases at each round
of expenditure.

The instrument used to calculate
the total value of this chain is an
input-output model, which shows how
each industry allocates a dollar of
sales among purchases from each in-
dustry and payments to economic fac-
tors. By employing the input-output

model, the increase in total income
and increase in output in each in-
dustry resulting from the increase

in sales of one industry can be cal-
culated[6]. For example, the effect
of increasing the output of agricul-
tural products by $1 million on the
output of the steel industry can be

Western Economic Review,

estimated. Most input-output models
are constructed for one economy,
such as for Canada or Ontario, but
the model used in our analysis is an
interregional model which links four
Canadian regional economies {(Ontar-
io, Quebec, Atlantic provinces, and
Manitoba[7]) and the United States.
Thus, we are able to describe how an
increase in a particular expenditure
program in one region would affect
the employment income in each indus-
try and in total for each of our
five regional economies[8].

3.3 DESCRIPTION AND INTERPRETATION
OF EMPIRICAL RESULTS

While there are several interest-
ing comparisons which could be drawn
from our analysis, we believe that
the potential uses of the procedure
we propose can  be demonstrated by
two examples.

3.3.1

Impact of Federal Grants on
Regional Employment Incomes

in this section we examine the
increase in employment income in

each region due to three major
grants[9]. Spillovers from one re-
gion to another are important and

arise because governments, business-
es and consumers in one region pur-
chase goods produced by industries
located in another province, thereby
increasing incomes in the latter
province. Regions differ greatly in
population size and, rather than as-
suming that the total grant is equal
for each province, we assume an
equal per capita grant. We believe
that the assumption of equal per
capita grants provides a more mean-
ingful comparison and approximates
more closely the actual grant dis-
tribution in Canada. Qur empirical
results are demonstrated in Table 1.
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Per Capita Employment income Effects by Region of a Ten Dollar

Per Capita Increase in Grants, 1965

Aggregate

Spillover to Recipient of Grant I ncome
Atlantic Quebec Ontario Manitoba
Equalization
Atlantic 6.85 0.38 % 0.02 7.25
Quebec 0.21 6.03 % 0.05 6.24
Ontario 0.23 0.89 % 0.11 1.23
Manitoba 0.12 0.55 * 5.83 6.50
United States 0.08 0.31 % 0.0h 0.43
Health
Atlantic 22.50 2.54 0.46 0.09 25.64
Quebec 0.50 16.15 1.83 0.23 18.71
Ontario 0.51 2.61 22.70 0.44 26.26
Manitoba 0.34 1.73 2.46 26.57 - 31.10
United States 0.18 0.91 0.61 0.61 1.86
Social Welfare

Atlantic 26.57 1.01 0.31 0.08 27.97
Quebec 0.48 7.06 1.12 0.23 8.89
Ontario 0.47 0.83 10.69 0.45 12.4k4
Manitoba 0.35 0.64 1.05 26.32 28.36
United States 0.16 0.25 0.31 0.88

0.16

% Ontario did not receive an equalization grant in 1965,

Source: Joseph Cox, '"The Interregional Impact of Federal Grants to
Provincial Governments,' unpublished Ph.D. Thesis, McMaster

University, 1879, Chapter 7.

in the table indicate
the province which receives the
grant and the rows indicate the re-
gion in which the employment income
is increased. For exampie, the
first column of the table shows the
increase in per capita employment
income for each region which is cre-
ated by a $10 per capita increase in
equalization, health and social wel-
fare grants to the Atlantic provinc-
es. In the last column, the

The columns

Vol.

Western Economic Review,

increases in employment income re-

sulting from an additional grant to

all recipient provinces is shown.
Increases in employment income

are larger for the health and social
weifare conditional grants than for
the unconditional equalization grant
because the employment multipliers
are larger for the conditional
grants[10]. This relationship s
valid for spillovers, as well as for
the emp loyment income  of the

3, No. 1, March 1984 [ISSN 0715-4577]
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recipient provinces., in comparing
the two conditional grants, the
spillovers for the health grants ex-
ceed the spillovers from social wel~
fare grants.

The largest per capita spillover
is received in Ontario and is creat-
ed by an increase in the health
grant to Quebec ($2.61). In gener-
al, Ontario receives the largest per
capita spillovers from each of the
grants because the other provinces
spend a large fraction of their
grant funds on goods produced in On-
tario. Quebec ranks second as a re-
cipient of spillovers and the other
Canadian regions receive per capita
spiliovers which are between the

values for Quebec and the United
States. The largest spillovers to
the United States are created by
grants to Quebec and the lowest
spillovers result from grants to
Manitoba.

These results demonstrate that

grants to a particular province gen-
erate substantial spillovers to oth-

er regions in the form of increased
employment incomes. A $10 per cap-
ita health grant to Quebec, for ex-

ample, creates a per capita increase
in employment income in both Ontario
and the Atlantic provinces of more
than $2.50. The results also show
that the major recipients of spill-
overs are the industrial provinces,

and that both total spillovers and
the spillovers to the United States
vary by the type of grant and the

recipient of the grant.

3.3.2 Impact of Federal Grants on
Various Industries in

Different Regions

The effect on a particular indus-
try in a region may be an important
variable in determining grant poli-
cy. For example, the federal gov-
ernment may be interested in provid-
ing a stimulus to the

Western Economic Review,

agricultural-fishing-forestry indus-
try in the Atlantic provinces as
well as giving aid to 'provincial
governments. A grant scheme could
be designed which would accomplish
the primary objectives of the feder-
al grant programs while simultane-
ously providing maximum aid to this
industry grouping. One illustration
of how different industries are af-
fected by grants is presented in Ta-
ble 2.

The columns in Table 2 show the
increase in employment income by in-

dustry (expressed in per capita
terms) created by $10 per capita
federal grants in Quebec. The first

column, for example, indicates the
increase in employment incomes for
the sixteen industries located in
the Atlantic provinces, which are
generated by a $10 per capita equal-
ization grant to Quebec. The Quebec
values are largest because much of
the initial expenditure and subse-
quent rounds of expenditures due to
federal grants in Quebec are spent
on purchases from Quebec industries.
In general, values for the health
grants are larger than for the other
grants because the health grants
generate a larger increase in total
expenditure, and thus in total em-
ployment income. The largest spill-
overs in per capita terms tend to be
generated for Ontario.

The largest spillover
other region is for tertiary indus-
tries in Ontario, where the increase
in employment income is $1.01, from
health grants. Spillovers to the
tertiary industries in the Atlantic
provinces and Manitoba are the larg-
est spillovers for these regions,
but increases in employment income
for the agricultural industry are
also large. The increase in employ-
ment income of the mineral industry
in Manitoba is also sizeable,
Spillovers to the United States are
largest for the tertiary and agri-
cultural industries.

into an-
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3.4 SUMMARY AND CONCLUSIONS

We have presented a two-step pro-
cedure which facilitates an analysis
of the total effects of federal
grants on employment incomes and in-
dustries. The first step is to es-~
timate the response of the various
provincial governments to different
types of grants through the use of
an econometric model. The second
step in the analysis is to take the
change in provincial expenditures
and examine the chain of expendi-
tures generated by the initial out-
lay. This two-step procedure allows
us to measure effects such as the
following:

1. Which grant would create the

largest increase in employ-
ment income?
2. Which grant f(and to which

province) would generate the
largest spillovers in total
and for a particular region?

3. Which grant would give the

greatest aid to a specific
industry in a particular
province (e.g., textiles in
Quebec) ?

We believe that the procedure we
suggest is a useful addition to the
traditional methods used to analyze
grants. However, the empirical re-
sults presented in the paper should
be viewed as illustrative rather
than definitive. 1f our suggested
procedure is used in designing grant
policy, many improvements in our em-
pirical work should be implemented.
Mcre recent data and more sophisti-
cated quantitative techniques should
be employed in estimating the re-
sponse of provincial governments to
federal grants. More effort should
also be devoted to determining the
present pattern of provincial expen-
diture for each province and for
each expenditure program. Last, a
more reliable interregional input-
output table with more industries,
and more complete distribution of
factor shares, should be developed.
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(3]

[4]

(5]

[6]
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The purposes of Canadian Federal

Grants are described in several
publications. See  Auid and
Miller, 2nd ed., Part 5, 1980

and Boadway, 1980.

See Economic Council of Canada
and Courchene and Copplestone,

1980.

This section is intended to be a
brief description of the steps
employed in the analysis. For a
much more thorough and technical
description, the interested

reader is directed to Cox, 1979.
Three Canadian studies which
measure the impact of federal
grants on provincial expendi-
tures and revenues are: H.M.
Hardy, 1976; Jean M. Maley,
1972; and Nicholas A Michas,
1969. Our analysis is similar

to Maley's work.

The provincial government final
demand coefficients were con-
structed from provincial govern-
ment expenditure data for the
fiscal year 1965 reported in
Statistics Canada, 1965 and Ku-
bursi, 1978.

The economic technology and be-
havioural assumptions underlying
the input-output model result in
calculations which overstate the
actual income and output chang-
es. For example, in the input-
output model, outputs are elas-
tic in supply, there is excess
capacity, and labour is readily
available. For a discussion of

7]

[8]

[9]

States economy for
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the assumptions, see H. Richard-

son, 1972.

The trade flows in the input-
output model are for all of the

four western provinces, but the

structure of the economy is

based on Manitoba. Thus, the

composition of the chain of ex-

penditures caused by an initial

expenditure is based on Manito-

ba, but the expansionary effects
accrue to all four western prov-
inces.

The interregional input-output
table employed in this analysis
is a 16 industry model based on
the 24 industry Agricultural Ec-
onomic Research Council of Cana-
da table of four Canadian re-
gional economies and the United
1967: P.L.
Appleton, 1973. The Agricultur-
al Council table of 24 indus-
tries was collapsed to 16 indus-
tries to maintain consistent
industry definitions in the ta-
ble of interindustry and inter-
provincial flows and provincial
government final demand data.
For a more thorough discussion
of this point and the data
sources used in our analysis see
Joseph Cox, op. cit., Chapters 5
and 6.

The three grants considered here

were the three largest federal
grants in 1965-75 period: health
grants, social welfare grants
and equalization grants. The
first two were largely condi-
tional, in that they had to be
spent on a designated program
(sometimes very narrowly de-
fined), and the equalization

grants could be used to increase
expenditure on any program or to
reduce taxes/deficits. The con-
ditional grants were largely
matching and could cause the re-
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cipient government to divert
more of its resources to finance
these programs if the demand for
the program {(e.g., health) was
price elastic or less of its re-
sources if price was inelastic.
The grants in any given year are
not completely independent of
the level of employment incomes
in a region, but given the
smallness of the grants relative
to the incomes and the structure
of the grant formulas, they can
be assumed to be exogenous. For
example, the level of income in
a province affects many of the
bases in the equalization formu-
la, but the ratio of equaliza-
tion grants to gross national
product was only .5 percent in
1965-67 period, and the grants
are based on provincial taxable
capacity two years prior to the
grant (e.g., a grant for 1967
was based on taxable capacity in
1965) . For a further discussion
of the Jlags in the payment of
equalization grants see Douglas
H. Clark, 1969, p. 47.

[10] There are several possible rea-

sons why the multipliers dif-
fer. First, the initial in-
crease in provincial
expenditures due to a federal
grant differs by province and
grant. For example, the ini-
tial response to equalization
grants is the Ilowest for the
three types of grants consid-
ered. Second, multipliers dif-
fer because the grant recipi-
ents spend the funds on
different items. A third rea-
son for the differences is that
one province may spend a larger
proportion of its funds on im-
ported goods than does another
province.
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Variations to Work Incentive Plans: A
Simulation of the Manitoba Case*

Wayne Simpson and Derek P.J. Hum,
Department of Economics,
University of Manitoba.

L. INTRODUCTION

Granting income assistance to in-
dividuals capable of work is a con-
troversial matter. Compassion often
motivates government to extend as-
sistance to all individuals in need,
whether working or not. On the oth-
er hand, there is a presumption that
such income assistance should not
unduly hamper work incentives, The
Canada Assistance Plan (CAP) was in-
troduced in 1966 to fight poverty
through a system of grants to prov-
inces for cost-sharing income assis-
tance (welfare). The CAP stipulates
that provinces grant income assis-
tance to all provincial residents
"in need or likelihood of need", but
may set their own levels of support
and conditions of eligibility.
There are no specific guidelines in
the CAP Act with respect to families
in need containing members capable
of work. Though details vary from
province to province, all provinces
now have in place social assistance
programs for those deemed "in need".

Manitoba's social assistance pro-
gram defines persons "in need" as

comprising the aged (sixty-five
years of age or over); persons hav-
ing a medically assessed long-term

disability;
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widows or mothers with .

dependent children; persons sepa-
rated or deserted for more than
ninety days; a child under care
through the Child Welfare Act; and
persons pursuing undergraduate aca-
demic or vocational training. The
Manitoba social assistance program
also includes a Work !ncentive Pro-
gram with its own eligibility rules
and regulations. Eligibility to
participate in the Work Incentive
Program is limited to those on pro-
vincial social assistance for thirty
days or longer, not self-employed,
and whose eligibility for social as-
sistance resulted from the aged,
disability, or Mother's Allowance
categories.

An individual on the Work Incen-
tive Program is allowed to retain
from earned income the greater of
$50 per month, or 70 cents for each
hour worked, or 30 percent of gross
earnings. The budget limits of par-
ticipants are also increased by set
amounts for clothing and other em-
ployment expenses such as transpor-
tation. in sum, the benefit struc-
ture for the Work Incentive Program
is quite complex and depends upon
the wage rate or the amount of earn-
ings as well as interaction with
other programs and Revenue Canada.
in particular, the benefit reduction
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rate is zero percent if earnings are

less than $50 per month; however,
where the wage rate exceeds $2.33
per hour, the 30 percent option is

more advantageous than the 70 cents
per hour option. The 30 percent op-
tion implies a benefit reduction
rate of 100 percent for earnings be-
tween $50 amd $167 per month, and a
70 percent reduction rate there-
after. The 70 cents per hour option
applies only when the individual re-
ceives less than the minimum wage,
and the exact benefit reduction rate
will depend upon the actual wage
rate. Finally, when calculating the
amount of income retained by a Work
Incentive Program participant, the
maximum ("ceiling") specified by the
Canada Assistance Plan is not ap-
plied. Although the incentive
structure implied by the Work lncen-
tive Program is complicated, it is
typical of provincial assistance
programs throughout Canada.

Work Incentive Programs are nor-
mally judged on the extent to which
they encourage welfare recipients to
obtain employment since, if employ-
ment income is sufficiently high and
stable over time, recipients will
leave social assistance. This paper
examines the effectiveness of the
Manitoba Work Incentive Plan in en-
couraging employment. In particu-
lar, the effects of variations in
the parameters of the Plan on liabour
supply, program costs and caseload
are simulated to see if a superior
program design is possible.

After a review of some signifi-
cant features of the Work Incentive
Plan, a sample of current partici-
pants is examined. Then, the effect
on employment and caseload of alter-
native possible designs of the Work
Incentive Plan is simulated using
information on income patterns and
participant characteristics from the
sample. These simulations measure
the benefits and costs of alterna-
tives to the current program.
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L.2  TAXATION RATES, EMPLOYMENT
INCENTIVES AND THE WORK
INCENTIVE PLAN

The analysis of work incentive
programs is normally concerned with
the receipt of an after-tax hourly
wage as compensation for time di-
verted from other activities inside
or outside the home. If after-tax
wages were zero, there would be no
monetary incentive to work. How-

ever, when after-tax wages are posi-

tive, individuals choose whether to
work additional hours on the basis
of two conflicting objectives: a
desire for more income, which is

available from working longer; and a

desire for more non-work time (or
"leisure'"), which is purchased at a
cost of wages. Higher after-tax

wages make work more attractive (the
substitution effect in economic ter-

minology) but they also permit more
consumption of leisure {the income
effect) . At some point, given the

availability of work and the oppor-
tunity to choose its duration, indi-
viduals may decide not to work addi-
tional hours based on their family
circumstances and preferences. b
hours of work are predetermined by
employers, then individuals will
choose the best ‘'package," or the
job offer whose after-tax wage and
hours is most attractive to them[1].

