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Unemployment Insurance Evaluation Series

Human Resources Development Canada (HRDC), in its policies and programs, is
committed to assisting all Canadians in their efforts to live contributing and
rewarding lives and to promote a fair and safe workplace, a competitive labour
market with equitable access to work, and a strong learning culture.

To ensure that public money iswell spent in pursuit of this mission, HRDC rigor-
ously evauates the extent to which its programs are achieving their objectives.
To do this, the Department systematically collects information to evaluate the
continuing rationale, net impacts and effects, and alternatives for publicly-funded
activities. Such knowledge provides a basis for measuring performance and the
retrospective lessons learned for strategic policy and planning purposes.

As part of this program of evaluative research, the Department has developed a
major series of studies contributing to an overall evaluation of Ul Regular
Benefits. These studies involved the best available subject-matter experts from
seven Canadian universities, the private sector and Departmental evaluation staff.
Although each study represented a stand alone analysis examining specific Ul
topics, they are al rooted in a common anaytical framework. The collective wis-
dom provides the single most important source of evaluation research on unem-
ployment insurance ever undertaken in Canada and constitutes a major reference.

The Unemployment Insurance Evaluation Series makes the findings of these
studies available to inform public discussion on an important part of Canada's
social security system.

I.H. Midgley Ging Wong
Director General Director
Evaluation Branch Insurance Programs
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Abstract

Our objective in this paper is to document the extent and nature of the cross-
subsidies occurring through unemployment insurance (Ul), and to explain them
in an accounting sense. The analysis is conducted at the industry and firm levels
in order to highlight patterns of cross-subsidization both between and within
industries.

We find that the Canadian Ul program redistributes significant monies between
firms, industries and provinces, and that these transfers have been long-standing.
The primary and construction sectors are the major net recipients, while the ser-
vice industries are the major contributors. There are also significant transfers to
the provinces east of the Ottawa river from Ontario. Certain industries receive a
net positive transfer through Ul because of higher than average layoff rates, and
lower than average wages (and hence contributions). In addition, we find that not
only do these same industries receive a transfer year-in and year-out, but so do
the same firms. The transfers imposed through Ul are heavily concentrated at the
firm level. Only 12 per cent of firms consistently receive a net positive transfer in
each year. While they account for only 14 per cent of al jobs, they are responsi-
ble for more than 38 per cent of al Ul benefits paid. Over 40 per cent of firms
never receive a positive transfer. These firms represent 56 per cent of al jobs but
account for only 31 per cent of Ul benefits. While “aways subsidized” firms tend
to be concentrated in “aways subsidized” industries (particularly in the construc-
tion industry), a significant fraction of the firmsin most industries are of this sort.
That is, in addition to considerable between-industry cross-subsidization, the Ul
program also entails considerable within-industry cross-subsidization.

These results are relevant to the debate concerning the reform of Ul premium
rates, but they may be particularly pertinent to any discussion of experience rat-
ing. They make clear that the introduction of afully experience rated Ul program
(with each firm facing a different premium rate) would likely lead to a reduction
in Ul premiums for the large mgjority of firms, and raise them for only a small
minority. In this sense differentiation of premiums represents a way of lowering
the Ul payroll tax. Furthermore, if experience rating is entertained as a policy
option, it might be more accurately targeted if it were based on firm rating rather
than on industry rating. In the context of substantial within-industry cross-subsi-
dization, industry rating would penalize many firms. The results of our analysis
also raise the option of combining industry rating and firm rating. This possibili-
ty, in which the premium rates of firms vary according to the extent that layoff
rates deviate from the industry norm, would at the same time be |ess disruptive of
the significant inter-regional transfers that also take place.
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Introduction

The payroll tax used to finance the Canadian Unemployment Insurance (Ul) pro-
gram has repeatedly been referred to as a “tax on jobs.” It is difficult to believe
that any tax collecting over $18 billion will not have some influence on the way
the labour market functions, but the nature and magnitude of this influence have
not been thoroughly documented. It is certainly true that the interaction between
Ul and the Canadian labour market has led to a voluminous and detailed litera-
ture over the last twenty years, but the focus of most of these studies has been
amost exclusively on the supply side of the labour market. In thisliterature Ul is
seen, for the most part, as a subsidy that causes individual claimants to spend
more time unemployed then they otherwise would. Very little attention has been
paid to the way the program alters behaviour on the demand side of the market
and, in particular, how the structure of Ul premiums influences the layoff, hiring,
and human resource practices of firms.

How does Ul influence labour demand? Economic theorists have pointed to the
extent of “experience rating” in premium rates as the major element. A Ul pro-
gram is said to be experience rated when the premiums firms pay are tied, in an
actuarial sense, to the use their workers make of Ul. Hamermesh (1990, 1993)
outlines the nature of the possible disincentives associated with a lack of experi-
ence rating and reviews the considerable U.S. evidence. A premium structure that
is not experience rated may influence the kinds of industries and their relative
sizes. Ul may act as a wage subsidy and permit firms to pay lower wages than
they otherwise would in order to compensate their workers for the risk of layoff.
In this way, the expansion of high unemployment industries would be subsidized
by a surcharge on more stable industries. As a result, the former may grow at the
expense of the latter, and the economy could be more prone to higher unemploy-
ment. Hamermesh also notes that a lack of experience rating may also influence
employment fluctuations within industries. Since the premiums a firm pays bear
no relationship to its human resource practices, part of the adjustment costs asso-
ciated with depressed sales may be shifted to the public purse by greater use of
layoffs rather than other mechanisms such as changes in hours, wages, produc-
tion, or more fundamental changes in the job skills and tasks of workers.

