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Abstract

The Ul system isthelargest labour market adjustment mechanism of Human Resources
Development Canada. Not surprisingly, the influence of changes to unemployment
insurance on the economy has been atopic of considerable interest to economists and
policy-makers for more than two decades. In Canada, many papers have been published
on thetopic since 1975. Their methodol ogies range from aggregate time series analyses
and full-system macroeconomic modd simulations to microeconomic analyses. With
afew exceptions, the macroeconomic studies were conducted mostly in the 1970s and
early 1980s, and microeconomic analysis has dominated the last 10 years or so.
However, full-system simulation (which captures the linkages and interdependencies
of the variables) has rarely been used, especially since the mid-1970s. While thisis
understandable since most analysts have not had accessto afull system econometric
model, it may be agood timeto revisit this potentially useful evaluation instrument.

Some recent studies of Ul have used large general purpose econometric models to
gauge theimpacts of selected Ul attributes on certain aspects of the economic system.
While such studies show the broad effects of Ul expenditures and revenues on the
economy, they do not capture the linkages among specific Ul parameters (such as
coverage, benefit levels, benefit duration, etc.), Ul expenditures/revenues, and
particular labour market variables such as labour force participation, employment,
unemployment, and wages. Microeconomic studies from the late 1980s and the first
half of the 1990s suggest that this may be the most important feature of the Ul system.

Microeconomic evauations of the Ul system clearly show that changes in Ul
parameters affect workers' and firms' employment patterns and practice in avariety of
ways, including decisions on employment duretion, layoffs, and quits. How would these
effects manifest themselves in aggregate terms (e.g., in total unemployment, the gross
domestic product, the wage rate, inflation, and other economic indicators)? This
guestion can be, at least, tentatively answered by the simulations of a full-system
econometric model that is conceptually consistent with the theoretical underpinnings
of microeconomic evaluation studies of Ul.

Admittedly, some analysts have used such Ul-specific full system econometric models
to simulate the impacts of the 1971 Ul legidative changes on the economy. These
investigations were conducted many years ago. There have been many theoretica
developments since then. Moreover, since the publication of these studies in the mid
1970s, there have been a number of major revisions to the Ul system. For policy-
makers, an understanding of the impacts of the recent Ul revisions on firms and
workers, and also on macroeconomic performance, is crucial for future reform of the
Ul system.

This evaluation study attempts to fill the information gap mentioned above. It usesa

full-system Ul econometric model to evaluate systematically the macro impacts of Ul
legidative changesintroduced in the period 1971-94. This short report synthesizesthe
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study’s major findings. For simplicity, discussions on modd specifications and
simulation designs are omitted here. Technical details concerning the model and how
it works are documented in the full report, entitled: The Influence of Legidlative
Changes to Unemployment Insurance on the Economy, 1971-94: A Full-System
Smulation Sudy.
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| ntroduction

This study consists of two parts. (1) the development of afull-system Ul econometric
mode that is useful for performing historical evaluations of the Ul system, and (2) the
estimation of the impacts of changesto the Ul system in the 1971-94 period. The full
report, entitled: The Influence of Legidative Changes to Unemployment Insurance on
the Economy, 1971094: A Full-System Simulation Sudy, presents technical details of
the nature of the model and the theoretical underpinnings on which it is based, the
assumptions used and the adjustments made in the process of estimating the model and
using it to estimate the impacts of Ul changes, and detailed tabular and graphical
results of these estimations. This summary concentrates only on the broad implications
of the simulation results.
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1. TheMod€

Themodd used is based on the Conference Board of Canada's PC-Canadian Model,
which is a quarterly model consisting of approximately 240 equations, modified by
adding aUl econometric module of about 40 equations developed as part of this study.
Some of the equations in the Ul module replace equations in the Conference Board
model, and some other changes were made to the latter in order to facilitate using it for
simulation, including extending the data series back to 1966.

The main components of the Ul module are a labour market sector and a
revenue/expenditure sector. The labour market sector consists of four major
behaviourd equations. one describing aggregate employment, one describing average
hours worked per week, one describing the average wage rate, and one describing
labour force participation rate. This sector allows examination of the impact of the
various parameters of the Ul program on wages, employment, unemployment, average
hours and labour force participation.