Any system of taxation of wages
will affect employment decisions.
Suppose that an individual has cho-
sen a particular job that is most
suited to his or her current circum-
stances and tastes. New taxes are
then applied which reduce the after-

tax wage. As a consequence, working
is now less attractive, perhaps so
much so that the person may decide

to take another job involving fewer
hours, to work fewer hours at the
present job if that option is availi-
able, or not to work at all. Alter-
natively, the reduction in income
implied by the tax increase may
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encourage a reduction in the con-
sumption of "leisure,' implying more
work to make wup for lost income.
The outcome is generally unpredicta-
ble and requires an examination of
actual behaviour. We will return to
the evidence on labour supply (the
employment response to a change in
after-tax wages) at a later stage in

this paper.
Assessment of the impact of the
Work Incentive Plan on employment

decisions requires knowledge of the
tax schedule that plan participants
face to determine their after-tax
wage rates. For Manitobans, this
schedule appears as Figure 1 below.
Participants pay no tax on the first
$50 of income earned each month; on
the next $117 they pay a tax rate of
100 percent. Here the behaviour of
individuals, wunder certain circum-
stances, should be predictable with~
out reference to any evidence on la-
bour supply. Given a choice of
hours, individuals will avoid earn-
ing between $50 and $167 because af-
ter-tax wages are zero. We examine
this prediction in a later section
of this paper. Plan participants
are effectively taxed at a rate of
70 percent on earnings between $167
and $667 per month. Beyond $667,

standard income tax rates of about
15 percent are also applied, yield-
ing a combined tax rate of 85 per-

cent (see Figure 1). These separate
segments of the tax system under the

wWestern Economic Review,

Work Incentive Plan (%50 or less,
$50.01 to $167, $167.01 to $667 and
$667.01 and over) will be retained
for expository purposes in the pres-
entation and discussion of the re-
sults of the sample survey.

Individuals generally leave the
Social Assistance Program when the
income retained under the Work In-
centive Plan (70 percent of gross
earnings less allowable work expen-
ses) exceeds the basic monthly so-
cial allowance payable. Since the
basic social allowance is adjusted
to reflect family circumstances
(such as age of children) and since
work expenses vary across Work in-
centive Plan participants, the earn-
ings level at which people leave So-
cial Assistance varies. In the
simulations that follow, this Yexit
jevel" of earnings is calculated for
individuals from information on
their basic social allowance and
work expenses, to determine the ex-
tent of the caseload reduction which
might be achieved under alternative
Work Incentive Plan designs.

it might be noted here that, as
individuals leave the Social Assis-
tance program, a complex series of
benefit reductions (such as loss of
the medical card) may occur to gen-

erate an effective tax rate in ex-
cess of 85 percent. It was possi-
ble, however, to model these

additional tax effects at the point
of exit from Social Assistance.
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Figure 1

Tax Rates* and the Work

Incentive Plan

{Manitoba 1983) (Individual)
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the slope of the line decreases,

thereby translating any earned income before taxes

into less after tax income.

*% These are earnings above social assistance and subject to various

implicit taxes.

L.3  UTILIZATION OF THE WORK
INCENTIVE PLAN: A PROFILE AND

AN ASSESSMENT

In order to assess the impact of
variations in the design of the Work
Incentive Plan, a one-in-three sam-
ple of Plan participants was drawn
from the three Winnipeg Income Se-
curity Offices[2].

Table 1 indicates the size of the
Work Incentive Plan in relation to
the Social Allowance Program in Win-
nipeg. Only about 6 percent of

Western Economic Review,

Social Allowance recipients (610 out
of 10,218 cases) are involved in the
Work Incentive Plan due, at least in
part, to restrictions on eligibility
(previously described). About 57
percent of Plan participants are
Mother's Allowance (MA) cases; the
remainder are primarily Long-Term
Disability (LTD) cases. Since the
focus of this paper is on employment
incentives, the sample was restrict-
ed to regular or non-subsidized em-
ployment, thereby eliminating most
LTD cases. As a resuit, 91 percent
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of the sample consists of MA cases, must refer primarily to this group.
and conclusions from the simulations

TABLE 1

Social Assistance Cases - Winnipeg, February, 1983.

Category Southwest Office Central Office North QOffice Total

Total Cases L, 781 2,455 2,982 10,218

-of which Mother's
Allowance cases 2,116 1,015 1,454 4,585

Work Incentive
Program 318 124 168 610

-of which Mother's
Allowance cases 190 78 79 347

Sample {one in three
of Work lIncentive :
Cases) 102 Ls - 60 207

-of which Mother's
Allowance Cases 1891

1 The sample excluded workers who were on subsidized work or training
programs at very low rates of pay. These workers were predominantly
on long-term disability and were not Mother's Allowance cases. Thus,
Mother's Allowance comprised only 57 percent of total Work Incentive
cases but 91 percent of the sample.

Table 2 provides a profile of the $611.34 was augmented by an incen-
sample. As explained above, the tive payment of $145.26, or 35 per-
sample consists primarily of female cent of earnings before tax, and un-
heads of households averaging 35 earned income of $4k.88.

years of age with just under two The various gross earnings cat-
children per family. Respondents egories (subjected to different mar-
have completed grade ten on average ginal tax rates as discussed above)
and have lived most of their lives illustrate one particular pattern

in Winnipeg. They earned an average regarding income progression. Al-
of S$4L16.70 before tax in March, though rates of pay rise as earnings
1983, based on an average month of rise, they are still below $6.00 on
90 hours of work and average hourly average for those earnings in excess
earnings of $5.20. The average ba- of $668.00 per month. Clearly, the
sic Social Allowance payment of major factor accounting for higher
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earnings is hours worked, which rise
dramatically across earnings catego-
ries. Those earning over $668.00
per month are doing so because they
are averaging about 36 hours of work
per week. The simulations in the
next section will examine the poten-

tial impact on hours worked, and
hence earnings, of alternative tax
rates.

One surprising feature of the re-
sults in Table 2 is the proportion
of Work Incentive Plan participants
earning between $50 and $167 (37 out
of 206 respondents or 18 percent).
Since their marginal tax rate is 100
percent, their after-tax wage rate
is zero, as mentioned previously.
This punitive rate should have dis-
couraged all work effort in this tax

bracket. Perhaps this indicates ei-
ther ignorance of the plan parame-
ters, or persistent survival of the

work ethic among some!

A more likely reason is that in-
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dividuals do not have a free choice
of hours and therefore monthly earn-
ings. Some may accept an employment
offer which places them in the 100
percent marginal tax bracket either
because they do not receive an offer

with earnings below $50 or above
$167 or because they hope that the
offer will provide more hours and

earnings above $167 in the future.
One would suspect that individuals
would avoid jobs paying between $50
and $167 over a long period of time,
but they might accept such an offer
for a month or a few months. An ex-
amination of the earning patterns
for the past twelve months of those
earning between $50 and $167 in
March, 1983 shows that 20 of the 37
respondents in this earnings and tax
category had been there for two
months or less. In earlier months
they had either earned considerably
more than $167 or else nothing.
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TABLE 2

Profile of the Sample Survey'of Work !ncentivebPlan Participanté
(Mean Values)

------------- Earned Income ------—--==---
Characteristic Total Sample Below $50 $50-167 $168-667 $668 & over

Family Size 2.84 2.59 2.73 2.75 3.51
Respondent's Age 35.6 341 35.8 35.8 36.7
Sex (Female) (%) 91.8 - - - -
Years in Canada 33.5 32.7 35.3 33.8 32.4
Years in Manitoba  29.1 27.5 3k, 28.8 28.9
Years in Winnipeg  23.5 20.5 30.7 22.8 24.7
Grades Completed 10.2 10.54 10.1 10.2 10.0
Average Hourly -

Earnings (§/hr.) 5.20 L.00 L.52 5.13 © 5.97
Hours Worked 90.2k 10.38 32.57 85.67 154.95
Gross Earnings($) L416.70 41.50 121.17 415.84 914,71
Unearned Income($)  44.88 0 §2.32 46.61 62.57
Total Income ($) 461.58 41.50 163.79  L62.45 977.28
Work Expenses ($) 51.75 9.18 19.60 67.98 89.61
Incentive

Payment* ($) 145.36 162.33®  105.08°  1L44.85 258.71
Basic Social

Allowance ($) 611.342 534.62  5L45.25 608.55 680.80
Sample Size 206 27 37 96 L6
~-reporting hours 160 2 33 86 39

-reporting Social
Allowance Payments 183 b 37 96 46

1 Actual incentive payment plus direct payments plus overpayments

2 n=184 observations

3 In some cases deductions were substantially in excess of earnings
for March, 1983.
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L.k SOME POSSIBLE VARIATIONS T0
THE WORK INCENTIVE. PLAN

The current Work Incentive Plan
has some wundesirable features, in
particular, the 100 percent tax rate
over some levels of earned income.
Also, the high overall tax rate of
70 percent may have important disin-
centive effects on employment, hours
worked and earnings, and hence the
Social Assistance caseload. With
these considerations in mind, the
following plan variations are as-
sessed in the next section:

Plan A - flat tax rate of 70
percent on all earnings

Plan B - flat tax rate of 50
percent on all earnings

Plan C - flat tax rate of 70

percent on all earnings
plus an employment bonus
of $50 per month payable
to all Plan participants
who work during the month
Plan D - flat tax rate of 50

percent on all earnings
plus an employment bonus
of $50.

Furthermore, it may be undesira-
ble to restrict the Work lncentive
Plan to what amounts to Mother's Al-
lowance cases in terms of regular
(non-subsidized) employment. Hence,
the next section will also assess
the potential impact of extending
the Work Incentive Plans, A,B,C or D
to the 55 percent of cases which are
not Mother's Allowance cases.
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L.5  THE SIMULATED IMPACT QF
VARIATIONS OF THE WORK
INCENTIVE PLAN

The proposed variations to the.
Work lIncentive Plan alter the effec-
tive tax rates (or benefit reduction
rates) paid by Plan participants.
As discussed in Section 2, these al-
terations will change both the at-
tractiveness of working and the af-
ter-tax income available, which have
conflicting effects. A lower tax
rate, makes work more attractive but
raises the income available to con-
sume leisure {not work). The net
effect of a Jlower tax rate and a
higher after-tax wage can only be
predicted by reference to studies
that estimate the net magnitude of
these two effects, known as the
gross wage elasticity. The gross
wage elasticity measures the per-
centage change in hours worked (po-
sitive or negative) resulting from a
1 percent increase in the after-tax
wage rate. Representative values of
these elasticities are presented in
Table 3 on the basis of a variety of

studies carried out in the United
States. (Unfortunately, there are
no comparable studies for Canada,

however, research is presently un-
derway using MINCOME data which will
provide these measures.) As may be
seen from Table 3, gross wage elas-
ticities are generally positive for
females and negative for males.
Table 3 also includes representa-
tive income elasticity measures for
males and females. These estimates
are uniformly negative as expected -
more income leads to greater con-
sumption of leisure-and less work.
Income elasticities are required to
assess the impact of the employment
bonus on those working, since the
bonus simply represents higher in-
come for them. Once the effects of
Ptans A,B,C, and D on the after-tax
wage rate and income of samplie mem-
bers were determined, the elasticity
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estimates (median, low and high val-
ues) were used to estimate hours
worked. For example, if the simu-
lated plan raised wages by 10 per-
cent and income (through the employ-
ment bonus alone) by 5 percent for a
female in the sample, the median
gross wage and income elasticities
of 0.87 and -0.10 would raise hours
by 8.7 percent (10% x 0.87) and low-
er hours by 0.5 percent (5% x -0.10)

leaving a net increase of 8.2 per-
cent in hours worked. This would
increase gross earnings by 8.2 per-

cent since the wage rate is assumed
to remain unchanged. Gross earnings
and plan details permit calculation
of the incentive payment. Finally,
sample members, for whom 70 percent
of earnings less work expenses ex-
ceeded basic social allowance pay-
ments, were deemed to have left the
Social Allowance Program and counted
as a caseload reduction. Details on
the simulation procedures are con-
tained in the Appendix.

The simulation results for the
four proposed plans are contained in
Table k along with results from Ta-
ble 2 for the current Plan. {n each
case for all elasticity estimates
there are stronger work incentive
effects in each of the proposed
plans. This translates into higher
earnings and some caseload reduc-
tion, which reduces average incen-
tive payments in comparison with the
current plan in some cases.

To understand these effects more
clearly, compare the results for
plan A and the current Plan at the
median elasticity estimates. Plan A
lowers the marginal tax rate to 70
percent from 100 percent for those
earning between $51 and $167. This
increases average hours worked
(since the gross wage elasticity is
positive) by 11 percent from 90 to
100 hours per month, raises gross
earnings by 18 percent and leads to
a caseload reduction of only 1.
This is not surprising because all

Western Economic Review,

changes in marginal tax rates occur
below $167 in earnings. The average
monthly incentive payment rises by
$1.68 to $1L46.94.

Plan C, as expected, shows fewer
hours worked (for the same elastici-
ties estimates) because of the (neg-
ative) income effect of the $50 em-
ployment bonus. (We will return to
the employment effects of this bonus
below.) The larger marginal tax re-
duction {(to 50 percent) in Plans B
and D results in greater increases
in hours worked than Plans A and C,
and more earnings, incentive pay-
ments and caseload reduction. The
difference between Plans B and D,
the employment bonus of $50, ac-
counts for the lower hours and earn-

ings and higher incentive payments
in Plan D.
The above pattern holds for the

low and high elasticity estimates in

Table 4. 0f course, the low elas-
ticity estimates generate smaller
increases (even a decrease in Plan

C) in hours worked, earnings, incen-
tive payments and caseload reduction
compared with the median elastici-
ties; the opposite is true for the
high elasticity estimates.

Table 5 indicates the net cost or
savings available from the Plan var-
jiations, extended to all 347 Moth-
er's Alilowance cases on the Work In-
centive Plan. These additional
costs or savings depend upon the
change in incentive payments and the
number of case reductions. For Plan
A and the median elasticity esti-
mates, for example, incentive pay-
ments would increase by $582.96 in
comparison with the current Plan.
But a caseload reduction of 2 would
generate savings of $1,222.68 leav-
ing a modest net savings of $639.72
(for a very modest Plan variation).
Other Plan variations generally im-
ply additional costs for the low and

median elasticities, and savings
only for the high elasticity esti-
mates.
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TABLE 3

Labour Supply Elasticity Measures - U.S. Data 1970-79.

Median Low? High?
HOURS
Adult Females?
Gross Wage Elasticity 0.87 0.22 2.45
Income Elasticity -0.10 -0.23 -0.06
Adult Males*
Gross Wage Elasticity -0.15 -0.20 0.02
Income Elasticity -0.21 -0.38 -0.06
EMPLOYMENT
Female Family HeadsS®
Gross Wage Elasticity,
A1l Wages 0.28 0.16 0.39
Gross Wage Elasticity,
Low Wages 0.28 0.21 0.34
Adult MalesS
Gross Wage Elasticity,
All Wages 0.01 0.00 0.01
Gross Wage Elasticity,
Low Wages 0.01 0.00 0.01

1 Low estimates represent the first quartile of estimate for hours
and the lower estimate for employment from the sources cited.

2 High estimates represent the third quartile of estimates for hours

and the higher estimate for employment from the sources cited.

Keeley (1981), page 103

Keeley (1981), page 98

Masters and Garfinkel (1977), pages 158 and 160.

Masters and Garfinkel (1977), pages 66 and 88.

o e W
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TABLE &4

Simulation Results (Average Per Participant Per Month)

Hours Gross incentive Caseload

Worked Earnings Payments Reduction
MEDIAN ELASTICITY ESTIMATES
Current Plan 90.24 $4L16.70 $145.26 0
Plan A 100.37 492.88 146.94 1
Plan B 140.80 706.08 293.46 27
Plan C 97.38 478.79 193.64 0
Plan D 139.31 699.35 332.23 27
LOW ELASTICITY ESTIMATES
Current Plan 90.24 $4L16.70  $1L5.26 0
Plan A 92.90 L466.61 139.98 0
Plan B 102.17 515.27 243,15 9
Plan C 86.10 434,81 180. 44 0
Plan D 98.16 497.08 285.48 7

HIGH ELASTICITY ESTIMATES

Current Plan 90.24 $416.70  $145.26 0

Plan A 119.00 557 . 4L 156.78 10

Pian B 236.52 1177.99 316.58 74

Pian C 117.50 550.12 201.60 10

Plan D 236.02 1175.68 342,84 74
(n=160)
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TABLE 5

Net Incentive Payment Changes, Caseload Reduction, Social Allowance
Cost Reductions and Net Cost or Savings Under the Plan Variation

(Based on a Total of 347 Mother's Allowance Cases and Sample
Results from Table 4).