The Canadian Ul program is not experience rated at al, yet potential disincentive
effects of this sort have received very little attention. Kesselman (1983) offers an
overview of the many issues associated with the financing of Ul in Canada, but is
hard pressed to offer empirical evidence dealing with changes in behaviour on
the demand side. Osberg, Apostle and Clairmont (1986) provide some limited
evidence on the impact of demand side factors on the incidence and duration of
unemployment, while Corak (1994b) examines some possible consegquences of
the lack of experience-rating: the large number of temporary layoffs in the econo-
my, the tendency of repeat Ul users to support their claims with employment
from the same small number of firms, and the important influence of recall
expectations on the duration of Ul benefit receipt.

Our objective in this paper is to document the extent and nature of the cross-sub-
sidies occurring through Ul, and to explain them in an accounting sense. As such,
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The focus is on the
relative benefit-tax
ratio (the amount of
benefits received per
tax dollar paid), and
the factors that

determine it.
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we are not explicitly examining changes in behaviour due to the structure of the
payroll tax. Rather, our analysis should be thought of as a documentation of the
extent of the transfers that may induce such changes, or perhaps even the out-
come of such changes. The analysis is conducted both at the industry and firm
levels in order to document patterns of cross-subsidization between and within
industries. It should be noted, however, that cross-subsidization between firms
and industries will exist even in a perfectly experience rated Ul program at any
given in time. Certain firms or industries will suffer adverse shocks that necessi-
tate benefit receipt while others will not: that is the nature of insurance. It is the
persistence in the pattern of cross-subsidization through time, not its existence at
any point in time, that suggests a deviation from insurance principles and illus-
trates both the incentives for firms to change their behaviour, and the results of
such change. We pay particular attention therefore to longitudinal issues.

We detail the patterns of transfers across broad industry categories and provinces.
Administrative data that cover the universe of workers, firms, and Ul recipients
from 1986 to 1990 is used. These years span the recovery and expansionary parts
of the business cycle as well as the onset of a recession. The Ul account was
roughly in balance over the period (on average there was a small annual deficit of
$167 million), suggesting that we are examining the operation of the program
over a complete cycle. This part of the analysis is closest to the work of
Karagiannis (1986), who documents the pattern of cross-subsidization at a broad
industry level for Canada over the 1975-82 period. Thus, by using his results, we
are able to compare the existing pattern of cross-subsidies with that occurring 15
to 20 years ago during the run up to the 1981-82 recession. We aso examine a
finer industrial classification and then go on to explain our observations in an
accounting sense. The focus is on the relative benefit-tax ratio (the amount of
benefits received per tax dollar paid), and the factors that determine it. Finally, an
analysis at the firm level is conducted, with a particular emphasis on the way
firmsinteract with the Ul program through time.

We find that the Canadian Ul program redistributes significant monies between
industries and provinces, and that these transfers have been long-standing. This
will come as no surprise to many observers. The mgjor flow of funds is toward
the primary sector and construction from the service industries, and toward the
provinces east of the Ottawa River from Ontario. Industries receive a net positive
transfer through Ul because of higher than average layoff rates, and lower than
average wages (and hence contributions). Large net positive transfers are also
associated with higher than average temporary layoff rates. In addition, we find
that not only do the same industries receive a positive transfer year-in — year-out,
but so do the same firms. In fact, the transfers imposed through Ul are heavily
concentrated at the firm level. Only 12 per cent of firms consistently receive a net
positive transfer in each year, and while they account for 14 per cent of all jobs,
they are responsible for 38 per cent of all Ul benefits paid; over 40 per cent of
firms never receive a transfer, and they represent 56 per cent of all jobs but
account for only 31 per cent of Ul benefits. While “aways subsidized” firmstend
to be concentrated in “always subsidized” industries (particularly in construc-
tion), asignificant fraction of the firmsin most industries are of this sort. That is,
in addition to considerable between-industry cross-subsidization, the Ul program
also entails considerable within-industry cross-subsidization.

Firms, Industries and Cross-subsidies



1. An Overview

Our analysisis based entirely on administrative data sets that together offer uni-
versal coverage of firms, their workers, and Ul beneficiaries. We calculate firm
level totals of Ul taxes paid from the tax records of employees, and firm level
totals of Ul benefits received by employees from Ul administrative data, and link
them together by using a longitudinally consistent catalogue of firms. The infor-
mation on taxes is derived from the T4 records of workers.? Total employee Ul
contributions for each Revenue Canada Payroll Deduction (PD) account are cal-
culated.? Since the contribution rates of employers are a fixed mark-up of
employee contributions, they are readily derived from the latter, and an employ-
er-employee total obtained.® Ul Benefits are obtained from Human Resources
Development Canada's Benefits and Overpayments (BNOP) file, which contains
the universe of claims. These are also totaled at the PD level. These totals repre-
sent all Ul benefits for claims that were initiated in a particular year from a
particular PD.# The Longitudinal Employment Analysis Program (LEAP), devel-
oped by the Business and Labour Market Analysis group of Statistics Canada, is
used to assign all PDsto afirm and to link taxes paid with benefits received. The
data extend from 1986 to 1990 inclusive, and are measured in constant 1991
dollars. Details of the data development are described in Corak, Nagrodski, and

Pyper (1993).

Over this period, the Ul program collected a total of about $11.3 billion annually
in contributions from firms and workers, and paid out an average of about $ 11.5
billion in benefits each year. Table 1 presents the redistribution of these funds by
industry and province. The entries in the table can be interpreted as the absolute
annual net transfer (+) or surcharge (-) to each industry/province: total Ul bene-
fits received by the workers in that industry and province less total Ul taxes
paid.> Canada-wide, the pattern is atransfer of funds from the Service sectors and
Manufacturing to the Primary sectors and most notably Construction. On aver-
age, Construction received $1.2 billion annually (a total of more than $6 billion
over these five years), while Forestry and Agriculture received lesser but till
substantial annual amounts of $265 and $222 million. The most notable contribu-
tors are the Community, Business, and Persona Services (CBPS) sector which
was surcharged more than $710 million annually and Public Administration

For paid employees, information from the T4S is used; for self—-employed fishermen the information
is derived from the T4F.