The revenue/expenditure sector consists of two major equations: one modelling total
payroll-tax contributions going into the Ul fund, and one modelling total benefit
payments coming out of the Ul fund. The primary objective in modelling this sector is
to provide a framework in which the implications of simulated changes to the Ul
program for total Ul revenue and expenditure can be tracked. The effects of changes
to various Ul program parameters are incorporated directly into the equations in the
revenue/expenditure blocks, along with indirect effects operating through the labour
market variables that appear in the revenue and expenditure equations. The labour
market sector islinked directly to the revenue/expenditure sector through the wage rate,
the labour force participation rate, and the unemployment rate.
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2. Historical Simulations

The simulations performed consist of using the full model -- including the dynamic
aspects of the behaviour equations (captured by the presence of past values of the
variables in the model) -- to estimate the influence of Ul legidlative changes on the
economy during the period 1971 to 1994.

While most previous macroeconomic assessment of the effect of legidative changesin
Ul has been focussed primarily on the effects on the overall unemployment rate, the use
of afull modd allows consideration of effects on awide range of economic activities.
We limit discussion to the impacts of Ul legidative changes on the labour market,
aggregate demand, output and prices.

The 1971 Ul Act and | ts Aftermath

The changes made to the Ul system in 1971 were arguably the most dramatic and
controversial in Canadian unemployment insurance history. The main changes are
noted below.

Before 1971, the Ul coveragerate (i.e., the proportion of the labour force covered under
Ul) had ranged from 61-67 percent. The 1971 Ul Act extended coverage in such away
that the coverage rate was 87 percent in 1972. The minimum number of weeks required
to qualify for Ul benefits was reduced from 30 to 8. A new five-phase schedule for
determining the maximum number of weeks of benefit was introduced. This
complicated change can be summarized by noting that the maximum number of weeks
of benefit available for aminimally qualified worker prior to the 1971 revisions was
aflat 15 weeks. In 1972, it averaged 29.7 weeks. The benefit-wage ratio (maximum
weekly Ul benefit as a proportion of maximum insurable earnings) was increased from
53 percent to 66.7 percent. The employer contribution rate through the Ul payroll tax
was increased to 1.4 times the employee contribution rate, and Ul benefits became
taxable.

Simulation Results: the 1971 Changes

Evaluating the impacts of the 1971 Ul Act involves two full-system dynamic
smulations. Thefirst simulation takes the historical values of all exogenous variables
asgiven. It runsthe modd dynamically from the first quarter of 1970 through the last
guarter of 1989. This produces a set of calculated values for the variables in the
system, which constitutes the base-case solution (the bench-mark against which a
hypothetical scenario can be compared).

The second simulation involves rewriting history by creating the following hypothetical
scenario: "'If the changesinthe 1971 Ul Act had not taken place, how would the labour
market and other segments of the economy have differed in 1972-897" The dynamic
simulation technique for creating the hypothetical economy is identical to that of the
base-case solution, except that in this simulation the 1972-89 vaues of the Ul
parameters are set back to their pre-1971 Ul Act values.
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The assumptions used to generate the hypothetical economy are pre-1971 Act values
of: the proportion of the labour force covered under Ul, number of weeks of covered
employment required to become minimally qualified for benefits, maximum number
of weeks of benefits for aminimally qualified worker, the benefit wage ratio and the
disqualification rate (number of disqualifications and disentitlements as a proportion
of total number of weeks of benefits paid). In addition to making these Ul parameter
changes, the simulation also eliminates the specific tax provisions (the employer and
employee contribution rates and taxable Ul benefits) of the 1971 Ul Act. With these
changesto the modd, the full-system is run dynamically from the first quarter of 1970
through the last quarter of 1989. Conceptually, this solution represents the model's
vision of what would have happened to the economy in 1972-89 had the 1971 revisions
not taken place.