37

Incentive Payment
Differential Per Month

(Relative to Current

Caseload

Social Allowance Net Cost (+)
or Savings

Cost Reduction

Plan)? Reduction? Per Month?3 (~)*
MEDIAN ELASTICITIES
Plan A $ 582.96 2 $1,222.68 -$  639.72
Plan B 51,425.40 59 36,069.06 + 15,356.34
Plan C 16,787.86 0 0 + 16,787.86
Plan D 64,878.59 59 36,069.06 + 28,809.53
LOW ELASTICITIES
Plan A -$ 1,832.16 0 S o] -$ 1,832.16
Plan B 33,967.93 20 12,226.80 + 21,741.03
Plan C 12,207.46 0 0 + 12,207.46
Plan D L8,656.34 15 9,170.10 + 39,486.24
HIGH ELASTICITIES
Plan A $ 3,997.h4k 22 $13,449.48 -$ 9,452.04
Plan B 59,448,004 160 97,81L4.40 - 38,366.36
Plan C 19,549.98 22 13,449,548 + 6,100.50
Plan D 68,560.26 160 97,814 .40 - 29,254, 14

t (X-$145.26) times 347 where X is the average simulated incentive payment

for the plan from Table k.
* Y=3L4L7C / 160, where C is the caseload reduction from Table
the nearest integer value.

3 Y times $611.34 from Table 2.

+ Column 1

Western Economic Review,

less column 3.

L, rounded
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L.6 FURTHER CONSIDERATIONS

These numbers are
to be ililustrative
siderations or
propriate.

clearly meant
and several con-
adjustments are ap-
it should be emphasized

that the figures in Tables 4 and 5
simulate changes in average hours

worked based upon observations of

comparable average behaviour in the
United States (incorporated in the
elasticity estimates) . Since indi-

viduals are not normally free to
choose the amount of hours they
work, however, actual responses of
average magnitudes shown in Tables b
and 5 will be concentrated. Some
individuals will work substantially
more hours (shifting from part-time
to full-time work, for example)
while others will not be able to in-
crease hours at all. The effect
will be to increase the caseload re-
duction figures in comparison Wwith
Tables 4 and 5, particularly for
Plans B and D. {f the average in-
crease of 50 hours worked under Plan
B in Table 4 were concentrated among
half the Plan participants (call
this the affected group), each mem-
per of the affected group would in-
crease average hours by 100. This
would undoubtedly place most of them
near full-time monthly hours worked
(about 172). Assuming a wage of
$5.97 for full-time workers from the
last column of Table 2, the gross
earnings of the affected group would
rise to $1,027, exceeding the exit
level of $963 ($611.34/0.7 + $89.61)
based on average basic social allow-
ance payment of $611.3h and work ex-
penses of $89.61 from Table 2. Yet
Tables 4 and 5 reflect caseload re-
ductions of only 17 percent (27/160

or 59/347) not 50 percent. |If case-
load reductions are even doubled,
however, substantial net savings are
realized in Table 5 for Plans B and
D except for the low elasticity es-
timates.

There is also an offsetting
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effect in that part of the increase
in hours worked will arise from
Mother's Allowance <cases finding
jobs and entering the Work incentive
Plan. That is, the reductions in
after-tax wages induce more hours
from those already working and in-
duce more people to work. It is the
sum of these effects that is repre-
sented by the increases in average
hours in Table 4 for the Plan varia-
tions. Table 6 estimates the em-
ployment effect for each Plan based
upon a gross wage elasticity for em-
ployment of 0.28 (Masters and Gar-
finkel, 1977, pp. 158,160). For
Plan B, for example, 49 cases would
enter the Work Incentive Plan. I f
these cases worked an average of 90
hours per month (what people now
work on average in the Plan), they
would account for L4110 hours out of
a total of 48,580 (347 cases x 14O
hours). The increase in hours for
existing workers would -only be
12,940 (48,580 - L4410 - (90 x 347))
or 37 hours per worker rather than
50 hours. |f most adjustments in
hours were from part-time to full-
time work, only about three quarters
of the first adjustment mentioned
above would be appropriate. This
would still suggest caseload reduc-
tions of 37 percent (50% x 37/50) or
more than double those stated in Ta-
bles 4 and 5. On this basis, it
would seem that caseload reductions
and potential savings could be un-
derestimated substantially by Table
5 for Plans B and D.

Another consideration is that the
increased employment among Social
Allowance recipients and the in-
creased hours worked by Work Incen-

tive Plan participants may be con-
sidered to be desirable per se.
This argument may be made in terms

of the discipline and self-esteem

provided to those working, or in
terms of higher potential output
(and actual output if the economy
recovers to full employment) in the
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economy. Indeed, this is the major
justification of the employment bo-
nus  (Plans C and D). The bonus
makes work particularly attractive,
inducing more Work Incentive Plan
participants, higher incentive pay-
ments and, potentially, caseload re-
ductions. The employment impact of
the bonus is probably understated in
Table 6, since it is most likely to
attract entrants to work fewer than

TABLE 6

Estimated Employment Effects of Plan

39

the average number of hours assumed.
An entrant earning $2 per hour after
tax (or benefit reductions) earns $7

per hour with the bonus for ten
hours of work a month, but only
$2.55 for 90 hours of work. Thus,

if any employment is considered de-
sirable, then Table 6 probably un-
derstates the benefit of the employ-
ment bonus.

Variations

% Increase Employment? Number 2
Current Plan 0 0
Plan A 0 0
Plan B ) 14 Lq
Plan C g.33 32
Plan D 19.48 68

* Percentage change in after tax wages times estimated gross wage

employment elasticity of 0.28.

2 Out of 347 Mother's Allowance Cases on the Work Incentive Plan.

It should be noted that our esti-
mated effects on employment and
hours worked represent long-run ef-
fects and may not be realized for
some time. Hence, the effects in
the first year of a new Plan could
be somewhat smaller than those dis-
cussed above.

A final consideration is cover-
age. The elasticity estimates in
Table 3 indicate gross wage elastic-
ity estimates that are zero or neg-
ative for adult males. Hence, any
changes in after-tax wages would
have not positive effects on hours

Western Economic Review,

or earnings. Unless these elastici-

ty estimates do not reflect
behaviour for adult males earning
relatively low wages in Winnipeg,
extension of coverage of the Work

adult females
on the basis

Incentive Plan beyond
would not be justified

of work incentive alone. Extension
to include adult females not on
Mother's Allowance could be justi-
fied by the positive gross wage

elasticities for adult females.
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k.7 CONCLUSIONS

Incentive Plan
disincentive

The existing Work
has some strong work

elements. In particular, the effec-
tive tax rate of 100 percent on
earnings between $51 and $167 dis-
courages this range of part-time
work. A modest change to tax all
earnings at a flat rate of 70 per-
cent (Plan A) would not increase

Plan costs and could generate modest
savings. A reduction in the tax
rate to 50 percent (Plan B) for all
earnings could be expected to raise

hours worked by 50 percent and em-
ployment by 14 percent. Further-
more, caseload reduction could be

large enough to generate savings in

increases in
concenirated among
those moving to full-time work sta-
tus. An employment bonus of $50
(Plans C and D) could be expected to
increase employment by another 5 to
10 percent.

These projections are based upon
the resumption of long-run full em-
ployment conditions. Clearly, the
incentive to work must be matched by
the availability of work. With a
recovery in economic activity pur-
ported to be underway, changes in
the Work Incentive Plan should re-
ceive more favourable response from
Social Allowance recipients and the
general public.

Plan expenditures if
hours worked are
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NOTES

% The éuthors acknowledge the as-
sistance of Greg Mason, Joe Ryant,
Dave Komus, John Ross, Kerry Danger-

field and Lynne Arden on this pro-
ject. The paper is an abridged ver-
sion  of "The Manitoba Work

Incentives Plan: An Assessment of
Administrative Issues and Possible
Design Variations,' submitted to the
Manitoba Task Force on Social Assis-
tance (June, 1983). The remaining
errors and omissions are the joint
responsibility of the authors.

are constrained
to fall within
time, work s

[1] while many jobs
institutionally
set periods of
theoretically also measured by
effort. Therefore, absenteeism
and ""featherbedding" may be
viewed as examples of adjusting,
albeit imperfectly, the supply
of labour.

Western Economic Review,

I
[2] A one-in-three sampie of Work
Incentive Plan participants was
drawn and information from the
application for assistance, the
eligibility decision, and month-
ly income details were recorded.
Participants in special skills
training programs outside the
regular workforce were deleted.
A total of 206 files were drawn.
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Appendix A

A

SIMULATION PROCESS

The effect on hours worked, earnings incentive payments - and caseload re-~
duction of variations to the Work Incentive Plan were simulated using evi-
dence, discussed in the text, on labour supply behaviour in response to
changes in after-tax wages and income. This appendix outlines the steps
taken to carry out these simulations.

STEP #1: CALCULATION OF AFTER-TAX MARGINAL WAGE FOR CURRENT
WORK INCENTIVE PLAN

1F THEN V
G < $50 WO = G/H =R
$50 < G < $167 WO =0
$167 < G < $667 W0 =0.3 xR
$667 < G WO = 0.15 x R

Where G is gross monthly earnings.

Wo is the after-tax wage.

H is hours worked and R=G/H is the
gross wage rate before tax.

[72]
-
e
N

CALCULATION OF THE AFTER-TAX MARGINAL WAGE FOR
SIMULATED PLANS

|

Wi = 0.3 x R, G < 667
0.15 x R, G > 667
W2 = 0.5 x R, G < 667

0.35 x R, G > 667

STEP #3: CALCULATION OF PERCENTAGE CHANGE [N AFTER-TAX WAGES
AT THE MARGIN

DW1 (W1 - W0) x 200(W1 + WO)

DW2 (W2 - WO) x 200 (W2 + WO)
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STEP #L4: CALCULATION OF HOURS WORKED AFTER THE WAGE CHANGE

H1

H2

Hx (1 + (e x DW1)/100)

Hx (1 + (e x DW2) /100)

where e is the gross wage elasticity estimate

STEP #5: CALCULATION OF PERCENTAGE CHANGE IN INCOME FROM $50

EMPLOYMENT BONUS (IF APPLICABLE).

DY1

DY2

it

$50/(H1 x W1 + UY + 25) x 100

$50/(H2 x W2 + UY + 25) x 100

where UY is unearned income.

STEP #6: CALCULATION OF HOURS WORKED AFTER INCOME CHANGE
(ILF APPLICABLE).

H3
Hh

i

Hx (1 + (E x DY1)/100)

Hx (1 + (E x DY2)/100)

where £ is the income elasticity estimate.

STEP #7: CALCULATION OF GROSS EARNINGS AND PAYMENTS

SIMULATED PLANS.

UNDER THE
Gl = Hl x
G2 = H2 x
G3 = H3 x
GL = Hh x
P1 = Hl X
P2 = H2 x
P3 = P1 +
Pk = P2 +

Western Economic

R
R

R

R

0.3 x R
0.5 x R
350

350

Review, Vol. 3, No. 1, March 1984 [ISSN 0715-4577]
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STEP #8: CALCULATION OF CASELOAD REDUCTION

0

If Gl sz + WE, then P1 =
0.7

¥ G2 > B + WE, then P2 = 0
0.7

If G3 > B + WE, then P3 =0
0.7

If Gh > B + WE, then P4 =0

o

.7
where B is the basic social allowance payment and
WE is total allowable work expenses.

STEP #9: CALCULATION OF INCENTIVE PAYMENT DIFFERENCES

DP1 = P1 - PO

ppP2

P2 - PO

DP3

]

P3 - PO
DPL = P4 ~ PO
where PO is the current monthly incentive payment

(actual payment plus direct payments plus overpay-~
ment from previous months) .
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A.l FROM THE "APPLICATION FOR ASSISTANCE" (LATEST FORM)

Number of Family Members

Sex of Applicant (M = Male, F = Female)
Age of Applicant

Length of Residence in Canada

in Province

in City

Married or common-law,
Single, W = Widowed,

Divorced, SD = Separated
or Deserted)

Marital Status (M
S
D

Treaty Indian (Y = Yes, N = No)

Spouse Living with Applicant (Y = Yes,
N = No, NA = Not Applicable)

Sex of Spouse (M = Male, F = female,
NA = Not Applicablie)

Age of Spouse

Members of Household Other Than Applicant and Spouse

Sex (M = Male, [ = female) Birth Date (Month/Year)
#1
#2
#3
#h

Western Economic Review, Vol. 3, No. 1, March 1984 [ISSN 0715-4577]




A.2  FROM THE "ELIGIBILITY DECISION FORM" (LATEST FORM)

Schooling of Applicant (Grades Complieted): Grade

University Degree? (Y = Yes, N
Vocational Training? (Y = Yes,

Trade Certificates? (Y = Yes, N

Western Economic Review, Vol.

= No)

N = No)

= No)
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A.3 FROM THE INCOME DECLARATION STATEMENTS (STARTING WITH THE LATEST FORM
AND WORKING BACKWARDS FOR A MAXIMUM OF 12 CONSECUTIVE MONTHS)

Month #1

Employer # Hour Rate Hours Worked Gross Pay
1

2

3

Total

Total Unearned Income and Property Revenue

Gross Income

Payroll Deductions

Work Expenses

Gross Deductions

Net Income

Basic Social Allowance

Overpayment

Direct Payment

Social Allowance Payable

Work Incentive Option (A or B or C)

incentive Payable e

Total Payment
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Redistribution and Equalization
Payments in a Federal State:
A Social Welfare Approach*

Derek P.J. Hum,
Department of Economics,
University of Manitoba.

J. Frank Strain,
Department of Public Policy,
University of Manitoba.

5.1 INTROBUCT I ON

Eliminating poverty and reducing
income disparities requires redis-
tribution of incomes. This process
might loosely be termed ‘'equaliza-
tion" of individual inequality. in
Canada, there are also fiscal ar-
rangements to give funds to the
provinces on a formula basis so that
"all provinces [will be] able to
provide reasonably comparabie levels
of public services without resorting
to unduly burdensome levels of taxa-
tion."[1] These intergovernmental
transfers are called Equalization
Grants and are such an article of
faith in Canada that their entrench-
ment in the Constitution is now com-
plete.

The search for an acceptable for-
mula for Canada's Equalization pro-
gram became an urgent matter in the
late seventies. The search initial-
ly began as a pragmatic response to

rising federal costs of equalizing
the widening disparities in provin- -
cial resource revenues. By the ear-

ly eighties, several specific propo-
sals designed to secure the
long-term viability of the Equaliza-
tion program had surfaced in the
literature. Courchene and Copplie-
stone (1980) suggested a two-tier

Western Economic Review,

system which would separate energy
based revenues for special treat-
ment. The Government of Canada
(1981) proposed a scheme to adopt

Ontario as the standard to which el~
igible revenues were to be equal-
ized. Powrie (1981) suggested that
resource rents be treated Yas ifY
they were private income, a change
that would effectively limit their
equalization. Boadway and Flatters
(1982a, 1982b) argued for a formula
based on the notion of fiscal equity
and, in doing so, developed a model
to analyze the efficiency aspects of
Equalization. Other contributors to
the current debate include Davenport
(1982), Graham (1982), Deutsch
(1981), Lazar (1981), Brown (1981),
Hum (1983), and Winer and Gauthier
(1982) . In 1982, Canada eventually
adopted a formula embodying what
Courchene (1983) has labelled as the
representative five provinces stan-
dard.

The proposals for reform by Cour-
chene and Copplestone, the Govern-~
ment of Canada, and Powrie all lack
a sound normative rationale, and
consequently, appear arbitrary and
inconsistent. Although the fiscal
equity approach (e.g., Boadway and
Flatters) does have a clear norma-
tive basis, not everyone might
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accept the underlying assumptions,
or there might be other normative
principles -equally attractive and
worth considering.

The purpose of this paper is to
propose an alternative to the fiscal
equity approach to Equalization.
Methodological and philosophical is-
sues are mentioned to highlight cer-
tain conflicts in first principles,
but the main objective 1is to employ
what we term a social welfare frame-
work to detail a relationship be-
tween reducing income inequality and
the system of Equalization grants to
the provinces. We show how incorpo-
rating a ""needs'" index in the Equal-
ization formula can reconcile the
reduction of income disparities with
interprovincial Equalization, while
leaving open the question of the ap-

propriate philosophical basis “for
the Equalization program.