The terms “contributions,” “taxes,” and “premiums’ are used interchangeably throughout.

Employer contributions are 1.4 times those of employees. We do not make any adjustments for pre-
mium reductions due to wage loss replacement plans. The error introduced by this decision is likely
to be very small.

Thisisin contrast with premiums, which correspond to the calendar year. Therefore we are compar-
ing premiums collected during a given year with benefits collected as a result of ajob separation ini-
tiated in that year (rather than benefits collected in that year). This is the correct approach to adopt
because it mimics the manner in which an insurance program would function: premiums must be
collected in order to meet future contingencies.

In actua fact, the taxes paid are adjusted by the country-wide benefit—tax ratio in order to account
for the fact that the Ul account was not exactly in balance over the period. The table entries are
B, — T, (B/T), where B represents benefits, and T taxes (a subscript indicates an industry/province,
and the absence of one indicates a Canada wide total). Thus, the table entries represent the distribu-
tion of subsidies and surcharges as they would appear during a year in which the aggregate Ul fund
was in balance. The aggregate benefit tax ratio was only 1.01 so these adjusted figures are not much
different from the raw differences between benefits and taxes.

Firms, Industries and Cross-subsidies
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which was surcharged more than $660 million, but Transportation as well as
Finance also paid substantial surcharges. The general pattern at the provincia
level is of atransfer of monies from Ontario to points eastward. Almost $2.3 hil-
lion was taken out of the Ontario economy each year by the Ul program, while
about the same amount was put into the economies east of the Ottawa River.
Quebec is the largest recipient. The prairie provinces, most notably Alberta, are
surcharged, but British Columbia received a subsidy.

Table 1

Ul Income Transfers Across Industries and Provinces, Annual Average (1986-1990)
(Ul Benefits less Ul Taxes expressed in millions of 1991 dollars)

Nfld. PE.I. N.S. N.B. Que. Ont. Man. Sask. Alta. B.C. NWT. YT  Canada

Agriculture 11 12.1 10.0 19.4 74.0 16.9 14 1.8 47 58.1 0.0 0.1 2223
Forestry 214 13 15.4 441 101.2 74 15 33 3.1 66.0 0.2 0.2 265.1
Fishing and Trapping 13.1 15.7 20.5 28.1 13.7 32 0.7 -0.5 0.6 1.6 0.0 0.0 97.0
Mining 29 0.6 28 47 15.5 -289 -14 32 -21.0 5.2 -1.7 1.7 -16.7
Manufacturing 209.6 26.1 59.2 889  106.6 -6254 -10.0 -6.1 -15.7 343 -0.6 0.5 -132.9
Construction 98.3 14.5 749 974 4165 1950 444 40.0 103.1 139.5 0.6 32 12276
Transportation 224 21 -3.8 30 -921 -266.1 -304 -175 418 418 -1.2 -0.4 -473.2
Trade 713 12.5 31.9 377 1082 -3360 -199 -136 -40.9 14.3 -1.2 0.5 -129.2
Finance 32 0.0 -5.3 06 -596 -2833 -158 -11.5 -213  -282 -0.3 0.0 -421.1
Comm. Bus. & Per. Serv. 85.3 1.2 19.4 29.3 404  -7536 -425 -417 -88.4 26.8 -0.9 23 -712.8
Public Administration 46.0 90  -342 134 -1002 -3725 -309 -125 -897 674  -6.2 -0.1 -665.7
Other (unclassified) 18.1 8.0 36.4 280 2421 1377 188 14.7 538 1046 1.7 14 726.0
All Industries 666.2 1137 2278 3957 871.2 -22973 -714 -294  -1642 3155 -9.5 9.5 0.0

(+) denotes a net transfer; (-) denotes a surcharge.

The Primary sectors (with the exception of Mining) in all of the provinces
received a positive transfer. Thisis also the case for Construction, with the Con-
struction industry in Quebec (at $417 million) receiving the largest transfer of all
industry/provinces. CBPS in Ontario pays the largest surcharge ($754 million),
followed by the Ontario Manufacturing sector ($625 million). Almost every
industry in the Atlantic provinces receives a positive transfer through Ul, with the
Manufacturing sector in Newfoundland being the largest recipient. (The only
important exception is Public Administration in Nova Scotia). The $210 million
annual transfer to Manufacturing reflects the dominance of fish processing. Most
industries in Quebec also receive a positive transfer: Public Administration,
Transportation, and to a lesser extent Finance are the only surcharged sectors. In
western Canada, the pattern of transfers to the Primary and Construction sectors
that are paid for by surcharges on Manufacturing and Services holds up (with
some exceptionsin B.C.).

12 Firms, Industries and Cross-subsidies



Table 2 presents these data on a per-job basis.® The general pattern is the same, Ontario remains
but there are some differences in the relative standing of the sectors. Canada
wide, the per-job-transfer (at over $2,000 per job) is greatest in Forestry, while
Construction is second (at $960 per job). The surcharge on CBPS does not appear contributor to Ul in
as large on a per job basis as in absolute terms, amounting to $98 per job. Thisis . . .
not the case, however, for the other Service sectors: a surcharge of $360 to $380 spite of the size of its
per job is paid in Transportation, Finance, and Public Administration. Ontario workforce.

remains the single largest contributor to Ul in spite of the size of its workforce.