The difference between the solution for the hypothetical economy and the base-case
solution is treated as capturing the influence of the 1971 Ul Act on the economy in
1972-89. It should be noted that since there were significant legidative changes to the
Ul system in the 1970-89 period other than those in 1971, the hypothetical scenario
assumesthat none of these changes occurred. Since the first major changes following
the 1971 revisions occurred in 1976, one could have estimated the hypothetical
scenario to cover the sample period 1971-76 only. Such asimulation would allow the
Ul changes to operate on the system for five years, and would probably be sufficient
to capture the short and medium-term effects, but would not capture long-term effects.

Inthissummary, the results of the simulations under both the hypothetical and actual
scenarios are presented graphically in Figures 1-12. The results indicate that the 1971
changesto the Ul system reduced both the labour force and employment, the latter by
more than the former, so that the overall effect was to increase the unemployment rate
by 1.2 percentage points in the 1970's, and 1.1 percentage points in the 1980's.
Average hours worked per week were reduced by 0.4 hours in both decades, and the
wage rate was reduced by approximately 1.3 percent. There was virtually no effect on
prices or, therefore, on the rate of inflation. Effects on real GDP, real consumer
expenditures and disposable income were negative but small, on the order of 0.2 per
cent of actua in the 1970's, and less than that in the 1980's.
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Figure 1

Labour force and employment, 1970-89 (actua and hypothetical)
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Figure 2

The unemployment rate, 1970-89 (actual and hypothetical)
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Figure 3
Labour force participation rate, 1970-89 (actual and hypothetical)
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Figure4
Average weekly wages, 1970-89 (actual and hypothetical)
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Figures

Real gross domestic product, quarterly average, 1972-79 and 1980-89 (actual and
hypothetical)
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Figure6
Personal disposableincome, quarterly average, 1972-79 and 1980-89 (actual and
hypothetical)
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Figure7

Real consumer expenditures quarterly average, 1972-79 and 1980-89, (actual and
hypothetical)
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Consumer priceindex, quarterly average, 1972-79 and 1980-89 (actual and
hypothetical)
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Figure9

Gross domestic product deflator, quarterly average, 1972-79 and 1980-89 (actual
and hypothetical)
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Two aspects of these results are notable. First, the results regarding the unemployment
rate effects are smilar in magnitude to results obtained in a number of other aggregate
data studies. Second, the similarity of the results for the 1970's as compared to the
1980'stentatively refutesthe position held by some that the reduction in the generosity
of the Ul system inherent in the 1976 and later revisions had caused a return to pre-
1971 conditions by the mid-1980's.

A quick reexamination of the evolution of Ul parameters since 1971 clarifies the latter
issue. Interms of coverage and maximum number of weeks of benefits for aminimally
qudified worker, the Ul regulations were more or |ess the same throughout 1972-89.
There was some variation in the entrance requirement between 1978 and 1989, and the
trend is dightly upward. However, in comparison with the flat requirement of 30
weeks of employment, the tightening up of Ul entrance requirements in the post-1978
period was till insignificant. The benefit-wage ratio was set lower (from 67 to 60
percent) in 1979-89. However, the gap between the pre- and post-1971 benefit rates
was still substantial. Furthermore, the effect of the legidlative changes in the benefit
rate had already been dampened by the income tax provision of the 1971 Ul Act
making Ul benefits taxable. In short, the Ul policy changes of 1976-89 did not really
get the Canadian Ul system back toits pre-1971 state. Thisisreflected in the negligible
impacts from the simulation reported in the next section.
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Figure 10
Ul revenues and expenditures, historical data, 1972-89
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Figure 11
Ul revenues and expenditures, hypothetical scenario, 1972-89
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Figure 12