We begin by outlining our theo-
retical framework, since it differs

substantially from that commonly em-
ployed in the current literature.
Next, we give the minimally neces-
sary description of the Equalization
formula and mention some recent de-
velopments. The following two sec-
tions describe, with little discus~-
sion, the major features and
technical flaws of the formula, and
identify differences in philosophi-
cal stance and specification which
attend various proposals for reform.
Finally, we outline f{(and simulate)
how a needs-adjusted amendment would
combine individual redistribution
and Equalization, thereby providing
a synthesis of social welfare and
fiscal finance concerns. Conclu-
sions are contained in a final sec-
tion.

Western Economic Review,

5.2  FEDERAL STRUCTURE AND A SOCIAL
WELFARE FRAMEWORK

Conventional analyses of economic
federalism tend to concentrate on
allocative efficiency issues, with
the result that few guides exist for
examining questions of redistribu-
tion. This section sketches a gen-
eral framework for considering re-
distributive issues in a federal
state; the approach focuses direct-
ly, rather than indirectly, on the
well-being of individuals.

How much should government trans-

fer to those in need? How much
"equalization of incomes'" should
there be? And what tax rate might

be required for society to finance a
given amount of redistribution?
These policy questions may be con-
sidered formally by relating the
discussion to individual poverty and
specifying a Transfer Index based
upon a class of measures suggested
by Kakwani (1977).

A common index of the amount of
poverty in society is the Head-count
ratio:

(1) F(x*) = q/N, where

x% is some pre-determined
poverty level,

g is the number of
individuals with in-
come less than x%, and

N is the total number
of individuals in
society.

The Head-count ratio is simply
the proportion of persons in society
whose income is below the poverty
line. Since this ratio ignores the
degree to which those who are poor
fall short of the poverty - income
level, an alternative measure is of-
ten used, namely, the sum total of
all income deviations from x*. This
is called the poverty gap and repre-
sents the aggregate dollar amount
necessary to eliminate poverty. I
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u* is the mean income of those with
incomes below x¥%, the poverty gap
is: qx% - ux), However, the pover-
ty gap does not indicate the rela-
tive ease or difficulty of eliminat-
ing poverty for society.
The transfer-of-income
to poverty (Kakwani 1980,
proposes the index:

approach
Ch.15)

(2) P(x%) = T(xx) =
[F (x%) (x%-u¥%)]/u

to relate the poverty gap to socie-
ty's total income, where u is the
mean income of society. According-
ly, the measure P(x*) gives the per-
centage of total income that must be
transferred from the non-poor to the
poor so that the income of everyone
below the poverty line may be raised
to x*%, If x* = u, it can be shown
that P(x*) is equivalent to the rel-
ative mean deviation measure of in-
come inequality (Kakwani 1980; Lemma
5.10, p.80); P(x*) then becomes the
percentage of total income that must
be transferred to equalize mean in-
comes. In short then, an anti-pov-
erty target for society, in the
sense of transferring sufficient in-
come so that all individuals have at
least x* income, and an egalitarian
objective, in the sense of equaliz-
ing incomes, shade into one another
from the perspective of the transfer
index, P{(x%). Therefore P{x*) may
be more generally viewed as a trans-
fer or redistributive index. Fur-

thermore, society's social welfare
objective may be characterized as
providing basic support in terms of
income (or services) if xX is less
than u. Alternatively, society's

social philosophy is egalitarian in
spirit if x% is equal to u.

In a federal country, the popula-
tion can be assigned to mutually ex-
clusive provinces, and the measure
P (x*) defined for each province as
well as for the country as a whole.

Denote:

Western Economic Review, Vol.
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Ui = mean income of province i

fy = proportion of national
population in province i
Fi (x*) = proportion of poor in

. province i
u¥ = mean income of the poor
in province i

Clearly, we can establish
(3) F(x*¥) =xf; F(x*), and

(L) ux = [1 / F(x%)]
ZFi (X*) Uf‘ fl .

That is, the proportion of poor
in the nation is a weighted average
of the proportion of poor in each
province, the weights being the pop-
ulation proportions in each prov-
ince. Similarly, the mean income of
the poor in the federation is a
weighted average of the mean income

of the poor in each province, the
weights being proportional to the
income share of the poor in each
province.

Substituting (3) and (4) into (2)
yields

(3) T(x¥) =P = 1/ugufiPy

where
(6) Py= T; (x*) = [Fy (x%)
(x*-ux)] / ug
is the Transfer Index for province
i Since (u;f; )/u is the income

share of province i, (5) and (6) ef-
fectively establishes the following
proposition: the national Transfer
Index for a federal country is equal
to a weighted average of the Trans-
fer Indexes of the provinces, the
weights being proportional to the
income share of each province. Ac-
cordingly, a federal decentralized
government can decompose a national
redistributive target into different
provincial elements. It is obvious
that the extent of redistribution
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will depend upon the level chosen
for x*. A higher poverty line in-

volves more redistribution and would.

require a higher average tax rate to
finance. Moreover, x% need not be
identical for all provinces. Each
province could establish its own x¥%,
in which case national uniformity
would no longer obtain. Alterna-
tively, each province might have a
fixed transfer amount or maximum im-
plied tax rate in mind, in which
case the amount of redistribution or
anti-poverty effort would vary by
province. The significant point is
that the Transfer Index allows a na-
tional redistributive objective to
be specified and partitioned into
provincial components for analysis
or implementation; alternatively,
provincial efforts may be aggregated
to assess overall national perform-
ance.

The selection of x¥%, ~hereafter
called the target threshold, is piv-
otal to the Transfer Index. The
level of x¥* determines the propor-
tion of the population considered
poor, F(x¥%); alternatively, it gives
the cost of achieving the objective,
C(x%) = T(x¥)u.

The several alternatives for the
target threshold, x%*, may be related
either to differing social philoso-
phies or institutional situations.

1. Absolute Poverty Line (x* =
Z): This approach views re-
distribution in terms of an
anti-poverty target, with
poverty or need being defined
as some absolute number of
dollars or some basic level
of service, Z. The Statis-
tics Canada (Revised 1973)
low income cut-off lines are
based upon this approach.
The intended recipients are
usually individuals.

2. Relative Poverty Line (x* =
au): The target threshold is

defined in terms of some
fraction, a, of the average
(or median) income or service
level in society. This in-
terpretation also sees redis-
tribution in terms of an
anti-poverty target, but de-
fines poverty in relative
terms. The approach of the
Canadian Council on Social
Development (1979, p. 5) s
based upon this approach.
The intended recipients are
individuals.

Income Egalitarianism (x% =
u): The target threshold is
defined as the average level
of income in society. This
interpretation is egalitarian
in spirit since its aim is to
equalize incomes (individual
or group means). The intend-
ed recipients may be individ-
uals or groups (provinces).

Basic Guarantee with an In-
come Test (x% = S/r): The
target level is viewed as the
break even level in a guaran-
teed income plan with basic
support, S, and subsidy rate
r. This interpretation views
redistribution in terms of
providing a basic guarantee
and scaling further transfers
inversely to additional in-
come. Iintended recipients
may be people or provinces.

Above Average Standard (x* =
u+bor xt = Max ugy: The
target level exceeds the av-
erage of the collectivity.
For example, it might be set
at the mean income of the
highest (or n highest) pro-
vincial mean incomes. This
is neither pure redistribu-
tion nor income-sharing; it
entails injection of net
funds for . distribution.
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Within the context of provin-
cial revenue sharing schemes,
a net transfer of funds from

the federal government is
necessary. Provinces. are
typically the recipients of

central government transfers.

6. Representative Average Stan-

dard: A '"representative"
number of provinces are se-
lected to define the stan-
dard. if all provinces are

inciuded, this is referred to
as the representative nation-
al average standard; since
the present formula only uses
Ontario, Manitoba, Quebec,
British Columbia and Saskat-
chewan to define the stan-
dard, it 1is referred to as
the representative five prov-
inces standard.

To summarize, the definition of
the target threshold is critical;
its specification serves to distin-
guish among such redistributive ob-
Jjectives as: eliminating poverty,
guaranteeing basic minima or equal-
izing incomes. The context of the
redistribution - whether it be among
individuals or between levels of
government - is also important.

5.3 THE FORMULA FOR EQUALIZATION

The Canadian Equalization Program

was initially designed to ensure
that each province have access to
revenues equivalent to that amount

obtained from applying national av-
erage tax rates to national average
tax bases. Revenues from a variety
of sources were counted. A tax base
(B) was defined for each revenue
source, and a national average tax
rate (t) calculated by dividing the
total revenue (TR) by the total tax
base for all of Canada (B ). Taking

the representative national average

Western Economic Review,

53

standard as a benchmark, the program
may be represented algebraically by
the formula:

r

NP BP
v E”*‘[T'T
C C

where E is the Equalization payment
to a province, N is provincial pop-
ulation, N is total population of
Canada, B and B are respectively
the provincial and Canadian tax bas-
es. The bracketed expression repre-

sents "fiscal deficiency" if posi-
tive, and '"fiscal excess' if
negative. Provinces receive Equali-

zation payments if their ratio of
total population exceeds their share
of the tax base; however, provinces
with a fiscal excess are not taxed
on their "excess'[2].

The essential principle underly-
ing the above formula may be seen by
regarding each province's fiscal re-
sources as comprising its own tax
revenues plus Equalization transfers
and asking: What would an arbitrary
province receive in a unitary state
which imposed a uniform tax rate on
a commonly-defined tax base? The
‘national tax rate" applied to the
"national tax base" would yield to-
tal national revenue. |f these rev-
enues were given back to each "prov-
ince' on a population share basis,
then Equalization may be viewed as a
system for achieving horizontal
equity across individuals indepen-
dent of location; the "provinces"
being merely convenient tax adminis-
tration units. But tax rates actu-
ally differ from province to prov-
ince in Canada, either because of
tax capacity, cost of public servi-
ces or local preferences. Tax bases
also differ with respect to composi-
tion and definition from province to
province, either because some rev-
eénue sources are important in par-
ticular provinces or non-existent in
others. Consequently, Equalization
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can achieve some degree of fiscal
uniformity in a federal system where
tax and spending powers are consti-
tutionally divided between levels of
governments. )

The preceding highly stylized de-
scription of Equalization grants has
its basis in the 1967 Fiscal Ar-
rangements. Prior to 1962, Equali-
zation was determined on the basis
of the two provinces with the high-
est per capita tax vyield for the

personal income tax, corporate in-
come tax and succession duties. In
1962, the "national average' per
capita yield was substituted. In

1967, Equalization was extended to
16 revenue sources. Consequently, a
"full equalization' concept was em-
bodied since virtually all provin-
cial revenue sources were eligible
for Equalization and the ‘'‘national
average tax rate' was employed in
the calculations. In 1974, energy
royalties were only included in
part. In 1977, the corporate income
tax base was broadened to include
profits of provincially owned enter-
prises, a ceiling was imposed on
Equalization payments arising from
the resources sector, and certain ad
hoc arrangements were introduced to

ensure that Ontario retained its
"have province' status. Finally,
Bill C-26, which died on the order
paper in 1979, attempted to reduce
total Equalization payments as well
as postpone Ontario's  impending

have not' status by providing that
any province whose per capita income
exceeded the national average in the
current and previous two years would
be ineligible for Equalization
transfers - a sort of reverse in-
come-averaging. As already noted,
the current formula, in place since
1982, is the representative five
provinces standard. (See Courchene
1983 for a discussion).
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.arrangement is

5.4 FEATURES AND FLAWS OF THE
EQUALIZATION FORMULA

The Equalization formula appears

arbitrary and inconsistent and

a full understanding of the program
would certainly have to take into
account many political economy con-
siderations. Nonetheless, our ab-
breviated description does allow us
to highlight the major technical
flaws of the present arrangement[3].

From a purely technical stand-
point, many contentious matters con-
cern definitions. What items should
we include in the tax base? (Where
previously only three '"standard tax-
es' were equalized, there are now
over thirty revenue sources includ-
ed.) What is the appropriate stan-
dard to employ in the formula?
(Where previously the tax vyield of
all the provinces was considered,
the per capita average of only five
provinces is now used.) How much of
a particular revenue source should
be counted? (Energy revenues were
previously counted only in part;
they are now counted in total.)
Should there be statutory floors
(guaranteed minima to provinces?)
or ceilings? (Under the new ar-
rangements, total equalization pay-
ments cannot grow more rapidly than
the growth of nominal GNP.) Without
belittling the substantive basis of
these questions, much of the disa-
greement surrounding the Equaliza-
tion formula reduces to technical
matters of definition.

A more significant criticism con-
cerns the basic design of the formu-
la itself. The present Equalization
asymmetric and non-
redistributive. 1t is vulnerable to
manipulation by provinces, and its
funding basis is precarious. These
features are, in fact, related.
First, provinces with a fiscal defi-
ciency receive Equalization pay-
ments, but provinces with a fiscal
excess do not contribute directly to
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the financing of the  program.
Hence, the formula is asymmetric and
the program is non-redistributive in
the interprovincial sense, since
rich provinces do not transfer re-
sources directly to '"have not" prov-
inces, nor contribute directly to a
pool of funds from which such trans-
fers are made.

In addition, the present Equali-
zation formula has certain disquiet-
ing incentives. For example, a
province may enjoy an increase in

its Equalization grant by raising
its own tax rate on a particular
revenue base. This will occur if

the province has a share of the base
which is less than its share of to-
tal population. Therefore, the
present formula biases '‘provincial
preference in the direction of rais-
ing revenues from those tax sources
for which they have a relatively
small share of tax base."[4] The ef-
fect on Equalization grants of an
increase in the provincial base is
also significant, but theoretically
ambiguous[5], indeed, increases in
provincial revenues could ‘'‘crowd
out" Equalization grants. The fact
remains, however, that provinces
face a structure of incentives which
they may choose to exploit to their
advantage.

And finally, Equalization may
distort allocative efficiency by in-
hibiting mobility of persons from
have not regions to areas of the
country where their contribution to
productivity and growth would be
greatest[6].

Western Economic Review,
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5.5 PHILOSOPHIES UNDERLYING
EQUALIZATION FORMULA

The philosophy underlying Equali-
zation is important for understand-
ing criticisms of the present formu-
ta and proposals for reform. Most
writers assume that Equalization is
a matter between levels of govern-
ment and related only indirectly, if
at all, to individual citizens. On
the other hand, others appeal to the
principle of fiscal equity whereby
“"similarly situated citizens in dif-
ferent provinces are to receive com-
parable public services and bear
comparable tax burdens.! Addition-
ally, Equalization is "justified and
necessary only with respect to pub-
lic goods.'"[7] Therefore, schemes to
"equalize" individual incomes,
through, say a negative income tax
mechanism, do not substitute for
Equalization grants to have not
provinces[8]. We demonstrate in the
next section that there need not
necessarily be any conflict between
equalizing individual incomes and
Equalization grants as purely inter-
governmental transfers; nonetheless,
it is conventional to view Equaliza-
tion as a matter between Canada and
the provinces.

Another philosophical difference
concerns whether the purpose of
Equalization is to ensure every Can-
adian, regardless of provincial dom-
icile, some level of "basic servi-
ces,' or alternatively, the level of
"average services' in Canada. This
topic is also related to the notion
of fiscal need. |If we define fiscal
need as the difference between ex-
rearrange-
ment of the Equalization formula
gives:

B B
B

P C P
where the right-hand terms
be interpreted as

may now
""expenditure
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needs'' and ''revenue means,' respec-
tively. In the absence of an ex-
plicit adjustment for varying pro-
vincial needs, the '"average need' is
the "imputed need," and the program
serves principally to equalize rev-
enues across all provinces.
Courchene and Copplestone (1530,

p.23) see the lack of definition of
basic services as a serious flaw;
although they note that the defi-

ciency may be remedied theoretically
by an index of relative need for
each province (p.22), they suggest
there are insurmountable practical
problems (p.23). For others (Graham
1980, p. 48-9), the issue of defin-
ing basic services does not arise
because the average overall cost is
taken as the ‘'standard expenditure"
on which Equalization is based.
Since the overall average need is
the imputed need for every province,
the present Equalization formula
deals only with revenue; some have
therefore suggested that the degree
of provincial tax effort should also
be considered because, all things

being equal, a province with low
revenues due to small tax effort
ought not to receive Equalization

grants[9].