For every job in Ontario, a net contribution of $277 is made to Ul. On a per-job

basis, Quebec receives a transfer, but the most notable recipients are those in the

Atlantic provinces and particularly Newfoundland. The net transfer to this

province through Ul amounts to about $1,750 per job, with New Brunswick

receiving the second largest transfer of about $800 per job. The single largest per-

job transfer (subject to the caveat described in the previous footnote) is $5,360

paid to the forestry sector in Newfoundland, but all the jobs in this sector in the

eastern provinces receive substantial sums. Quebec is no exception in this regard.

Public Administration jobs in Ontario pay the largest surcharge: over $650 is

paid per job into the Ul program. However, Transportation, Finance, Mining, and

the single largest

Table 2
Ul Income Transfers Per T4 by Industry and Province, Annual Average (1986-1990)

(Ul Benefits less Ul Taxes divided by number of T4s issued, expressed in 1991 dollars)

Nfld. PE.I N.S. N.B. Que. Ont. Man. Sask. Alta. B.C. N.W.T Y.T.  Canada

Agriculture 341 1,818 870 2,127 1,350 142 532 494 151 1,277 685 2,614 700
Forestry 5362 3,701 1,995 3403 3,031 524 1523 1513 679 1,334 1,189 1,756 2,038
Fishing and Trapping 334 2,026 689 2049 1,902 1471 193 -103 219 50 150 849 m
Mining 603 4,621 401 705 439 -486 177 209 -184 190 -505 125 -59
Manufacturing 4213 2,627 762 1,313 17 -403 ~ -110 -151 -94 115 -334 918 -4
Construction 4280 2402 1,785 2594 1518 384 1,187 1,014 663 932 96 1,424 958
Transportation 1,047 539 -109 93 -315 -576 ~ -535 -406 -388 -249 -282 -161 -380
Trade 1,287 889 294 449 17 =221 -4 -122 -114 36 -163 124 -35
Finance 309 -9 -193 36 -248 -514  -369 -346 -274 -213 -127 -14 -368
Comm. Bus. & Per. Serv. 922 394 100 208 22 -265 = -158 -179 -116 32 -59 306 -98
Public Administration 699 78 -343 197 -267 -656 ~ -348 -212 -491 -390 -297 -1 -361
Other (unclassified) 9777 4783 4250 3797 2563 1,034 1973 1461 1,684 1,985 1,505 1,969 2,019
All Industries 1,748 573 351 796 173 =217 -102 -48 -81 133 -154 326 0

(+) denotes a net transfer; (-) denotes a surcharge.

More correctly, the normalization is per T4. While there are a small number of cases in which
employers issue more than one T4 per job to their paid employees, equating a T4 with ajob does not
entail too much of an error. The exception to thisis the Fishing and Trapping industry which is dom-
inated by self-employed fishermen. It is not uncommon for these individuals to receive 2 or 3 T4Fs
in a single calendar year. The results for the fishing sector will therefore have a large downward
bias. Further, industries with high turnover rates tend to have more T4s per Full-Time Equivalent
job, which impliesthat in these cases the results will be downwardly biased. Full-Time Equivalency
is the only comparable way of defining jobs. The results in this table should be taken as indicative
only.

Firms, Industries and Cross-subsidies 13



Manufacturing in this province all make substantial contributions on a per-job
basis.

The information in these tables provides a sense of the magnitude and distribu-
tion of the cross-subsidies embodied in the operation of the Ul program, but does
not necessarily capture the economic incentives in place and would not be an
actuarial definition of cross-subsidization. An alternative indicator that fulfills
these roles is the benefit-tax ratio, the amount of benefits received for every dol-
lar of contributions. In what follows, we employ the relative benefit-tax ratio,
which is defined as RBT, =(B; /T, )/(B/T) for sector i. Using this rather than sim-
ply the benefit-tax ratio corrects the possibility that the overall program account
may not be in balance. Since the denominator of this expression happens to be
very close to 1 (1.01), the results are similar to what they would be if only the
benefit-tax ratio were calculated. Thus an RBT greater than 1 indicates a positive
net transfer, while a value below 1 indicates a surcharge.

Table 3

Relative Benefit - Tax Ratios by Industry and Province (1986-1990)

Nfld. PE.I N.S. N.B. Que. Ont. Man. Sask. Alta. B.C. NWT. Y.T.  Canada

Agriculture 15.72 9.32 4.60 9.75 5.80 1.52 2.88 3.33 1.48 5.55 365 1048 3.58
Forestry 18.15 18.13 8.05 8.79 9.87 2.01 5.40 5.41 2.98 4.20 6.13 1.37 6.17
Fishing and Trapping 3.31 11.70 391 11.00 8.79 417 2.01 0.46 219 1.29 4.82 2.02 470
Mining 1.49 13.31 1.36 1.66 143 0.57 0.84 1.23 0.80 1.19 0.43 2.06 0.94
Manufacturing 8.85 6.57 2.03 2.85 1.15 0.57 0.86 0.82 0.89 1.13 0.61 2.60 0.95
Construction 11.81 6.38 47 7.40 391 1.69 3.37 3.38 247 3.13 1.27 472 2.90
Transportation 2.20 1.76 0.88 m 0.67 0.39 0.49 0.57 0.56 0.72 0.59 0.81 0.59
Trade 4.01 3n 1.63 1.98 1.24 0.55 0.74 0.76 0.77 1.07 0.63 1.27 0.93
Finance 1.46 0.99 0.73 1.05 0.69 0.33 0.48 0.52 0.60 0.7 0.80 0.98 0.51
Comm. Bus. & Per. Serv. 2.90 1.88 1.20 1.40 1.04 0.49 0.69 0.67 0.76 1.06 0.86 2.00 0.81
Public Administration 1.86 1.73 0.62 1.24 0.70 0.33 0.61 0.76 0.50 0.62 0.55 0.99 0.59
Other (unclassified) 4346 2168 1651 15.03 9.97 4.02 1.14 6.01 6.76 158 5.78 8.20 1.54
All Industries 4.32 342 1.59 2.36 1.28 0.58 0.84 0.92 0.87 1.22 0.72 1.57 1.00