Federal government surpluses and Deficits, 1972-89 (actual and hypothetical)
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Under both the actua and hypothetica scenarios, total Ul benefit payments on average
exceeded total payments into the Ul payroll fund. Indeed, between the first quarter of
1972 and the first quarter of 1983, the 1971 Ul Act had a negligible effect on the
federal government's budget. The simulation results indicate that starting from the
second quarter of 1983, the federal government would have experienced even larger
deficits than it actually did, had all the post-1971 Ul revisions not occurred. In terms
of net gains, the Ul revisions had the effect of generating enough revenues to more than
offset the increases in Ul expenditures since 1983. There are at least two reasons for
this. (1) Under the 1971 Ul Act, the employer contribution rate through the Ul payroll
tax was increased to 1.4 times the employee contribution rate, and (2) Ul benefits
became taxable. Had the tax provisions remained unchanged, revenues collected from
the workers and employers Ul payroll tax would have been much lower. Although the
1971 changesinevitably increased total Ul benefit payments, the increase was not large
enough to offset the increase in the Ul payroll tax fund.

Thus, relativeto the pre-1971 Ul system, it cannot be said that the 1971 Ul Act made
the deficit worse. This does not mean that the Ul system did not contribute to
government deficits. With very few exceptions, Ul benefit payments exceeded Ul
revenues throughout 1972-89. If the government had eliminated the Ul system
atogether, then its deficitsin 1972-89 might have been lower. The simulation results
merely compare the deficit positions of the hypothetical and historical Ul systems.
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Changessince 1971

As noted earlier, one can only talk about the pure impacts of the 1971 Ul Act for the
period 1971-76. From 1976 onward, there were many amendments to the Act.
Recently, some analysts have contended that the changes after 1976 rendered the Ul
system more like that of pre-1971. This contention can be addressed directly by
recreating various hypothetica scenarios with different benchmarks (e.g., recasting the
effects of the 1976-78 revisionsin termsof "what would the economy have been like
had the 1975 Ul system persisted in 1976-78?"). This section presents the highlights
of smulationsfor each of the major changesto Ul since 1971, with each hypothetical
scenario recreated in thisway.

Simulation Results: the 1976-78 Changes

In 1976, the maximum age for coverage was reduced from 70 to 65, and the penalty for
avoluntary quit was increased from three to six weeks. On September 11, 1977, the
five phases relating to the Ul benefit payments were replaced by a three-phase
structure. On December 4 of the same year, the minimum of eight weeks of insured
employment to establish entitlement was replaced by a variable entrance requirement
of 10 to 14 weeks, depending upon the unemployment rate prevailing in the region
where the claimant resided.

The simulation technique used to recreate this hypothetical economy isidentical to the
one reported above for examining the 1971 revisions, with the exception that since the
objective of the present exercise is to estimate the economic impacts of the 1976-78
revisonsreativeto the 1975 regulations, we only simulated the hypothetical economy
for the 1976-78 period. In 1976 the economic activities of the hypothetical scenario are
almost identical to those of the actual economy, since most of the changes did not
become effective until 1977. From 1977 onward, some small policy effects are evident.
In the hypothetical scenario there are fewer individualsin the labour force. Relative to
the Ul system of 1975, the 1976-78 revisions had the effect of increasing both the
labour force and employment dightly. The effect on the unemployment rate is even
smaller. Wereit not for the 1976-78 revisions, the total unemployment rate would have
been higher by 0.01 percentage point in 1977 and 1978.

Although the intention of the changes was to make the Ul program less generous, they
amounted in fact to little more than fine-tuning.

Simulation Results: the 1979-89 Changes

In 1979-89, there were anumber of changes to the Ul program. These major changes
are treated as a group, and their relative effects are measured against the bench-mark
of the 1978 system. In 1979, the number of hours of work per week required for
coverage was increased from 15 to 20, and the maximum benefit rate was reduced from
66.7 to 60 per cent for all claimants. Effective April 1, 1980 the cost of operating the
Nationa Employment Service was shifted to employers and employees. On July 1 of
that year, employers and employees also became responsible for costs relating to all
benefits paid during the initial and extended benefit periods.

16 The Influence of Legislative Changes to Ul on the Economy



Revising the coverage and reducing the maximum benefit rate from 66.7 to 60 percent
made Ul less generous than it was in 1978 and should have had a beneficia effect on
employment. Theincreasein employer and employee premiums, however, worksin the
opposite direction. It effectively increases a form of payroll taxes, and one would
expect it to dampen economic activity. The net result depends upon which factors
affected the economy more.