The paramount issue from a social
welfare perspective is the extent to
which redistribution occurs, al-
though the issues of funding and
formula design are admittedly impos-
sible to separate. As noted, Equal-
ization grants are paid to provinces

with a fiscal deficiency; provinces
having a fiscal excess do not con-
tribute. Consequently, this asymme-

tric feature implies the program is
neither self-financing, nor redis-
tributive on an interprovincial ba-
sis, and this is the case indepen-
dent of whether some fixed level of
Ybasic services" s guaranteed,
whether the "average level' collec-
tively determined is employed for
calculation purposes, or whether the
representative five provinces

Western Economic Review,

fiscal

. federal system with shared

standard is used. Presently, the
deficiencies of the 'have
not ' provinces are removed by trans-
fers from the federal government
alone. Hence, the present Equaliza-
tion formula is merely "compensato-
ry'' in the sense that lower-revenue
provinces receive central government
grants to raise their total fiscal
resources to some pre-determined
target level; to repeat, it is not
redistributive across provinces.

The distinction between a compen-
satory and redistributive formula
can now be appreciated. Removal of
the asymmetric feature of the cur-
rent formula would enhance inter-
provincial redistribution. Simulta-
neously, definition of a target
threshold of basic services below
the national average level results
in only 1limited redistribution and
partial revenue equalization. Es-
tablishing the target threshold as
the national average would imply
full revenue equalization. But set-
ting a target threshold in excess of
the national average, even with a
symmetric Equalization formula,
would require compensatory transfers
in addition to redistributive trans-
fers. A revenue-sharing pool alone
would not be sufficient since an ex-
ternally defined level of ‘'basic
services" that exceeds the national
average standard would mean an over-
all net fiscal deficiency. There-
fore, if Equalization is to be more
than merely redistributive, a target
threshold in excess of the national
average implies that additional rev-
enues must be forthcoming. in a
tax and
spending powers, the level of gov-
ernment with the excess fiscal ca-
pacity has the greater capacity to
shoulder responsibility for Equali-
zation. in the past, it has always
been assumed that Canada possessed
the excess fiscal capacity.
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5.6  NEEDS-ADJUSTED EQUALIZATION
AND REDISTRIBUTION

Suggestions to reform Equaliza-
tion may be related to certain defi-
nitions and features of the present
formula. For example, Davenport
(1979) proposes that Equalization
transfers be made on a net payment
basis, with the "have" provinces be-
ing taxed for transfers to the "have
not" provinces on the basis of an
Adjusted Personal Income (APl) meas-
ure. Davenport's scheme would
therefore remove the asymmetric fea-
ture of the present formula and re-
define the tax base for Equaliza-
tion. Courchene (1979, 1980)
proposes a two-tiered system. The
first tier would operate much as the
present Equalization formula, in-
cluding federal financing; but the
second tier would be a provincially
financed, purely redistributive,
negative income tax type plan. That
is, the second tier would be a "ful-
ly equalizing' revenue sharing pool.
Other suggestions include adjusting
Equalization transfers for relative
incomes or the size of the urbanized
population (Boadway 1980, p.72 and
Courchene and Copplestone 1980), or
altering the treatment of some rev-
enue items (Powrie 1981). We demon-
strate how the index P(x*) might be
incorporated and interpreted in the
context of Equalization.

The present Equalization formula

is given by
‘N B
7 E=TR |E_._R
N B
c c
where the subscripts ¢ and | refer

to Canada and a given province, re-
spectively. Since the poverty meas-
ure

F(x*) (x¥%*-u*)
u

(2) P =T(xx%) =

has been defined, application of (5)
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and (6) yields

(9) P.u.N = gNju; Py, or
N,
(10) t.B. = yu=u toBe = & tyBg
N i
where P = to, P; = ty, fj = Nj/N, B,
= uN, Bi= “iNi’ NiiS the ’
population of province i, and N is
the total population.
Fixing x¥%, Equalization for any
province may be written as
Ni B
(11) E = T tC o tiBi

Manipulating (11) and denoting

t.B. as TR yields
N, t, B,
(12) E=TR |-+ _%

which is the formula (7) with an ad-
justment factor.

Since ty = Pi’ By = uiN; , to =P
and B, = uN, it is clear that (12)
represents a '‘needs-adjusted" Equal-

ization formula. Recall that
F
- = i(x*) (x*~u%)
6) t; =P, = <u:
and we have
t, P, C(x* Kk
i | Fi_ FiGNGEuh w
tc P F(x*) (x*~-u*) uy

Accordingly, the adjustment for
""need' takes into account the rela-
tive amount of poverty in a given
province or, equivalently, the rela-
tive provincial tax effort required
to eliminate poverty in that prov-
ince.
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5.7 AN JLLUSTRATIVE SIMULATION FOR
CANADA AND THE PROVINCES

With formula (2) for the transfer
index, it is possible to calculate
the Equalization entitlements asso-
ciated with different specifications
of the redistributive objective. An
illustrative simulation is presented
below. The calculations employ pre-
tax and pretransfer family income
distribution data derived from the
1979 Survey of Consumer Financ-
es[10]. Since the value of the
transfer index (and thus the corre-
sponding Equalization entitlements)
depends on the target threshold x¥%,
five alternative definitions of x%
are employed to represent a range of
values. They are: (1) $8,696, which
is half the Canadian mean income;
(2) $12,000;  (3)  $14,000; (W)
$17,393, the mean Canadian income;
and (5) $20,561, which is the maxi-
mum value of all provincial mean in-
comes. Since the data are based on
the family unit rather than the in-
dividual, and not adjusted in any
way, the simulations should only be
taken as suggestive. Nonetheless,
the simulations demonstrate both the
practical and normative appeal of
the social welfare approach, and
that the distribution of entitle-
ments associated with the social
welfare approach differs signifi-
cantly from that generated using the
representative tax system.

Table 1 illustrates the extent to
which the poverty index (column 3},
per capita Equalization entitlements
(column 4), and gross entitlements
(column 5) rise as the target
threshold is raised. This is as ex-
pected. Table 1 also demonstrates
the sensitivity of the ranking of
provinces on the basis of 'relative
needs' to the choice of threshold.

Western Economic Review, Vol.

For example, when one-half the Cana-
dian mean income is - set as the
threshold, Newfoundland is in great-
est '""need;' but when the threshold
is the mean Canadian income Prince
Edward island emerges as the 'needi-
est" province.

To highlight the financial impli-
cations of our needs-index proposal,
the actual distribution of Equaliza-
tion entitlements in 1979 as allo-
cated, wusing the representative na-
tional average standard, is reported
in Table 2. A comparison of Tables
1 and 2 reveals that the assignment
of "have" and "have not' statuses to
provinces is not sensitive to the
choice of formula. However, it is
important to recall that Ontario
would have assumed ''have not' status
under the representative tax system
formula if it had not been arbitrar-
ily amended to make Ontario a non-
recipient of Equalization monies.
Since few Canadians would likely as-
sign Ontario a 'have not'" status,
there is good reason to question the
normative basis of the representa-
tive tax system formula.

Further comparison of the two ta-
bles also shows that the ranking of
provinces according to the "relative
needs' formula is not robust. This
should not be surprising given the
sensitivity of the ranking to choice
of threshold. Nonetheless, the
needs-adjusted formula does rank
Newfoundland and Prince Edward |[s-
land as ‘'poorest,! followed by New
Brunswick, Nova Scotia, Manitoba,
Quebec and Saskatchewan. Alberta is
the "richest" of the provinces as-
signed “have'" status. But notice
that, quantitatively, Newfoundland,
Prince Edward Island, Manitoba, and
Saskatchewan gain relatively under
the transfer index formula, whereas
Quebec is a major loser.
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TABLE 1

Transfer Index Equalization Entitlements
MEAN EQUALIZATION EQUALIZATION
PROVINCE INCOME P(X*) (Per Family) (Thousands$ ) -X*-
NFLD. 11,231 .2642 1,245.3 230, 509 us/2
.4326 1,826.6 363,277 12,000
.5438 2,373.1 439,268 14,000
.7502 3,051.1 564,751 u
.9693 3,706.4 686,051 Max (U(1))
P.E.I 10,758 .2533 1,003.3 45,753 u/2
.4283 1,712.1 78,074 12,000
.5487 2,169.2 98,914 14,000
. 7856 3,077.8 140,349 u
.0244 3,841.7 175, 181 Max (U(1))
N.S 12,472 L1791 512.0 166,710 u/2
.3068 830.8 303,063 12,000
. 3995 1,248.7 406,572 14,000
.5786 1,842.4 599,898 u
.7708 2,434 .4 792,626 Max (U(1))
N.B 13,446 . 1878 803.3 200,571 u/2
.3027 1,174.2 293,180 12,000
.3817 1,398.1 349,096 14,000
.5358 1,829.9 456,933 u
.7038 2,279.4 569,174 Max(U(1))
QUE. 16,382 L1132 132.5 326,779 u/2
. 1880 200.3 493,769 12,000
.2434 253. 4 624,048 14,000
. 3491 344.7 849,447 ]
.4642 424.17 1,047,125 Max (U(1))
ONT. 18,276 .0852 (164.8) (548,690) u/2
. 1440 (264.2) (879,649) 12,000
.186 1 (337.1) (1,109, 134) 14,000
L2700 (439.9) (1,464,748) u
.3645 (518.2) (1,725,493) Max (U(i))
MAN, 14,350 . 1632 620.2 241,000 u/2
.2667 831.5 361,972 12,000
.3395 1,137.9 442, 183 14,000
.4796 1.508.3 586, 126 u
.6311 1.877 .1 729,436 Max (U(1))
SASK. 16,660 L1071 62.4 24,640 u/2
.1823 141.2 55,767 12,000
.2370 214.1 84,586 14+ 000-
.3433 344.9 136,252 u
.4554 407. 1 160,818 Max (U(1))
ALB. 20,561 .0562 (566.4) (464,544) u/2
.0885 (807.7) (714, 128) 12,000
. 1306 (1,048.0) (860,398) 14,000
. 1821 (1,424.7) (1.168,513) U
.2629 (1,774.3) (1,455,317) Max (U(i))
B.C 18,497 .0801 (160.2) (187,366) u/2
. 1351 (261.9) (306,306) 12,000
.1736 (349.6) (408,809) 14,000
.2476 (547.0) (639,747) u
.3284 (777.0) (808,797) Max (U(1))
CAN. 17,393 .0880 u/2
. 1665 12,000
.2147 14,000
. 3080 u
.4128 Max (U(1))
Source: A1) calculations in this paper are based on data obtained from

the Statistics Canada microdata tape "Incomes (1979), Census

Families" which contains data collected in t

Consumer Finances.

done by the authors.

he 1980 Survey of
All computations on this data base were
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TABLE 2

Actual Equalization Entitiements 1979—80

Equalization

Equalization

Province (Per Capita) (Thousands$)
Newfoundland 589.0 337,000
Prince Edward Island 626.0 77,000
* Nova Scotia 484 .0 410,000
New Brunswick 502.0 352,000
Quebec 241.0 1,523,000
Ontario 0.0 0
Manitoba 258.0 266,000
Saskatchewan 42.0 k1,000
Alberta 0.0 0
British Columbia 0.0 0
Canada - -

Source:

5.8 CONCLUSION

The Equalization formula
pose has the following significant
implications. First and foremost,
it incorporates the concept of rela-
tive need. Use of the index P =
T(x*) would ensure that each prov-
ince receive the appropriate trans-
fer amount to combat poverty or re-
distribute individual incomes.
Although Equalization may continue
as a matter of grants between gov-
ernments, the new formula means that
any nationally specified anti-pover-
ty objective or desired degree of
individual redistribution can be
made consistent with a system of
formula intergovernmental grants.
It remains true that provinces may
not use their Equalization payments
to reduce poverty or individual ine-
quality. However, Equalization pay-
ments are a sub-category of uncondi-
tional grants; therefore they share
this criticism with all uncondition-
al transfers.

we pro-

Western Economic Review, Vol. 3,

Courchene and Copplestone (1980, p. 19).

that a formula
reconciles reduc-
disparities and
Equalization. And since P is a pov-
erty measure, the normative basis
for adjusting the Equalization for-
mula by this index has great intui-
tive appeal. Further, our formula
leaves open the definition of the
target threshoid x¥%, and whether or
not Equalization should constitute
mere revenue-pooling or possibly in-
clude net transfers between levels
of government. The target threshold
X% may be defined at some 'basic
level' such that x® is less than u;
alternatively, it might be set at
the national average level x% = u.
Or x* may exceed u in which case net
funds would be necessary. The lat-
ter would then imply a system of
compensatory grants as well. Symme-
try is a desirable property of
Equalization for pure redistributive
purposes, and finally, the index P
is both practical and easy to calcu-
late.

The point remains
is possible which
ing individual
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Equalization is fundamentally a
program of unconditional transfers
between governments in a federal
state. Whether or not richer prov-
inces should contribute directly to
its funding and thereby make the
program redistributive in an inter-
provincial sense is a matter of con-
troversy. So too is the question of
federal compensatory transfers to
bring individual provincial revenues
up to some arbitrary level. But
that transfer amounts might vary ac-
cording to differing provincial need
is a view of long standing. |ts or-
igins might even be traced back to
the Statutory Subsidies and various
"debt adjustment" or 'special need"
grants at Confederation. The Duncan
Commission introduced additional in-
terim grants for the Atlantic Prov-
inces; and the Depression saw spe-
cial grants to the Prairies. More
recently, the Atlantic Provinces Ad-
justment Grants which were initiated
in 1958, and continued under the
name of "Additional Grants' in 1961,
constitute in effect additional un-
conditional assistance to provinces
deemed in greater need[11]. In one
form or another then, these grants
implicitly recognize the factor of
relative need. OQur index in the
Equalization formula clarifies the
implications of the target thresh-
old, x*, and combines the objective
of redistribution with the notion of
Equalization grants as purely inter-
governmental transfers. It is pos-
sible therefore to reconcile the
fiscal finance approach with a so-
cial welfare viewpoint of redistri-
bution in a federal state.

Since any public policy will
reallocate resources, economists are
fond of discriminating among alter-
natives by examining the efficiency
of an allocation. This approach has
also been common in the recent lit-
erature on the Canadian Equalization
program. However, one might also
ask if a given allocation is

Western Economic Review,
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equitable. Our concentration on
equity consideration to the exclu-
sion of efficiency is defended on a
number of grounds. First, the very
notion of Equalization is inherently
redistributive. Thus, a focus on
equity would seem to be justified,
particularly since most other au-
thors seem to ignore equity alto-
gether. Second, the transfer-of~in-
come approach does not require the
adoption of a specific model of the
economy. As a consequence, we need
not presume any “true' model of the
economy. Indeed, given that norma-
tive examinations of Equalization
other than ours are typically based
upeon a neoclassical model of spatial
adjustment - which is, at best, su-
spect in a world with heterogeneous
capital goods and evolving through

historical time - the Transfer Index
approach has greater intuitive ap-
peal. Despite this, our approach

may be wvulnerable to
criticism.

It could be argued that redistri-
bution should occur through the tax

the following

system. This is the view of Cour-
chene (1978) and others who argue
that a Negative Income Tax is the

appropriate mechanism to achieve
egalitarian objectives. Although
Courchene shares the view that

Equalization is (at least in part) a
method of redistributing income to
the poor, he holds that it is not a
very effective policy for achieving
this end, since it redistributes in-
come between governments rather than
individuals. Moreover, Equalization
is an wunconditional grant program,
thus there is no mechanism to compe]
provincial governments to behave in
such a way as to "improve" the dis-
tribution of income. In short,
Equalization is a matter between
governments, not individuals, an is-
sue we identified as one involving
“first principles'.