Table 3 presents the value of RBT by industry and province. The general patterns
described above are evident: the Primary sector and Construction are subsidized
at the expense of Services. At the extremes, for every dollar of Ul contributions
from Forestry, $6.17 in Ul benefits are received, while in Finance only 51 cents
of benefits are received for each dollar of contributions. Newfoundlanders
receive $4.32 in benefits for every dollar contributed, while Ontarians receive
only 58 cents per dollar of contributions.

Furthermore, these patterns have persisted through time. Table 4, which is drawn
from Karagiannis (1986), presents relative benefit-tax ratios by industry and
region for the period 1975 to 1982. Those industries that have been identified as
receiving a positive transfer during the 1986-90 period were also receiving a
transfer during 1975-82; while those being surcharged during the recent period

14 Firms, Industries and Cross-subsidies



Table 4

Relative Benefit - Tax Ratios by Industry and Region (1975-1982)

Atlantic Quebec Ontario Prairies British Columbia Canada
Agriculture 489 6.14 242 1.45 3.01 299
Forestry 1.65 8.62 291 2.66 329 4.93
Fishing and Trapping 6.76 16.74 2.69 11.42 4.28 6.90
Mining 214 1.47 0.80 0.44 1.03 0.88
Manufacturing 2.46 1.50 0.85 0.70 1.22 1.12
Construction 5.66 4.55 2,50 1.74 2.92 3.03
Transportation 1.67 1.06 0.60 0.51 0.79 0.80
Trade 1.49 1.36 0.67 0.47 0.97 0.90
Finance 1.50 0.96 0.48 0.45 0.81 0.70
Comm. Bus. & Per. Serv. 1.61 1.10 0.55 0.42 0.86 0.78
Public Administration 0.82 0.78 0.37 0.38 0.61 0.54
Other (unclassified) 13.02 18.40 4.57 422 9.98 8.43
All Industries 1.87 1.38 0.74 0.59 1.08 1.00

Source: Karagiannis (1986, Table 4)

Table 5

Persistence in the Ul Status of Industry-Regions

Status During 1975-1982 Status During 1986-1990
Net Recipient, RBT>1 Net Contributor, RBT<1
Net Recepient, RBT>1 31 1
Net Contributor, RBT<1 3 20

Source: Tables 3 and 4

were also being surcharged then. This comparison is offered in Table 5.7 Only
four of the 57 industry-regions changed status between these periods. Of the 32
industries receiving a net positive transfer in Karagiannis's study, 31 were till
receiving a transfer in more recent times. Of the 23 being surcharged then, 20
were still being surcharged. The only sector to move from being subsidized to
being surcharged in thisinterval of time was the Quebec Transportation industry,
which experienced a decline in its RBT from 1.06 to 0.88. Public Administration
in the Atlantic moved in the opposite direction, as did Trade and CBPS in British

Karagiannis's calculations differ from oursin two ways. First, only the first two phases of Ul benefit
receipt that existed at the time of his study (the Initial Benefit Phase and the Labour Force Extended
Phase) are used in deriving total benefits. He claims that the exclusion of Regionally Extended
Benefits (justified by the fact that the Public sector paid the cost of these benefits) does not alter the
results. Our derivations include all benefits regardiess of the phase. Second, he does not use T4F
information in calculating total premiums paid. This implies that the RBT value for the Fishing
industry (and overall for some of the Atlantic provinces) is overstated. For example, when our
derivations are made in a similar manner we obtain a value of 20.29 for the Fishing industry, about
four to five times greater than the value offered in Table 3. Thus, in comparing Tables 3 and 4 the
conclusion should not be drawn that the Fishing industry is less subsidized now than it was during
the 1970s and early 1980s, indeed just the opposite is likely the case. These differences in method,
however, have no bearing on information provided in Table 5, and the conclusions drawn from it.

Firms, Industries and Cross-subsidies
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Columbia. Also, over the last 20 years it appears that the primary sector has been
receiving larger transfers. At the same time, those surcharged during the 1970s
were even more strongly surcharged during the 1980s. This is the case particular-
ly for Transportation and Finance. Other sectors remained stable in their status,
but Manufacturing did move from receiving a mild subsidy to being mildly sur-
charged.

Firms, Industries and Cross-subsidies



2. A Closer Look

More insight into these aggregate patterns can be obtained by using a finer indus-
trial breakdown, and by decomposing RBT into a series of constituent compo-
nents. To keep the analysis manageabl e, we focus on Canada-wide information.

Figure 1 displays the frequency distribution of industries defined at the three-
digit level (using the 1970 SIC) by the value of RBT. The analysis, which
excludes the fishing industries, is restricted to the 1986-88 period because of a
change in the classification of LEAP to the SIC 1980.8 A separate analysis was
conducted for 1989-90 using the three-digit 1980 SIC. The two distributions
resemble each other, and we therefore focus only on the former. The distribution
of industries by RBT is highly skewed. The majority of industries (152 of 275)
have an RBT of less than 1. Of the 123 industries with a value greater than 1, 38
have a value greater than 2, and 16 a value greater than 3.° Table 6 lists al indus-
tries with an RBT greater than 2. The Primary sector dominates this very heavily
subsidized group: ten of the 16 industries with an RBT greater than 3 are from
this sector. All four of the three-digit construction industries are ranked high in
thistable. The remaining industries, however, are drawn from Manufacturing and
CBPS, sectors that in the aggregate are surcharged. This suggests that in addition
to the between-industry cross-subsidization observed in Tables 1 through 4, there
is aso substantial within-industry variation in the value of RBT.