Not surprisingly, the estimated net impacts of the 1979-89 revisions on the labour
market were very small. The effectswere cal culated separately for the periods 1979-85
and 1986-89. In 1979-85, the unemployment rate in the hypothetical economy (i.e., an
economy without the 1979-89 revisonsto Ul) would be dightly higher, dueto alarger
labour force and smaller employment. However, the unemployment statistics in the
second half of the sample period are more favourable to the hypothetical scenario (in
1985-89, average unemployment rates are 8.43 and 8.37 percent for the actual and
hypothetical economies, respectively), due to an increase in employment which was
greater than that in the labour force.

Although the 1979-89 revisions had little influence on the labour market, their effect
on federal government deficits was noteworthy. Ul expenditures in the actual and
hypothetical economiesare very similar, but the 1979-89 revisions generally increased
total payments into the Ul payroll fund. Starting in the second quarter of 1981, the
revisions significantly decreased the federal government's deficits (the net decrease
ranged from $774 million in the second quarter of 1982 to a high of $4038 millionin
the fourth quarter of 1987.) This was the most noteworthy effect of the 1979-89
revisions.

Simulation Results; the 1990-94 Revisions

Inthisperiod, Bills C-21, C-113, and C-17 introduced a number of changesto the Ul
program. For the most part, the changes did not become effective until November 18,
1990. Therefore, a hypothetical economy for 1991-94 was created that could have
conceptually existed under the pre-November 18, 1990 Ul system.

The mgjor Ul changes and the required assumptions for creating the hypothetical
scenario are as follows:

. As of November 18, 1990, the minimum number of weeks of insurable
employment required to qualify for Ul benefits increased from 10-14 weeks
to 10-20 weeks, depending on the unemployment rate prevailing in the region
inwhich the claimant resides. In July 1994, the minimum entrance requirement
was raised from 10 to 12 weeks of insurable employment. All of these changes
affected the variable entrance requirement as well as the maximum number of
weeks of benefit for aminimally qualified worker in the Ul system. Because
the entrance requirement and therefore the maximum entitlement is afunction
of the Ul regulations and the prevailing unemployment rate at a certain time
in a certain region, there are no simple methods of setting these two
parameters back to their counterfactual settings. We had to resort to multiple
regression analysis (external to the full-system) to approximate the "what if"
valuesfor the entrance requirement and maximum entitlement. In both cases,
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the caculations for the hypothetical scenario allowed the actual unemployment
rates in the 1990-94 economy to remain unchanged but the entrance
requirement to be recalibrated back to that of November 17, 1990. The results
are: in 1991-94, the entrance requirement was lower in the hypothetical
scenario than in the actual economy (0.36 weeks lower in 1991-93 and 0.89
weeks in 1994), and the maximum entitlement was, as expected, higher
hypotheticaly than historically (0.20 weeks higher in 1991-93, and 0.50
weeksin 1994).

. The penalty for quitting employment without just cause, refusing to accept
suitable employment, and being fired for misconduct was increased to between
7 and 12 weeks with a reduction in the benefit rate from 60 to 50 percent. As
aresult of amendmentsto Bill C-113 (effective April 4, 1993), the penalty for
voluntary quits became disqualification from Ul benefits. The effects of these
changesis presently captured by estimating the impacts of Bills C-21 and
C-113 on the number of weeks of Ul benefits paid. The multiple regression
analysis (external to the full-system) shows that Bill C-113 had the effect of
reducing the number of weeks of Ul benefits paid by 3-5 percent. This effect
was captured in the full-system simulation of the hypothetical scenario. Bill C-
21 did not seem to have any statistically significant effect on weeks of Ul
benefits paid, and its effect on this variable has been assumed to be zero in the
simulation.

. Under the amendments to the Ul Act that took effect October 22, 1990, the
entire cost of the Ul program was shifted to employees and employers. These
changes led to an increase in employer and employee premiums, which, not
surprisingly, led to a sharp increase in the maximum weekly employee (and
therefore employer) contribution to the Ul payroll tax. In the hypothetical
scenario, maximum contributions had to be adjusted downward to capture the
counterfactual effect.