A second criticism,
fiscal

based on the
equity approach of Boadway
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and Flatters, flows from their sug-
gestion that efficiency and equity
reinforce, rather than conflict with
one another. We cannot here examine
their argument in detail but their
position is not very different from
Courchene's. However, Boadway and
Flatters do introduce one important
consideration by recognizing that
comprehensive incomes of like indi-
viduals in different provinces of a
federal system are unlikely to be
equal, even when direct market in-
comes are identical. As a conse-
quence, intergovernmental transfers
which equalize fiscal residual (the
net benefits of provincial fiscal
activity) are required to ensure
both equity and efficiency. By
equalizing fiscal residual, the
transfers eliminate inefficient fis-
cally induced migration and ensure
horizontal equity. Boadway and
Flatters then argue that the tax/
transfer system should be used to
achieve vertical equity {(egalitarian
aims). Thus, Equalization is con-
sistent with income redistribution
in their framework. Because Equali-
zation equalizes the net fiscal ben-
efit component of comprehensive
(Haig-Simons) income across provinc-
es, “"Equalization is a necessary
complement to any redistributive tax
program based primarily on market
incomes.'"[12]

The Courchene-Boadway-Flatters
position amounts to the foliowing:
the Equalization program is not the
appropriate mechanism to achieve so-
cial welfare objectives, since it
transfers income unconditionally be-
tween governments and not people.
However, because fiscal activity by
provinces affects the comprehensive
incomes of individuals, an Equaliza-
tion program to equalize the impact

Western Economic Review,

fiscal activity must
be in place if egalitarian objec~
tives are to be met. Accordingly,
Courchene-Boadway-Flatters offer an
indirect reconciliation of fiscal
finanée-social welfare concerns by
suggesting that Equalization and
personal income taxation are sepa-
rate, but complementary programs.
Since almost all economists discuss~
ing Equalization focus on provincial
fiscal activities (tax and spending
policies), it is not surprising that
the program is seen as a matter be-
tween governments. But there are
others who also accept the principie
of fiscal equity but base their po-
sition on individuals, not govern-
ments[13]. Thus, it is wrong to as-
sume that traditional views (with
the important exception of Courchene
who focuses on fiscal gap) are based
on a non-individualistic position,
or neglect completely the issue of
equity. On this latter matter, we
must agree with Milton Moore (1981,
p.224) who forcefully argues that
the horizontal equity rationale for
Equalization is no longer accepta-
ble. He wrote recently:

of provincial

An alternative is to rec-
ognize that the Equaliza-
tion payments are income
transfers between persons
resident in different
provinces. Governments
are only intermediaries.
Since equity relates to
persons, not governments
or groups comprised of
differently situated per-
sons, the restructuring of

payments should be based
on the economic (distribu-
tive) justice para-
digm."[14]
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1]

[2]

(3]

[4]

£s]
(6]

[7]
[8l

[9]

Federal-Provincial Tax Structure
Committee 1966, p. 15.

This description of the formula
draws on Courchene and Beavis
(1973) and Courchene and Copple-
stone (1980). The notation has
been simplified for convenience.

Other technical details are tan-
gential to our main purpose and
are not discussed here.

Courchene and Beavis,

495,

ibid.,p. L492.

1873, p.

Courchene 1970; Winer and Gau-

thier, 1982.
Graham 1980, p. L5-6.

Ibid,,p. 47; also Usher 1980, p.
27.

Boadway 1980, p. 47-8.

[10] A pretax-pretransfer definition

Western Economic Review,

of income is preferable for two
reasons. First, since provinc-
es engage in redistributive ac~
tivities, a poverty index based

on a post-fiscal activity in-
come definition would penalize
provinces with the greater
anti-poverty effort. Second,
the pretax-pretransfer defini-

tion minimizes
of program

the possibility
induced changes in
provincial government behav-
‘four, With a pretax-pretrans-
fer definition, provinces are
unable to influence the size of

[11]

[12]

[13]

[14]
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their entitlement by changing
their redistributive activity.
However, it may be desirable

under certain circumstances to
modify the pretax-pretransfer
data. For example, natural re-
source rents accruing to pro-
vincial governments may give
rise to interprovincial income
disparities not captured in the
income distribution data. Such
an adjustment has not been made
here.

Moore, Perry and Beach 1966,
pp. 2,8,11,13,61,76.

Boadway and Flatters, 1982a, p.
58.

See Buchanan 1950, Graham 1964,
and Boadway and Flatters 1982a,
1982b.

Moore 1981, p. 24k,
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5
Western Outlook

Greg Mason and Elizabeth Waelbroeck-Rocha,
institute for Social and Economic Research,

University of Manitoba.

6.1 NATIONAL

The national economy continues to
consolidate the recovery, however,
concern is growing over some impor-
tant indicators. In particular, in-
terest rates, while remaining gener-
ally stable, have recently
increased, and the large U.S. defi-
cit continues to haunt world-wide
recovery. Inflation, while showing
no signs of rebounding to double
digit levels, has also shown some
indications of rising, demonstrating
that the underlying forces impelling
price increases have yet to be tamed
and controlled. Unemployment, also
shows an upward trend.

The strength of the U.S. economy
continues to be surprising and many
impor tant sectors such as cars con-
tinue to revise sales forecasts up-
ward. In 1984 all major car manu-
facturers in the U.S., even American
Motors expect to make money. Unfor-
tunately for key Canadian exports
such as minerals, pulp and paper and
lumber, the U.S. recovery will prob-
ably not transiate into particularly
robust markets. Most mineral prices
remain depressed, and third worlid
countries have shown little inclina-

tion to curtail production. Copper
markets in particular will remain
sluggish with Jlarge stocks and the

Western Economic Review,

threat of important
the U.S. The

restrictions by
only really bright
spot in Canadian mining is gold,
with the new finds at Hemlo posi-
tioning Canada firmly in third posi-
tion as a producer behind South Af-
rica and the U.S.S.R.

Forestry will also face an uncer-
tain period. The domestic demand
for lumber is driven by both resi-
dential and non-residential con-
struction. Public sector restraint
in particular will limit non-resi-
dential construction, while, without
special stimulas .from government, it
is expected that housing starts in
1984 will remain modest. Demand

from the U.S. is also expected to
remain stable, and lumber producers
there have apparently decided to

harvest rather than speculate that

prices will increase.

Agriculture 1is a bright spot,
however, even here protectionism
confronts the Canadian exporter.

Competition from Australia and Ar-
gentina continues to be vigorous in

wheat and other cereals, however,
ocilseeds will probably have ready
markets.

Manufacturing will continue to
expand, although it is difficult to
say whether output will taper toward
the end of the year as some analysts
suggest. A pivot point around which
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much of the current
forecasting occurs is whether the
inflation adjusted interest rate is
a key decision variable for manufac-
turers and others in interest rate
sensitive sectors. The crux of the
debate is whether recent profit lev-

analysis and

els, which are now at the same per-
centage of GNP as prior to the re-
cession, can overcome the

disincentives to investment posed by

high real interest rates. At macro
levels this debate cannot be re-
solved. Since there is considerable
variation among sectors, there is
legitimate concern that these high
real rates of interest will encour-
age investment of profits outside

the country and not in new plant and
equipment domestically, although
banks have probably become much more
wary of loans abroad. Exchange rate
fluctuations, which have tended to
make Canadian goods expensive rela-
tive to purchases in other countries
(except for the U.S.), continue to
limit access to European markets -
as does the protectionism currently
being practiced increasingly by the
European Common Market. Unemploy-

ment will remain persistently high
with little indication that any but
very gradual improvement will be
possible. Youth unemployment re-
mains very serious, the only growth
industry being universities and

trade-schools whose enrolments pres-
ent some of the

gains in the economy. A key issue

is just who will dominate economic
policies over the summer. With the
Liberal leadership in full swing it
is likely that Mr. Bouey will have
the last say and interest rates
could rise if the dollar displays

continued weakness,

Western Economic Review,
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6.2 MANITOBA

In the previous Western Outlook
(December 1983), a number of Manito-
ba indicators looked particularly
promising. Shipments, for example,
were recorded as having a 2.3 per-
cent increase over the same month
(July) in 1982. However, and this
is an important point, subsequent
revisions to the data provided by
Statistics Canada have reduced this
to an increase of only +.2 percent.
The most recent available informa-
tion on shipments by Province is for
October 1983, where a 3.1 percent
increase over October 1982 is re-
corded. Despite this relatively ro-
bust indication, even a cursory ex-
amination of the recent history of
shipments (see Table 1) gives little
reason for optimism. Although the
severe contraction of mid 1982 has
been eliminated, evidence of a
strong recovery is hard to discover.

Labour markets continue to im-
prove, although the decline in unem-
ployment has halted temporarily.
Employment continues to grow steadi-
ly and in December 1983 posted a L.k
percent increase over December 1982.
The economy continues to add jobs
beyond those which existed prior to
the recession.

Inflation remained steady until
January and then took a sharp jump
(see Leading Indicators section).
It is most likely that inflation

rate figures for Manitoba, especial-
ly Winnipeg, will be spurious for
the first few months of 1984 re-
flecting a vigorous food price war,
subsequent attempts by retailers to
recoup their losses, and some Mar-
keting Board change (milk). It is
wise not to read too much into
trends in consumer prices for Mani-
toba at least until the late spring.

Retail trade continues to perform
well, reflecting also the sustained
growth in real wages and salaries.
In this latter respect the Manitoba
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economy is outperforming all other government's continued commitment to
western provinces, where employment restraint in Manitoba may limit real
is rising more slowly and real aver- wage increases to some extent, and
age weekly wages are curtailed by hence limit consumer spending in the
public sector wage restraints. The future.

TABLE 1

Manitoba: Percentage Changes From Same Month Last Year

REAL
AVERAGE LEADING

REAL REAL WEEKLY INDUSTRY

WAGES & SHIP- UNEMPLOY~-  EMPLOY-  RETAIL  WAGES & EMPLOYMENT :
DATE cP1 SALARIES  MENTS MENT RATE  MENT TRADE SALARIES  MANUFACTURING
JANB2 S.0 2.1 2.5 6.5 -0.6 1.4 0.1 1.7
FEBB2 9.9 3.1 8.6 6.6 1.3 0.8 1.2 0.9
MARS2 9.9 2.7 0.4 7.2 -0.2 -4.7 0.7 -1.9
APRB82 9.6 1.5 -4.9 7.4 -0.2 -0.8 1.0 -4.3
MAYB2 9.6 -0.5 5.3 7.9 -1.5 3.4 0.1 -2.0
JUNB2 8.3 2.1 -3.5 8.4 -1.3 -0.4 1.7 -5.2
JuLs2 8.0 2.5 -9.7 8.1 -1.9 -4.1 2.6 -7.6
AUGS2 7.8 -0.2 0.4 9.5 -2.4 -0.7 1.8 -11.7
SEPB2 7.8 0.1 -5.3 9.4 -1.5 -2.6 1.9 ~14.3
0cT82 7.8 -0.8 -11.5 9.8 -2.0 -1.8 2.4 -15.3
Nova2 8.5 -2.7 -7.0 10.6 -3.0 -6.5 1.6 -14. 1
DEC82 9.6 -3.5 -6.3 10.7 -2.0 -3.6 1.2 -14.8
JANB3 7.7 -2.3 -1.5 10.0 -0.9 -2.5 0.9 -13.0
FEBB3 7.5 -3.5 -9.3 10. 1 -2.8 -3.9 -0. 1 -12.9
MARS3 7.3 -3.5 -4.9 9.7 ~0.9 0.7 1.0 -10.7
APRE3J 8.2 -3.9 -3.2 9.6 -0.4 -6.6 . .
MAYB3 7.6 -2.3 ~0.5 10.3 0.9 -3.2
JUNB3 7.0 -2.1 -0.0 9.8 0.4 4.3
JuLs3 7.1 -2.4 0.2 9.6 1.3 3.9
AUGB3 7.1 -0.7 -0.2 8.8 3.s 0.7
SEPB3 6.0 0.2 -1.0 9.1 2.6 2.9
0cT83 5.6 2.0 3.1 9.3 3.3 7.6
Nove3 4.8 3.2 8.6 4.7 5.7
DEC83 4.7 . 8.5 4.4 5.0

In summary, Manitoba is expected 6.3 SASKATCHEWAN

to continue to consolidate its re-
covery quite probably at close to The Saskatchewan economy is ex-
the national average, but it is im- pected to grow at rates well above
portant to stress that progress re- the national average throughout
mains tentative. 1984, Assuming a normal crop vyear,

grain exports would continue to re-
main strong, although the longer
term threats from other exporters
and portectionism within the Europe-~
an Economic Community (assuming they
manage to sort out their farm poli-
cies) must be acknowledged. The re-
cession is now well behind the Sas-
katchewan economy.

As. indicated by us in December,
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the key variables in the growth ma-
trix remain agriculture and non-min-

-eral mining. There is some indica-
tion of softening in retail trade
which turned more sharply negative

than in other western provinces.
Shipments have increased dramatical-

ly and indicate that manufacturing
and movements of agricultural prod-
ucts will provide a strong support

for the economy in the early part of
1984,

Wage restraint in the public sec-
tor may also be lifted in the fiscal
year 1984-85 and this would have a
favourable impact on growth in real
wages and salaries (assuming infla-
tion remains stable). However, much
of this increase, while beneficial

TABLE 2
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to retail trade sectors (i.e., car
dealers), will probably have most of
its impact in eastern Canada (i.e.,
car manufacturers and other big
ticket items).

One troubling sign is the persis-
tence in high unemployment. The
rate of joblessness has trended up-
ward slightly during the second se-
mester of 1983. Remember these are
seasonally adjusted figures; in
general Saskatchewan has not lowered
its unemployment rate during this
recovery. This may be an indication
of structural unemployment due to
changes in the basis for the economy
and because of immigration, possibly
from Alberta.

Saskatchewan: Percent Changes From Same Month Last Year

REAL
AVERAGE LEADING
REAL REAL WEEKLY INDUSTRY
WAGES & SHIP- UNEMPLOY~ EMPLOY - RETAIL WAGES & EMPLOYMENT :

DATE CPI1 SALARIES MENTS MENT RATE MENT TRADE SALARIES AGRICULTURE
JANB2 10.2 1.0 -2.0 4.8 .12 -2.6 1.1 -3.9
FEB82 10.9 2.1 1.1 4.5 3.5 ~0.5 1.7 ~5.2
MARB2 10.4 3.7 3.8 4.8 1.9 -5.1 1.9 -8.6
APR82 10.7 4.2 -18.4 5.7 0.5 ~7.1 1.2 -12.4
MAY82 9.2 -0.2 1.7 5.9 0.0 0.2 0.1 -9.0
JUNB2 8.4 -1.2 -2.2 6.3 0.0 -0.5 1.5 -3.1
JuL82 8.5 ~3.4 -11.3 6.5 -0.9 ~5.9 1.5 -1.0
AUGB2 8.3 3.5 ~6.9 6.8 -2.5 -6.0 2.6 0.0
SEP82 7.8 1.1 -5.4 6.9 -1.1 -7.0 1.7 9.4
0CcT82 8.6 0.7 -12.6 6.9 1.6 -6.1 2.8 14.0
Novs2 7.6 -0.2 ~4.6 7.3 0.8 ~6.3 3.7 7.5
DEC82 7.4 ~2.1 -12.1 7.3 0.2 ~-4.6 2.4 7.8
JANS3 6.9 ~2.0 -1.4 7.7 0.0 1.7 2.1 13.5
FEB83 6.4 -2.8 -5.3 7.6 ~0.2 -2.8 0.6 16.4
MARB3 6.2 0.3 -8.8 7.4 0.2 -3.2 0.9 10.8
APR83 6.7 -6.4 ~-2.0 7.6 0.7 -3.7 . 9.0
MAY83 7.1 -2.0 0.6 7.5 2.3 ~-6.4 6.6
JUNSB3 5.9 2.4 3.5 7.1 3.2 0.2 2.1
JuL83 6.9 2.6 8.3 6.7 3.9 3.5 0.0
AUGS83 6.8 -2.2 10.8 7.3 4.7 3.0 0.0
SEPS83 6.6 ~-1.0 i1.0 7.5 3.5 2.5 ~-7.6
0CcT83 6.1 -0.2 14.3 7.4 3.5 4.3 -4.1
NOV83 6.0 1.4 . 7.7 2.8 ~0.3 3.5
DEC83 5.8 . 1.7 2.5 -2.6
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6.4 ALBERTA

it is difficult to find any opti-
mistic forecast for the Alberta
economy. Perhaps, the years of smug
self-assurance from the 'oil patch"

now prompt analysts to be especially

harsh on the prospect for Alberta.
It must always be remembered that
this economy still has a vast store

of capital, both financial and in
the ground, upon which to draw. In
large measure the sluggishness of
the Alberta economy is a deliberate
policy choice not to use this fund
to promote industrial policy, job
creation and expansion of the public
service, which if undertaken, would
certainly improve the ''numbers.”
Also, the value of the capital in
the ground <can change dramatically
in a very short period of time. The
nervousness of world spot prices for
crude oil, in reaction to news from
the Middle East, still clearly dem~
onstrates that the western world has
yet to develop a consistent strategy
to cope with interruptions in sup-

TABLE 3

ply.