Figure 1
Frequency Distribution of Relative Benefit Tax Ratio by Three-Digit SIC-70, 1986-1988
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8 The fishing industry is excluded because this is the only sector in which self-employed individuals
aredigible for Ul, and because the focus of this study ison regular claims.
9 Themean value of RBT is 1.29, but the median is only 0.93 and the coefficient of skewnessis4.41.
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What isit about an industry that causes it to have a high or low RBT? Following
Anderson and Meyer (1992) we can, in an accounting sense, determine the caus-
es of a particular pattern of cross-subsidization by recognizing that the amount of

Table 6

Relative Benefit Tax Ratios and Components for Hightly Subsidized Industries 1986-1988

Relative Contribution Contribution
Relative Relative  Duration of  Relative of of
Benefit Number of Benefit Benefit Relative ~ Temporary Permanent
SIC-70 Industry Tax Ratio Claims Receipts Rate Taxes Paid Layoffs Layoffs
102 Fish Product Industries 13.04 5.45 1.27 1.09 1.73 3.22 2.24
047  Hunting & Trapping 9.08 438 1.18 1.08 1.63 1.62 2.76
045  Fishery Services 8.88 3.19 1.30 1.21 1.77 1.34 1.85
039  Forestry Services 8.56 1.77 1.31 1.28 2.87 0.98 0.79
072 Peat Extraction 7.58 3.65 1.27 1.22 1.34 2.96 0.69
031 Logging 6.43 2.76 1.14 1.32 1.55 1.57 1.19
884  Camping Grounds & Trailer Parks 6.32 1.49 1.24 0.97 3.52 0.86 0.63
606  Wholesalers of Coal & Coke 5.23 1.94 1.28 1.01 2.09 0.77 1.17
010  Farms (Excl. Experimental and Instit.) a1 1.52 1.17 0.90 2.75 0.79 0.73
406  Highway, Bridge & Street Construct. 4.37 2.81 0.96 1.39 1.16 1.81 1.00
015  Fruit & Vegetable Farms 422 3.00 1.08 0.93 1.40 2.52 0.48
096 Contract Drilling for Petroleum 3.97 1.99 1.05 1.34 1.41 1.00 0.99
151 Leaf Tobacco Processors 3.81 2.88 0.91 0.94 1.56 1.81 1.07
098  Other Contract Drilling 3.23 1.93 1.07 1.41 1.1 1.07 0.86
409  Other Construction 3.20 2.14 0.92 1.40 1.16 1.05 1.09
404  Building Construction 2.98 1.74 1.00 1.23 1.39 0.76 0.98
844  Golf Clubs & Country Clubs 2.1 1.56 0.98 0.90 1.96 1.03 0.53
246 Fur Goods Industries 2.69 1.95 1.16 1.08 1.1 0.96 0.99
017  Other Crop & Livestock Combo Farms 261 1.68 1.15 0.90 1.50 1.10 0.58
a1 Special-trade Contractors 2.55 1.74 0.91 1.25 1.29 0.89 0.85
873  Private Households 2.53 1.69 1.36 0.50 2.22 0.55 1.14
087  Sand Pits or Quarries 2.37 2.21 0.84 1.31 0.97 1.49 0.72
020  Services Incidental to Agriculture 2.29 1.22 1.12 0.98 1.7 0.57 0.65
899  Miscellaneous Services, N.E.S. 229 1.04 1.27 0.89 1.95 0.30 0.74
013  Field Crop & Field Crop Combo Farms 2.26 1.41 0.92 0.93 1.87 0.97 0.44
845  Theatrical & Other Staged Ent. Serv. 221 1.04 1.05 1.03 1.98 0.52 0.52
328  Boathuilding & Repair 2.21 1.94 0.98 1.06 1.10 0.90 1.04
883  Lodging Houses & Residential Clubs 2.19 1.01 1.25 0.77 2.24 0.39 0.62
902  Defence Services 2.18 0.39 1.07 0.97 5.35 0.31 0.08
896  Blacksmithing & Welding Shops 2.16 1.32 0.96 1.15 1.49 0.53 0.80
871  Shoe Repair Shops 2.15 1.37 1.20 0.79 1.65 0.50 0.87
843  Bowling Alleys & Billiard Parlours 212 1.22 0.97 0.70 2.54 0.66 0.56
083  Stone Quarries 2.08 244 0.83 1.33 0.77 1.80 0.64
369  Misc. Petroleum & Coal Products Ind. 2.08 2.00 0.90 1.35 0.85 1.38 0.62
244 Women's Clothing Industries 2.07 1.97 0.98 0.79 1.36 1.08 0.89
327  Shipbuilding & Repair 2.03 1.92 1.01 1.41 0.74 1.38 0.53
849  Misc. Amusement & Recreation Services 2.01 0.91 1.041.04 0.87 242 0.47 0.44
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benefits received in agiven industry (i) is the product of the number of Ul recipi-
ents (n;), the average duration of benefit receipt (d,) of these individuals, their
average weekly benefit rate (b,), and by recognizing that the amount of Ul premi-
ums paid is the product of the marginal Ul tax rate (t;), and the average insurable
weekly earnings (w;). Thus, the benefit-tax ratio is given as (n,d;b;)/(t;w,), and
the relative benefit-tax ratio can be expressed as:

(Bi/T)I(BIT) = (n;/n)(d;/d)(b;/b)(t/t;)(w/w;)

When a term in this product is found to be greater than one, the implication is
that it is contributing to the cross-subsidization of that industry; when a term is
less than 1, the opposite is the case. In this way, the extent to which an observed
pattern of cross-subsidization is due to excessive number of claimants,10 longer
than average benefit duration, higher than average benefit rates, or lower than
average insured wages can then be determined. Since there is no experience rat-
ing in the Canadian Ul program the term t/t; is, by definition, equal to one. This
obviates the need to calculate w; separately. We need only derive the average total
premiums paid by industry so that the last two terms of the above equation can be
expressed simply as tw/twi.ll Any variations in this term between industries will
be the result of differences in wages paid. If this term is greater than 1, it is con-
tributing to the cross-subsidization of sector i by virtue of the fact that earnings,
and hence Ul contributions, are lower than average. It should also be noted that
the benefit rate is a fixed fraction of insurable earnings and is the same for al
individuals (60 per cent) during this period. This might suggest that b, /b will be
perfectly correlated with tw/tw;. However, these terms will vary independently
because the earnings while employed of those laid off need not be the same as
those escaping layoff. If Ul beneficiaries were randomly chosen from the pool of
employed, then these terms would tend to move together. A value of b, /b greater
than 1 implies that the industry in question tends to lay off more highly paid
workers than average. Thisis not the same thing as suggesting that its workforce
is more highly paid than average. A sector could have a lower wage structure, so
that tw/tw; is greater than 1, but it could also tend to lay off more highly paid
workers, so that b, /b is also greater than 1.

The firm has greatest discretion over wages and layoff decisions. If the lack of
experience rating has an impact on firm behaviour, we should observe that these
terms are the strongest influence on the RBT. The duration term is traditionally
thought to be determined by the decisions of Ul claimants, but it could also be
influenced by the firm especialy when temporary layoffs are important. Corak
(1994b), for example, has found that the recall decisions of some firms are timed
to correspond with the benefit exhaustion of their laid-off workers.

A series of scatter plots of RBT against each of its components is presented in
Figure 2. The axes of the plots are drawn through an origin of 1 in order to divide
the data into four quadrants, according to whether the industry is cross-subsi-
dized or not, and whether the factor in question is contributing to cross-subsidiza-

10 That is, separations, or for the most part, simply layoffs.

11 Thefirst element (n; /n) is defined as the relative layoff rate: the number of Ul claims generated per
T4 issued by the industry relative to the number of claims Canada-wide per T4 issued. The last term
is defined in terms of total Ul contributions per T4. The use of these rates ensures that the elements
have the properties claimed in the text.
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tion or not. The general pattern appears to be that the layoff and contribution
rates are most strongly related to the industry RBT. The partial correlation coeffi-
cient between RBT and n; /n is ahighly significant 0.777, and that between it and
the contribution rate is 0.445. The correlation between RBT and the relative dura-
tion is similar in magnitude (0.406), but that between it and the benefit rate

Figure 2a Figure 2b
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(at 0.011) is not significantly different from zero. Some of these results, however,
are not robust to the exclusion of afew outlying industries (those with RBT > 3).
When these industries are omitted from the calculation, the correlation coeffi-
cients associated with n;/n and tw/tw, are comparable in magnitude (0.587 and
0.591 respectively), but the association with relative duration rate falls to 0.321.
The correlation between b, /b and RBT is negative (—0.287).

Generally, if an industry receives a net positive transfer through Ul, it is because
of higher than average layoff rates and lower than average weekly earnings. This
is clearly the case for the most highly cross-subsidized industries listed in
Table 6.2 Fully 32 of the 37 industries fall into this category. Four of the remain-
ing six pay higher wages than average, but this is more than compensated for by
higher layoff rates. Table 7 summarizes the characteristics of all cross-subsidized
industries along these two dimensions. The largest number (60 of 123, or 49 per
cent) have both a higher than average layoff rate and lower than average earn-
ings. Only 27 are high wage-high layoff industries, and 35 are low wage-low lay-
off industries. There is only one high wage-low layoff industry that receives a
positive transfer: Placer Gold Mines has an RBT of 1.12 in spite of having lower
layoff rates and wages higher than the Canadian average. The reason for its
cross-subsidy is that Ul claimants tend to collect higher benefits than average:
about 44 per cent higher. Those laid off that collect benefits are much more high-
ly paid than the average Ul recipient. In asimilar vein, it is rare that an industry
is surcharged if its layoff rates are above average and its earnings below average.
Table 7 also offers similar data for the surcharged industries. Only four of the 152
such industries fall into this category and, in all of these cases, the two rates are
only very dightly greater than 1. The majority of surcharged industries (81, or
about 53 per cent) are low layoff-high wage industries.

The layoff rate can be broken into two parts: that due to permanent layoffs and
that due to temporary layoffs so that n, /n = (nt; + np; )/n. We define these terms
in the manner of Statistics Canada (1992); a layoff is considered temporary in an
ex post sense. If the worker had employment earnings from the same firm in the

Table 7

Distribution of Subsidized and Surcharged Three-Digit Industries by Relative
Layoff Rates and Relative Weekly Earnings

Cross-subsidized Industries High Layoff Low Layoff
(n;/n>1) (n;/n<1)

High Wage (tw/tw; <1) 21 1

Low Wage (tw/tw; >1) 59 35

Surcharged Industries High Layoff Low Layoff
(n;/n>1) (n;/n<1)

High Wage (tw/tw;<1) 41 81

Low Wage (tw/tw;>1) 4 26

12 Alisting of all industriesin the format of Table 6 is available from the authors upon request.
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A very high degree of year following the layoff, he or she is considered to have been temporarily laid-
off; otherwise, the separation is classified as permanent. A scatter plot of nt;

cross-subsidization is against np; is presented in Figure 3. In this diagram, the line connecting the ordi-

associated with a high nate value of 1 to the abscissa of 1 (and thereby linking those points that sum to
one) indicates whether n, /n is contributing to a net positive transfer or not: the
temporary layoff rate. area below this line indicates it is not, while the area above indicates that it is.