. Bill C-113 (effective April 4, 1993) reduced the benefit rate (benefits as a
proportion of insured earnings) for al new claimants from 60 to 57 percent.
InJuly 1994, Bill C-17 further reduced the benefit rate from 57 to 55 percent.
For individuals with dependents and low earnings, the rate remained at 60
percent. The counterfactual effect of this change is approximated by setting
the benefit rate back to 60 percent throughout 1993-2 to 1994-4 in the
hypothetical economy.

The changesintroduced since October 1990 have been quite extensive. However, their
effects on the economy have not yet been empirically demonstrated. Although many of
the changes might have been designed to tighten up Ul regulations, to reduce the
generosity of the Ul system, and consequently to minimize the negative effects of Ul
on employment incentives, some probably unintentionally dampened aggregate demand
in the economy. The decrease in the benefit rate reduced the income of Ul recipients.
Thisin turn lowered personal consumption, although the negative impact of this factor
on aggregate demand might be insignificant. But shifting the entire cost of Ul to
employees and employers has had arelatively large impact on the demand for goods
and services. This was a significant increase in Ul payroll taxes, which inevitably
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checked the demand for goods and services (and therefore the demand for labour) in the
system. In summary, the changes in this period were characterized by two opposing
forces. Onetended to increase employment and lower unemployment, the other tended
to work in the opposite direction. The net effect, which would be reflected in the
unemployment statistics, could not be predicted a priori.

The simulation resultsindicate that the influence of the 1990-94 |egidative changes to
Ul on essential economic indicators was negligible. There were, however, some
surprises. For example, the government would have expected the elaborate changes
introduced since October 1990 to improve the unemployment situation as well asto
lower the cost of the Ul system. Ul benefit payments did go down, but the effects on
unemployment were disappointing. The results show that without the Ul changes
introduced since October 1990 the total |abour force and employment would have been
dightly higher. The employment gain was more than sufficient to offset the increasein
the labour force, yielding a dightly lower unemployment rate in the hypothetical
economy. Thus, instead of lowering the unemployment rate, these changes to Ul might
have been responsiblefor raising it, albeit only dightly (the average unemployment rate
in 1991-94 would have been 0.1 percentage point lower without these revisions.)

The effects of changesin the financing of the Ul program clearly greatly improved the
Ul Account. Without the 1990-94 Ul revisions, the results indicate there would have
been a sizable deficit in the Ul Account in 1991-93. However, in 1994 this problem
would have solved itsdlf. Some of therevisionsintroduced in this period were, however,
detrimental to aggregate demand. The sharp increase in the employee and employer
weekly contributionsto Ul payroll tax, along with asmall reduction in the Ul benefit
rate, withdrew a large amount of money from the total economy. A more gradua
increaseinthe Ul premium rate, at least in this period, might have been a better policy
option. The consumption and income results support this analysis. Personal disposable
income was dightly higher in the hypothetical economy than it was in the actua
economy. The result of the changes to Ul was, as expected, lower consumption
expendituresin the actual economy. Thered gross domestic product in the hypothetical
scenario was higher than it was in the actual economy. The sharp risein Ul payroll tax
in this period clearly dampened aggregate demand.
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3. ThePower of Individual Parameter
Changes, 1991-94

The simulation exercises reported thus far have been designed in the context of the
guestion "what if certain historical Ul revisions had not taken place." The hypothetical
economy, therefore, creates a counterfactual scenario in which the government made
no changes. Thistype of simulation can evaluate the effectiveness of awhole package
of Ul revisions. However, it does not exhaust all the possihilities. For instance, instead
of creating the "government doing nothing" scenario, ahypothetical scenario could have
been created in which the government chose adifferent policy option. Such a simulation
would indicate whether the government could have done better by taking a different
course of action. With a full-system simulation model, this issue can be addressed
easily.