The core of the economic planning
problem for Alberta is how to use
the accumulated capital to advan-
tage. Clearly, there is great re-
luctance to 'sell the land" in order
to maintain levels of government
services.

Although the unemployment rate is
very high, (hovering aroung 10.5 to
11 percent), shipments show sus-
tained growth over the last part of
1983. There is also some indication
that the slide in real wages may be
slowing, which is still some way
from saying that consumers have an
increasing basis for confidence.
Nonetheless, retail trade is making
a comeback and contraction in em-
ployment seems to have stopped.

While the gloomy predictions of
most forecasters still remain in ef-
fect, it must be stressed that much
of the stagnation in the Alberta
economy is probably due to conscious
political choice, as much as to in-
ternational forces working to stabi-
lize oil prices.

Alberta: Percent Changes From Same Month Last Year

REAL
AVERAGE LEADING
REAL REAL WEEKLY INDUSTRY
WAGES & SHIP~ UNEMPLOY- EMPLOY- RETAIL WAGES & EMPLOYMENT :

DATE CP1 SALARIES MENTS MENT RATE MENT TRADE SALARIES  CONSTRUCTION
JANB2 10.7 5.8 3.8 4.8 2.1 -3.7 -0.2 -0.3
FEB82 11.6 5.2 5.5 4.7 1.1 -3.9 0.9 ~2.8
MAR8B2 12.2 6.3 5.2 5.5 2.0 -10.3 1.1 ~3.6
APR82 12.5 4.1 ~7.5 6.2 -0.7 -9.7 1.3 -17.2
MAY82 12.0 -0.6 ~-3.5 7.2 -2.3 -8.5 -1.6 -25.5
JUNB2 11.2 o.1 -3.9 7.7 -2.1 -10.1 -1.1 -18.9
JuLs2 10.7 0.3 -14.1 8.1 -1.7 -12.8 0.7 -20.3
AUGB2 10.4 0.4 -3.8 8.5 -2.3 -10.9 1.4 -22.5
SEPB2 10.4 -1.3 -9.9 9.2 -2.7 -11.3 1.0 -17.3
ocT82 10.3 -2.1 -14.6 9.4 -2.8 -10.4 0.8 -18.3
NOove2 8.0 -3.7 -8.0 10.2 ~-3.1 -11.3 i.4 -18.6
DECB2 8.6 -1.7 -11.7 10.6 ~2.6 -9.7 2.7 -22.6
JANB3 8.3 -2.8 -8.8 10. 1 -3.4 -6.7 2.0 -24.1
FEB83 7.4 -3.4 -6.9 10.1 ~-3.7 -9.7 0.3 -24.5
MARS3 6.6 -4.3 -6.9 11.0 -4.4 -2.7 0.8 ~-24.7
APR83 6.9 ~6.4 ~2.6 10.5 -2.5 -8.6 . .
MAYB3 6.2 -4.7 2.9 10.5 -0.6 -6.4

JUNS3 5.8 -4.4 3.4 11.1 -0.6 -2.2

JuLs3 5.7 -5.1 3.6 11.1 -1.1 0.0

AUGS83 5.3 -5.1 5.6 1.1 ~0.5 ~2.4

SEPB3 4.7 ~-4.1 3.8 10.5 -0.1 -0.3

0cT83 4.2 -5.4 9.3 10.1 0.7 0.0

NOvV83 4.2 -3.5 . 10.5 0.6 -1.3

DEC83 4.5 . 11.0 ~0.6 0.2




6.5 BRITISH COLUMBIA

The recovery of housing markets
in the U.S., despite the restraint
on cemand imposed by vigorous compe-
tition from American lumber produc-
ers had, until recently, kicked the
western-most economy into some sem-
blance of life. The labour dispute
in the industry is now very serious,
and rapidly undoing the modest gains
made earlier. Sustained growth in
employment of around 4 percent for
the next year will be required to
recover the losses of the recession.
In part, extreme public sector re-
straint may accelerate the rate at
which unemployment is reduced by ex-
porting the surplus labour force to
other parts of Canada, most likely
Saskatchewan and Ontario.

The recent decline in real wages
and salaries is in large measure ex-
plained by wage restraint, and with

TABLE L
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more layoffs planned in the early
part of 198k, retail trade may be
compromised. The ripple of layoffs
from the labour problems in the for-

est products industry will also harm
retailers.
The basic policy question being

field tested in B.C. is whether re-
duction in the deficit will actually
encourage growth, either by reduc-
tion in tax burdens, direction of
existing debt service commitments
into incentive programs to assist
industry, or, and this is unlikely,
using the improved credit rating to

support major capital projects
through debt financing. The recent
budget announced by the government
gives little indication that much
planning has been done yet on how

reduced government expenditures will
be translated into economic prosper-
ity. in short, prospects for B.C.
are glum.

British Columbia: Percent Changes From Same Month Last Year

REAL
AVERAGE  LEADING
REAL REAL WEEKLY  INDUSTRY
WAGES & SHIP- UNEMPLOY- EMPLOY-  RETAIL WAGES & EMPLOYMENT:
DATE cPl1 SALARIES _ MENTS MENT RATE _ MENT TRADE __ SALARIES MANUFACTURING
JANBZ  13.3 -0.8 -9.3 8.5 -0.6 -8.0 -0.5 -5.2
FEB82  13.0 0.9 -6.7 9.0 -2.0 -8.7 -2.7 -6.6
MARB2  11.4 0.6 -5.2 9.7 -2.0 -12.7 -0.8 -9.4
APR82  11.3 -1.0 -17.8 10.5 -4.3 -12.0 -0.8 -9.5
MAY82  11.8 -4.9 -10.3 11.2 -3.9 -12.3 -2.0 -12.2
JUNB2  11.0 -6. 1 -15.4 12.6 -6.0 -14.0 -2.2 -16.0
JULB2  10.6 -3.2 -2.1 13.8 -6.7 -11.0 -0.5 9.4
AUGBZ  10.1 -8.7 25.8 13.9 -6.5 -11.8 0.1 -9.1
SEP82 9.6 -9.9 -7.1 13.6 -7.0 -11.8 -2.3 -17.0
ocTe2 8.8 -g.6 -17.7 14.5 -7 .1 -10.0 -1.8 -17.9
NOV82 8.2 -8.9 -9.3 14.4 -8.0 -13.3 -0.9 -17.6
DEC82 7.6 -8.4 -9.3 14.7 -7.2 -10.6 2.8 -16.9
JANS3 6.8 -8.1 -0.5 14.2 -6.4 -9.1 1.1 -17.0
FEBS3 6.6 -6.6 -0.1 13.8 -4.6 -9.0 0.9 -14.0
MARS3 6.7 -6.2 -5.2 14.0 -3.8 -5.6 1.0 -12.8
APR83 6.5 -6.5 7.0 13.4 -0.6 -6.0
MAY83 5.1 -2.8 11.0 13.9 -1.7 -4.8
JUNB3 5.1 -2.0 14.6 144 0.3 0.2
JuLs3s 5.8 -0.2 22.6 13.7 0.9 -1.2
AUGS3 5.2 6.5 12.6 144 0.4 -1.0
SEP83 5.0 1.4 14.2 13.4 1.5 0.4
0cT83 4.7 -1.9 18.4 13.5 0.0 3.0
NOV83 4.3 -4.8 . 13.9 0.8 .
DEC83 4.7 . i13.6 2.1
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6.6 FORECASTS FOR WESTERN CANADA

The forecasts below reflect our
growing optimism about the Manitoba
and Saskatchewan economies,

remain

stable in

and down for B.C.
employment
some forecast in December

Saskatchewan
Alberta, are revised up for Manitoba
We expect the un-’
rate to drop more
1983 for Mani-

signs of life in Alberta and in- toba, and rise in Saskatchewan and
creasing concern about B.C. The markedly in B.C. Consumer prices
figures in brackets are the December will remain generally as forecast,
1983 forecasts. Real GDP has been although recent interest rate move-
revised upward everywhere except ment will bear watching.
B.C. Employment growth forecasts
|.S.E.R. Forecasts for 1984
(March 1984)

Manitoba Saskatchewan Alberta B.C.
Real GDP 3.8 (3.5)* 3.9 (3.8) 3.2 (3.1) 3.5 (L.0)
Employment 2.5 (2.1) 2.0 (2.0) .8 ( .8) 1.0 (1.9)
Unemployment? 8.5 {9.1) 7.0 (6.2) 9.9 1h (12.9)
Consumer Price
index 6.9 5.4 7.0 6.0

1 End of year forecast

Remaining figures are annual averages.
2 Figures in brackets are our December 1983 forecasts.
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Leading Indicators*
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Figure 1

Canada-United States Composite
Leading Indicator
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TABLE 1

Employment and Price, % Change from Previous Quarter

and From Same Quarter Last Year
3 Months 1 Year

Labour Force 0.5 (-0.3) 1.7 ( 1.5)
Employment 1.3 (0.6) 2.2 ( 3.1)
Unemployment Rate * 11.7 (11.2) 12.1 (12.6)
Real Wages? 1.5 ( 1.5) -0.6 (-0.6)
CPi 1.6 (0.9 5.3 ( &.7)
Industry Selling Price 0.8 (0.3) 3.4 (3.2)
Exchange Rate 0.1 (0.1) -1.4 (0.3)

1

2

Average rate of unemployment in the last three months
and one year before.
First quarter of 1983

(Numbers in brackets are 3 months ending in November 1983.)
Figure 2
Unemployment Rate
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Figure 3

Employment
(Percent Change From Same Time Last Year)
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Figure 4

Help Wanted |ndex
(Quarterly)
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TABLE 2

Employment and Labour Force, % Change From Previous

Quarter and From Same Quarter Last Year

(Fourth Quarter of 1983)

Average
Total Unemplioyment
Employment Rate
Last
3 ] 3 Previous
Months Year Months Year
Mani toba 0.9 4.1 8.8 10.4
Saskatchewan -0.1 2.9 7.6 7.2
Alberta 0.1 0.2 10.5 10.1
B.C. -1.0 1.0 13.7 14.5
Canada 0.2 -2.9 11.1 12.7
TABLE 3
Prices and Wages, % Change
Wages and Real Average CPI
Salaries Weekly Wages
2 2 3
3 1 3 1 3 1
Months Year Months Year Months Year
Manitoba 1.7 7.2 0.9 0.5
Winnipeg 0.6 5.0
Saskatchewan 1.9 6.2 -0.1 0.1
Regina 1.1 6.0
Saskatoon 0.5 5.9
Alberta -0.1 =-0.2 1.8 0.8
Edmonton 0.4 4.3
Calgary +0.7 2.7
B.C. -2.9 +2.8 2.0 0.1
Vancouver 0.5 .6
Canada -5.6 0.5 1.5 -0.6 0.9 k.6

1 Three last months ending in November.

2 First Quarter of 1983.
3 Fourth Quarter of 1983.

Western Economic Review,
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Figure 5§
Consumer Price Index
" . - (Percent Change From Same Month Last Year)
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3.0 9
] MANITOBA
53 ;N === SASKATCHE WAN
2 7 e ALBERTA
] seesaeenenses BRITISH COLUMBIA
2.0
1.5
1.0
w 3
G 057
= i
<< 0.0
T 3
O 51
2]
-1.0 4
—-1.5 3
-2.04
~2.5 3
B B o e R R T T e —
JAN 8! JUL 8t JAN 82 JUL 82 JAN 83 JUL 83 JAN 84 JUL 84 JAN 85

Note: Three month meving average, series deleted.
New series to appear Vol.3, No.2.



78

TABLE &4

Measures of Activity, % Change From Previous
Quarter and From Same Quarter Last Year
(Fourth Quarter of 1983)

Leading
Industry Retail Housing
Employment? Shipments? Sales Starts
3 ! 3 ] 3 1 3 ]
Months Year Months Year Months Year Months Year
Manitoba -0.4 -12.2 -1.5 0.6 3.1 11.4 -25.0 500.0
Saskatchewan -6.0 13.6 1.3 12.0 -0.8 6.4 -5k.5 ~-16.7
Alberta -8.3 =24 .4 1.5 6.2 1.0 3.9 -43.5 -40.9
B.C. -0.7 -14.6 -7.4 15.0 0.4 5.6 -47.2 46.2
Canada 0.2 - 2.9 2.6 12.2 2.7 10.2 -40.7 36.5

1

84
82—§
78—§
76“5
66%

64 3

62 B

Manufacturing (including sawmills and pulp -and paper) in Manitoba
and B.C., construction in Alberta, agriculture in Saskatchewan,

total employment in Canada.

2 Three months endin

Figure 7

Capacity Utilization in Manufactur
(Percent)

g in October 1983.
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Figure 8

Shipments (Manufacturing)
(Percent Change Same Month Last Year)
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Note: Three month moving average.
Figure 9

Retail Trade
(Percent Change Same Month Last Year)
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Figure 11

Farm Cash Receipts
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TABLE 5

Gross National Expenditure, % Change From Previous
Quarter and From Same Quarter Last Year

(Third Quarter of 1983)

3 Months 1 Year
Private Consumption 1.0 3.8
Public Consumption 0.7 0.2
Public Investment 0.3 3.8
Residential Construction -5.1 L2.7
Non-Residential Construction -2.h -8.0
Private Investment 4.1 3.2
Change in Stocks 0.7 -2.5

(% of GNE)=*

Exports 2.0 2.6
Imports 5.4 10.6
G.N.E. 2.0 4.8
Current Balance -0.2 1.2

(% of Current GNE)=*

* Last quarter and same quarter the year before.

Note

* All data presented here were extracted from the CANSIM, University
Base and processed using the Statistical Analysis System.

Western Economic Review,
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7
Book Reviews

Government-wide Audit on Program Evaluation, Auditor General of Canada,

1984, (112 pp.)

The federal Liberal administra-
tion is frequently singled out as
having prime responsibility for the
dramatic growth in expenditures,
deficits and the public debt. Much
editorial energy is spent in casti-
gating the federal government for
spendthrift ways, with only the oc-
casional and grudging admission that
major forces in this growth were the
politically popular indexation of
income taxes (which reduced the rate
of growth in revenues) and reces-
sions which automatically called
forth higher payments, especially in
social assistance and unemployment
insurance,

Comparatively little recognition
has been given the federal govern-
ment for a systematic program of re-
viewing departmental expenditures
according to some rational frame-
work . The only popular piece which
readily comes to mind 1is an article
of about a year ago by George Bain
in Saturday Night.

Insiders tend to be somewhat cyn-
ical about the recent history of
program evaluation and point to the
dramatic growth in expenditures on
program evaluation as evidence to
support the notion that this effort

Western Economic Review,

is an elaborate ruse by politicians
to convince the public that some-
thing is being done to control ex-
penditures.

This report, in effect an audit
of the audit function, is a valuable
adjunct to the much more publicized
Auditor General's report which is
gleefully quoted in the media. The
annual chronicle of fiscal peccadil-
los, wusually quoted out of context,
is always taken as evidence that
politicians and public servants are
grossly negligent. Unfortunately,
we never have access to the similar
fiascos committed by the private
sector except in truly egregious er-
rors such as the Edsel. Private
sector financial misjudgement is
never so harshly judged as mistakes
in the public sector; indeed if this
mismanagement is skillfully handled
the business firm will often qualify
for significant government assis-
tance.

The government-wide audit on pro-
gram evaluation emerged as a result
of the 1978 Auditor General's report
which noted that few departments had
successfully implemented systematic
review of spending, and those which
had were haphazard or incomplete in

Vol. 3, No. 1, March 1984 [ISSN 0715-L4577]



their reporting. The report begins
with a schematic of the evolution of
the program evaluation function, and
is reproduced below. One may be
struck with the comparatively long
period of time to implement monitor-
ing procedures, but it is important
to stress that the provision of pub-
lic goods and services is inherently
more difficult than selling cars.
In most private markets, if a prod-
uct is unwanted by the consumer,
judgment can be swift and unequivo-
cal. In the provision of 'soft!"
services, such as immigrant assis-
tance programs, assessment of effi-~
ciency and effectiveness is clearly
more difficult.

Another reason for the apparently
protracted gestation period to pro-
duce a systematic evaluation frame-
work is that government decisions
are never, and will never be, based
solely on objective criteria. Po-
litical decisions and judgments in-
terweave with more measurable fiscal
objectives to produce a complex
weave of power brokering. It was
inevitabie that the energetic ac-
tions of Canada's most influential
auditor to date, James MacDonnell,
would produce strenuous opposition
from senior civil servants who fre-

quently resented intrusions into the
functioning of their departments.
This reaction is not venal, it is

human.