This section presents the results of this type of simulation study. The final set of seven
simulation exercises presented here is specifically designed to address two related
issues. (i) the separate impacts of individual parameter changes on economic activities,
and (ii) the relative importance of the effects of individual parameter changes on the
labour market and the rest of the economy.

Each of thefirst six simulations in this set represents a hypothetical economy that is
different fromitshistorical counterpart in 1991-94, as aresult of the imposition of one
policy change. The seventh simulation incorporates the Ul policy changes of the
previous six smulationsinto the hypothetical scenario simultaneoudly (i.e., the changes
are dlowed to work their way through the economic system simultaneoudly). Note that
the smulationsin this section are, in a sense, truly hypothetical : the seven Ul systems
in the scenarios were never part of the Ul history.

In the simulation designs, seven Ul systems were created that are different from
historical experience, but not so different as to be improbable. This ensures that the
results can be easily interpreted and are not extremely different from the actua
economic activities of 1991-94. The reader should also note that although an attempt
was made to maketheindividua Ul policy changes as comparable as possible, they are
still as different as "apples and oranges' from each other.

The Ul policy changes for the seven hypothetical scenarios are as follows:

. Scenario A: the maximum number of weeks of benefit entitlement for a
minimally qualified worker is set to 90 percent of its historical values.

. Scenario B: the entrance requirement is equal to 110 percent of its historical
values.
. Scenario C: the maximum weekly employee/employer contribution to Ul

payroll tax is adjusted downward by 10 percent from its historical values.
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. Scenario D: the maximum weekly Ul benefit as a proportion of maximum
insurable earnings is reduced by 0.05 from its historical values.

. Scenario E: the disqualification and disentitlement rate under the Ul
program is set equal to ""1.1 times historical values."

. Scenario F: the proportion of the labour force covered under the
unemployment program is assumed to be 5 percentage points higher than its
historical figures. For example, selected workers with short hours, and
multiple jobs became insured.

. Scenario G: all of the above policy changes are simultaneously imposed on
the hypothetical economy.

The smulation results (see Table 1) indicate that with the exception of scenario F, all
the hypothetical economies were more buoyant than the actual economy wasin 1991-
94. This is to be expected, because in each of these hypothetical scenarios the Ul
system wassdlightly leaner and more efficient than the actual system wasin 1991-94.
Among thesix individua Ul policy changes, scenario C, lowering the Ul premium rate,
was the most powerful tool for stimulating economic activity (note that this conclusion
is dependent upon the magnitude of the changes assumed in each scenario), followed
by scenarios A, B, and E. In scenario C, the real output (real GDP) level and growth
rate were superior to those in other scenarios. In scenario D, the reduction in the Ul
benefit rate increased employment by about two thousand jobs and induced about 1.4
thousand marginal workersto drop out of the labour force. The net result was adightly
lower rate of unemployment than that of the actual economy in 1991-94. This slight
improvement in the labour market was made, however, at the expense of real output,
consumption, and personal disposable income. Overall, the simulation results suggest
that by itself the Ul benefit rate is not a very effective instrument for improving the
labour market and the economy.

Scenario G, which incorporates all six policy changes simultaneously, shows us that
theimpacts of Ul policy changes on the economy were not additive. In the smulation
exercises, the sum of the impacts for scenarios A- F would have improved real GDP
by $128 million (constant 1986 dollars). However, in scenario G, where all six policy
changes were imposed on the system simultaneoudy, theimprovement in real GDP was
$164 million. The lesson isthat if one wishes to know the impact of a specific policy
package, the more reliable technique is to impose all relevant changes on the system
simultaneoudly. Despite the fact that scenario G created an artificially more stringent
Ul environment, its impact was till comparatively small. For example, the average
unemployment rate in this scenario was 0.15 percentage points lower than the historical
rate in 1991-94. This is an improvement, but it is hardly an answer to the
unemployment problem. In comparison with the actual double-digit unemployment
rate, the improvement resulting from more stringent Ul regulations of the type
considered here would have been inconsequential in 1990-94.
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Table 1

Impacts of individual changesto Ul, selected economic indicators, averages of quarterly statistics', (actual and hypothetical), 1991-1994

Hypothetical scenarios

Scenario A2 Scenario B® Scenario C* Scenario D® Scenario E® Scenario F’ Scenario G®
Labour force 14,601.38 14,598.74 14,600.67 14,595.37 14,597.14 14,591.91 14,601.83
(thousands) (14,596.73) (14,596.73) (14,596.73) (14,596.73) (14,596.73) (14,596.73) (14,596.73)
Employment 13,035.17 13,025.60 13,029.73 13,018.99 13,018.49 12,999.60 13,043.59
(thousands) (13,016.98) (13,016.98) (13,016.98) (13,016.98) (13,016.98) (13,016.98) (13,016.98)
Unemployment rate 10.73 10.78 10.76 10.80 10.82 10.91 10.68
(%) (10.82) (10.82) (10.82) (10.82) (10.82) (10.82) (10.82)
Labour force participation rate 0.6587 0.6585 0.6586 0.6584 0.6585 0.6582 0.6587
(ratio) (0.6584) (0.6584) (0.6584) (0.6584) (0.6584) (0.6584) (0.6584)
Consumer priceindex 1.2885 1.2884 1.2893 1.2882 1.2884 1.2878 1.2887

(1.2884) (1.2884) (1.2884) (1.2884) (1.2884) (1.2884) (1.2884)

Annual changein CPI 2.29 2.29 232 2.28 2.29 2.27 2.30
(%) (2.29) (2.29) (2.29) (2.29) (2.29) (2.29) (2.29)
Wagerate 528.46 528.37 528.32 528.23 528.20 527.98 528.62
(% per week) (528.19) (528.19) (528.19) (528.19) (528.19) (528.19) (528.19)
Annual changein wagerate 2.90 2.89 2.88 2.88 2.88 2.86 291
(%) (2.88) (2.88) (2.88) (2.88) (2.88) (2.88) (2.88)
Real GDP 569,996.45 569,944.92 570,369.81 569,833.23 569,941.16 569,639.21 570,096.95
(millions of 1986%) (569,932.75) (569,932.75) (569,932.75) (569,932.75) (569,932.75) (569,932.75) (569,932.75)
Annual changein real GDP 1.38 1.38 1.40 1.37 1.38 1.36 1.39
(%) (1.38) (1.38) (1.38) (1.38) (1.38) (1.38) (1.38)
Real consumer expenditures 342,567.99 342,531.13 342,835.66 342,449.51 342,529.28 342,314.87 342,635.85
(millions of 1986%) (342,523.25) (342,523.25) (342,523.25) (342,523.25) (342,523.25) (342,523.25) (342,523.25)
Disposableincome 481,524.43 481,399.75 482,422.10 481,127.30 481,391.70 480,672.19 481,757.90
(million of $) (481,371.25) (481,371.25) (481,371.25) (481,371.25) (481,371.25) (481,371.25) (481,371.25)

(1) < Hypothetica figuresareinthefirst row. They represent the results of the moded's history-rewriting exercise (i.e., if the government had imposed the changes as specified in 1991-94, would the economy

have been better off?)

» The numbersin parentheses are historical figures.

» The annual percentage change of variable X isdefined as "100* (X,-X,../X,.,)," where X, stands for the value of X of the current quarter, and X,_, the value of X four quarters ago.

(2) The maximum number of weeks of entitlement for aminimally qualified worker (MAXENTIT) is set to 90 percent of its historica value.
(3) The Variable Entrance Requirement (VER) is assumed to be equal to “1.1*historical VER.”
(4) The maximum weekly employee/employer contribution to Ul payroll tax (MAXCONT) is adjusted downward by 10 percent of its historical value.
(5) The maximum weekly Ul benefit as a proportion of maximum insurable earnings (MAXBENR) is reduced by 0.05 from its historical value.

(6) Thedisgualification and disentitlement rate (DNDR) under the Ul program is set equal to “1.1*its historical value.”
(7) The proportion of the labour force covered under Ul is assumed to be 5 percent higher than its historica value.

(8) All of the above changes are simultaneously imposed on the hypothetical economy.