The objective of the exercise re-
ported in this document 1is to trace
the evaluation activities of 19 ma-
jor departments which had undertaken
evaluation activities during the
past five years (1978-83). It re-
ports on a systematic evaluation of
the evaluation process. In a very

informal sense, this review is an
evaluation of the evaluation.

After introducing the basic con-
cepts of federal evaluation history
in practice in the first two chap-
ters (which in itself is a useful

summary), the report outlines the

Western Economic Review,
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criteria whereby the evaluation ac-
tivities of these departments are to
be considered.

The third chapter concentrates
upon how successfully various de-
partments have implemented stages in
the evaluation process. For exam-

ple, it was discovered that depart-
ments generally have failed to un-
dertake adequate evaluation

assessments. This initial stage of
an evaluation attempts to identify
the various methodologies that may
be applied to the appraisal of effi-
ciency and effectiveness. Typical-
ly, the study team found that these
preliminary assessments failed to
detail the evaluation options, pro-
vide complete descriptions of the

indicators of efficiency and effec-
tiveness, and did not specify the
data required. This appears a

strong condemnation of the process,
and the report fails to even specu-
late on why this might be the case.

There are important structural
reasons why evaluation assessment
planning is inadequate. It is quite

common practice to utilize outside
consultants in the evaluation func-
tion - laudable, since it seems to

assure greater objectivity. How-
ever, consultants who bid on creat-
ing an evaluation assessment plan,
must tread a very fine line. Even

in the proposal, it is natural to be
relatively sketchy about how the ul-
timate evaluation would be done,
simply to avoid providing too much
information given the cost of the
work. As cited in the report, the
median cost of evaluation assessment
done by private consultants was
$15,000 - a modest sum. it is in-
evitable that consultants would re-

treat from a completely detailed
evaluation assessment for fear of
providing so much detail that the

next stage, the evaluation itself,
would be internalized by government
and lost to the firm.

Vol. 3, No. 1, March 1984 [ISSN 0715-4577]
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Figure 1

CHRONCLOGY OF KEY EVENTS IN THE DEVELOPMENT OF FEDERAL

Late 1960s
Early 1970s

1974

1976

1977

1978

1980

1981

t

i

PROGRAM EVALUATION

Departments and agencies were to establish Planning
and Evaluation units.

Treasury Board Study on Planning and Evaluation finds
that "most departments had not attempted to organize

the program evaluation function...even though man-years
and in many cases executive resources had been allocated
to departments for this function."

Treasury Board Study of Departmental Evaluation Activity
concludes that "little headway has been made in the
evaluation function...across the federal government.'

Treasury Board Policy Circular on Program Evaluation

(TB1977-47) .

Annual Report of the Auditor General - Study of
Procedures in Cost Effectiveness finds few successful
program evaluations in the federal government.

Office of the Comptroller General created and assigned
responsibility for the program evaluation function.

Public Accounts Committee issues a report and endorses
five basic criteria for auditing the evaluation of
program effectiveness.

Office of the Comptroller General circulates its policy
framework for program evaluation in draft form, and
begins liaison with major departments on program
evaluation.

Program evaluation function linked to the Policy and
Expenditure Management System.

0ffice of the Comptroller General issues Guide on the
Program Evaluation Function, and Principles for the
Evaluation of Programs.

Source: Government-wide Audit on Program Evaluation.
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The very process of submitting a bid
to.prepare an evaluation assessment
is tricky, for one wishes to demon-
strate knowledge and competency
.Without compromising in awarding the
contract to anyone in the private
sector., The evaluation industry is
still very immature, with considera-
ble uncertainty about professional
standards, and not infrequently with
suspicion that the government s
fishing for free advice, It "is
therefore not surprising that evalu-
ation assessments are inadequate,
even in light of the difficulty of
appraising the value of public goods
and services.,

Utilization of evaluations s
currently the number one issue in
evaluation research (just ahead of
seminars on how to tell your deputy
minister, and still retain your job,
that a favoured program is a mess!).
The first stage in utilization must
be that the evaluation is transmit-
ted to someone in authority, usually
the Minister. In this audit there
were 'few instances where evalua-
tions had been reported to the Min-
ister." Some progress is evident
since the emergent policy in one or
two departments is to have all eval-
uations reported to the Minister,
but these are the exception.

Another possible destination for
an evaluation is to the Policy and
Expenditure Management System, pri-
marily through strategic overviews.
Again the frequency is 1low with
which evaluations found their way
into this cabinet level forum, or
Cabinet Committee Secretariats.
This aspect of the audit concludes
somewhat tersely that
policy leaves to the department the
decision of whether to transmit
evaluations to policy secretariats.

With respect to the usefulness of

evaluations, the audit concluded
that in about half of the studies
some or all of the recommendations
had been accepted. It was likely

Western Economic Review,

""government -
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that the evaluation recommended that
the program be expanded, wusually to
new constituencies. This tends to
counter the common perception that
evaluations are, or ought to be, the
first step in rationalization. i
anything, evaluations seem to call
for more activity, not less. Per-
haps this is why current public sec-
tor rationalization seems to stress
political considerations, rather
than systematic reviews of efficien-
cy or effectiveness.

In general, with respect to uti-
lization, the audit found that de-
spite popular perceptions, these ef-
forts have had some effect, although
not at the highest level. Many pro-
grams have responded to recommenda-
tions and incorporated adjustments
based upon these reviews.

In the fifth section, the audit
considers the extent of interdepart-

mental activities and the effect
these have upon the evaluation.
Just as assessing performance in

jointly authored reports, evaluation
is problematic of interdepartmental
activities in areas where jurisdic-

tion abutts or overlaps. For exam-
ple in grain transport, Transport,
Department of Regional Industrial

Expansion, and Agriculture are all
involved. Not surprisingly, the
evaluation of these activities s
much less well done than when a sin-
gle department has unique responsi-
bility for delivery, however the au-
dit does not advance systematic
procedures for these environments.
Given the magnitude of expenditures
in interdepartmental activities this
is a major "loophole" in the current

evaluation program of the federal
government.
In conclusion the report states

that since 1978, ‘'very real" prog-
ress has been made. Most of the ma-
jor departments and many of the
agencies have in place the basic in-
frastructure for evaluations. A ma-

jor problem remains the lack of

Vol. 3, No. 1, March 1984 [ISSN 0715-4577]
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adequately trained staff. Apparent-
ly the management consulting indus-
try and chartered accountant firms,
by merely tacking on the term 'pro-
gram evaluation' to their shingles,
have not filled the void.

This report is interesting. In a
concise format it presents a useful
overview of federal program evalua-
tion activities. However, it s
frustrating not to be able to read
the "raw' data, as the vast majority
of evaluations are confidential.
This will likely remain so despite

freedom of information. It seems
evident that the form is in place,
even if the content leaves much to

be desired. The proliferation of

Greg Mason, Institute for Social and

toba.

Report of the Manitoba Task Force on

Social Assistance,

special offices and directors of
evaluation throughout the federal
system certainly gives the appear-
ance of commitment. It is easy to
be cynical, especially since overt
violations of rationality abound,
but credit must be given for a seri-
ous and concerted attempt to cope
with the complex task of assessing
the degree to which public goods may
be offered. It is a pity that so
few comprehend the complexity of the
task or the progress made to date.
This volume and the references cited
are important reading for those who
smugly assert that government should
be run on sound business principles.

Economic Research, University of Mani-

Government of Mani-

toba, September 1983. (165 pp.)

in The Emergence of Social Secur-
ity in Canada, Dennis Guest argues
that the history of social security
can be characterized as the movement
from a residual to an institutional

view of the role of social welfare
measures, the establishment and con-
tinual redefinition of social mini-

mums, the redefinition of the causes
of poverty as primarily structural
rather than personal in nature and
the growth in participatory citizen-
ship. While much progress has oc-
curred, in particular areas like so-
cial assistance legislation and
programs, the residual mean-spirit-
ed, blame~-the-victim philosophy
still holds sway. Against this his-
torical backdrop, the Report of the
Manitoba Task Force on Social Assis-
tance can be viewed as a principled
attempt to put an end to the last

Western Economic Review,

.set forth

vestiges of such a philosophy by re-
fashioning the administration of so-
cial assistance into a comprehen-
sive, non-stigmatizing system of
income security for both the working
and non-working poor.

It was commissioned by the Mani-
toba Government in May, 1982, with
fairly narrow terms of reference
aimed at tidying up inconsistencies
in the administration of social as-
sistance. To its credit, the Task
Force, from the outset, decided to
the philosophical stance
by which its review would be guided
and, in so doing, agreed to inter-
pret its terms of reference broadly.

The result is a document, re-
leased in October, 1983, which be-
gins with a description of the de-
fining characteristics of the
traditional approach to social

Vol. 3, No. 1, March 1984 [ISSN 0715-4577]



assistance, evaluates the current
system in place in Manitoba in the
light of that description and then,
by way of contrast and counterpoint,
builds its own alternative vision of
how a revised system should operate.

The essence of its critique of
the traditional approach to social
assistance is that the particular
rules and procedures, elaborated to
discourage reliance on social assis-
tance and to promote individual ini-
tiative and self-reliance, are
self-defeating. The Report suggests
that - by insisting that an appli-
cant exhaust practically all other
means of support before becoming el-

igible for social assistance; by
'"deeming' income sources from assets
and other family members which, in
fact, may not accrue to the recipi-
ent; by maintaining benefits at
levels too low to cover special

needs on a non-discretionary basis,
through inadequate connection to ed-
ucation and employment training pro-
grams; by vesting considerable dis~
cretion over initial eligibility and
benefit levels with case workers;
and, by setting very high benefit
reduction rates on earned income -
the current system locks recipients
into long-term and deeply rooted de-
pendency. As well as these defi-
ciencies, it finds considerable ine-
quities in the level of benefits
across the province and across the
provincial and municipal jurisdic-
tions. The appeal process, although
in place and quite prompt in dealing
with appeals, is not always well
known to recipients and the appeal
committee appears not to use proce-
dures which reflect fairness and im-
partiality.
By way of contrast,
Force recommends that:
The social allowance system
should be administered as an
automated, simplified benefit
system to those who, for what-
ever reason, do not have the

the Task

Western Economic Review, Vol.

3,

cost of
It should
non-discretionary
It should be
noncategorical in its determi-
nation of eligibility. It
should be adequate in amount,
keeping in mind the urgent re-
quirement that it must permit
the meeting of normal need in
a normal way. It should en-
courage people to economize
and to plan expenditures in
that it would hold them re-
sponsible for the consequences
of their money management. |t
should include a benefit re-
duction schedule which would
permit people to have signifi-
cant increases in income if
they work and a system of en-
rollment which permits easy
passage to and from the pro-
gram for those who are inter-
mittently employed. It should
be delivered on a province-
wide basis under provincial
administration in a single
tier. It should co-exist and
have active working relation-
ships with a broad network of
high quality services to per-
mit education, training, coun-

capacity to meet the
basic necessities.

be largely
in character.

selling, work preparation and
job-finding. It should be
based on an information and

computerized file system which
permits ease of case manage-
ment, quality control, plan-
ning and evaluation. It
should provide an easily ac-
cessible appeal procedure
which ensures administrative
fairness and natural justice.
It should seek to maintain
federal cost-sharing via the
Canada Assistance Plan through

87

ongoing negotiation and cre-
ative program design (p. 93).
Taken together, these reforms
constitute a radical reorientation
of the current system of social
No. 1, March 1984 [ISSN 0715-4577]
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They aim at upgrading
the treatment of social assistance
recipients, and the perception of
the income they receive, to the same
level of deservingness as those re-
ceiving pensions or unemployment in-
surance. They would have the effect
of implementing a single-tiered sys-
tem of income support and supplemen-
tation for the working and non-work-
ing poor, whose incomes fall below
the break-even point defined by the
basic welfare rates and their pro-
posed 50 percent benefit-reduction
rate. With such an income floor in
place for all low-income individuals
and families, the Province could
look at consolidating its several
non-cost-shared income supplementa-
tion programs (CRISP, SAFER, SAFFR,
MSE) into this one umbrella program
and, thereby, avoid the stacking of

assistance.

Harvey Stevens, Senior Research Associate,

nipeg.

Western Economic Review,

marginal tax rates which
exist.

Because of the cost implications
and the Province's overwhelming con-
cern with its debt, very few of the
Task Force's recommendations will be
implemented. However, this author
would hope that the Province will
commit itself to a step-wise imple-
mentation of these reforms beginning
with those aimed at improving the
equity and efficiency of the system.
increasing the work-incentive fea-
ture and enhancing system 1linkages
with educational and employment-
training programs would be next
steps. Then, as provincial revenues
permit, the extension of benefits to
the working poor and the raising of
the basic benefit levels would fol-
low.

currently

Social Planning Council of Win-
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8
Glossary

BENEF IT REDUCTION (RATE)

Most welfare assistance plans stipulate that earned income above the
level of public support is to be taxed. In essence there is a benefit re-
duction which increases steadily until the earned income disqualifies the
individual for any assistance at all.

ECONOMETRIC MODEL

A set of mathematical equations, which are estimated statistically (us-
ing regression methods; see Vol.2, No.3 for a discussion). Most economet-
ric models have several equations expressing different facets of economic
activity such as investment and consumer behaviour. Econometric models are
typically used for forecasting and policy impact analysis.

ELASTICITY

Elasticity is a simple mathematical expression dealing with percentage
changes which is a basic concept in microeconomics. In the case of prices,
the price elasticity demand refers to the consumer response to a one per-
cent change (say reduction) in price. If quantity sold rises by more than
one percent, the good is said to have an elastic demand. For less than one
percent response in quantity sold the demand is said to be inelastic.

EQUALIZATION PAYMENT

In an effort to ensure equal access to basic social and human services
(health, educatien and welfare), the federal government makes payment to
"have not" provinces to "equalize' tax bases. It is not a direct transfer
from the "have' to the "have not' provinces since no direct charge is lev-
ied against the rich provinces. A measure of "average'" to per capita tax
base is used to assign "points' to each province and these are used to make
the allocation.

Western Economic Review, Vol. 3, No. 1, March 1984 [ISSN 0715-4577]
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GROSS DOMESTIC PRODUCT

Closely related to Gross National Product, Gross Domestic Product (GDP)
measures the total values (at market prices) of goods and services produced
in a country, net of any imports or exports.

INCOME EFFECTS

The fall in price of a good or service provokes two responses, namely
income effect and substitution. The income effect arises because after the
price decreases, the consumer has more disposable income which may (or may
not) be used to buy more of the goods in question. While substitution ef-
fects always produce a reaction to buy more of the cheaper goods, income
effects may go either way. The net result may be that more or less of the
commodity is purchased after a price reduction. In the case of wages, a
wage increase causes people to work more (i.e., the return to work has ris-
en) or to work less (less income is needed to survive). What actually hap-
pens is an empirical question.

INPUT-QUTPUT MODEL

A mathematical expression, developed by Wassily Leontief, . in which the
buying/selling relationships within an economy are shown. A matrix {(rec-
tangular array of numbers) is used to relate the sales from one industry to
all others. In this way a one dollar increase in purchases by industry A
can be allocated to all those other industries that typically make purchas-
es from A. This model assumes fixed prices for all firms, and fixed tech-
nology, which implies that the model needs constant up-dating.

INPUT-OUTPUT MODEL (TABLE)

A mathematical procedure which can be traced back to the eighteenth cen-
tury economist, Quesnay. An input-output table shows the purchases by and
sales to each sector in the economy. It is perhaps the most useful concep-
tual and pragmatic planning tool in regional economies.

SUBSTITUTION EFFECT

Any price change (including wages and the price of labour) produces two
effects; a substitution effect and income effect. The substitution effect
changes the composition of what is purchased. For example, a reduction in
the price of oranges will lead most to substitute oranges for apples (or
other fruit). 1In all cases, substitution effects are such as to produce an
increased purchase of the new lower priced goods (see income effects).
However, income effects may be such as to counter this, and the ultimate
effect may be that as price falls, less, not more, of the goods may be pur-
chased. Goods in these somewhat rare instances are then termed "inferior
goods."

UNIT LABOQUR COST
The unit labour cost measures the labour cost of providing one unit of
output, which is the inverse of labour productivity.
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