The 45° line indicates which rate (nt; or np,) is greater: nt; is greater than np; in
the area below the line, and the opposite is the case in the area above. The gener-
al observation from this scatter plot is that when the layoff rate is not contributing
to the subsidization of the industry, the permanent layoff rate tends to be slightly
greater than the temporary layoff rate; but when the layoff rate does contribute to
subsidization, the opposite is the case. A very high degree of cross-subsidization
is associated with a high temporary layoff rate. This is substantiated further by
the information in the last two columns of Table 6, which offer the temporary and
permanent layoff rates for the highly cross-subsidized industries. Of the 38 indus-
trieswith RBT > 2, only two have arelative layoff rate less than 1. Of the remain-
ing, 36 nt; is greater than np; in 21 cases.

Figure 3
Contributions of Temporary and Permanent Layoffs to the relative Layoff Rate, 1986-1988
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Longitudinally, the same patterns observed at the broad industry level hold up at
the three-digit level. Each and every year, it is the same industries that are either
net recipients or net contributors. The patterns observed above do not result from
an industry experiencing a particularly bad year requiring extensive reliance on
Ul, and determining its status over the entire period. Rather, it is the result of
receiving a net positive transfer in each and every year. This, at least, is the case
for the four-year period from 1986 through 1989. Table 8 offers the distribution
of the 275 three-digit industries according to the number of years a positive net
transfer is received. The distribution is bipolar: industries are either cross-subsi-
dized or surcharged. Of the 275 industries, 123 (or 45 per cent) never received a
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transfer, while 101 (37 per cent) received one in each year. Only 22 received a
positive transfer in only one year and only 16 in two of the four years. Every
heavily cross-subsidized industry, those listed in Table 6, is among the 123 indus-
tries that are always cross-subsidized. In fact, only 22 of the 122 industries with
RBT > 1 over the 1986-88 period do not fall into this group.13 Generally, if an
industry receives a net positive transfer in one year it receivesonein al years.

Table 8
Longitudinal Ul Status of Industries, 1986-1989

Number of Years
Cross-subsidized Number of 3 digit Per cent of Per cent of
(RBT>1) Industries all Industries Per cent of Jobs Ul Benefits
0 123 447 51.8 39.2
1 22 8.0 3.1 3.1
2 16 5.8 5.0 3.8
3 13 47 1.3 1.5
4 101 36.7 389 52.4

13 A complete list of industries that are never subsidized and aways subsidized is available from the
authors.
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Cross-subsidization

through the Ul

program is heavily
concentrated among
the small minority of
firms that receive a
positive transfer

year-in and year-out.
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3. An Analysis
of Firms

This conclusion applies not only to industries, but also to firms. We calculated an
RBT for each firm and for each year from 1986 to 1989 inclusive. Table 9 sum-
marizes the distribution of firms by the number of years that they received a net
positive transfer during this period. Panel A of the table refers to firms that were
in operation in al four years, while Panel B refers to those that operated for at
least one year during the period. We focus on the former set of relatively more
stable firms. Of these about 12 per cent had a RBT greater than one in each of the
four years. These “always subsidized” firms represent only 14 per cent of total
employment, but 38 per cent of all Ul benefits paid. On the other hand, almost 42
per cent of firms never receive a transfer, and while these “never subsidized’
firms represent more than 56 per cent of all jobs, they account for only 31 per
cent of Ul benefits. Cross-subsidization through the Ul program is heavily con-
centrated among the small minority of firms that receive a positive transfer year-
in, year-out.

Table 9

Longitudinal Ul Status of Firms: 1986-1990

Number of Years Number of Per cent of Per cent of Per cent of
Cross-Subsidized Firms Firms Jobs Ul Benefits Paid
(RBT>1)
A. Firms in Operation During All Four Years
0 235,176 415 56.3 313
1 118,612 209 12.6 9.7
2 82,840 14.6 8.8 94
3 61,604 10.9 8.2 11.6
4 68,731 121 14.1 38.1
Total 566,963 100 100 100
B. Firms in Operation for At Least One Year
0 697,788 53.1 54.2 313
1 319,869 243 14.9 9.7
2 147,558 1.2 10.2 94
3 80,802 6.1 8.4 11.6
4 68,731 5.2 12.3 38.1
Total 1,314 748 100 100 100

Table 10 documents the distribution of these firms by three-digit SIC. Just 22
industries account for about 70 per cent of these firms. A significant fraction are
found in the Construction industries: fully 16 per cent of aways subsidized firms
belong to SIC 421 (specia-trade contractors), and another 6 per cent to SIC 404
(Building Construction). The remaining two Construction industries also appear
in this table. Certain industries in the CBPS sector also have an important pres-
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ence: 6.3 per cent of always subsidized firms belong to SIC 886 (Restaurants,
Caterers and Taverns), 2.9 per cent to SIC 881 (Hotels and Motels), and a further
8.1 per cent to other “800” industries. There are no Manufacturing industries in
this table, nor any from the financial sector. Table 11 offers a similar tabulation of
the never subsidized firms. These are spread a little more evenly with 28 indus-
tries accounting for amost 70 per cent of the total number of firms. There are
also no Manufacturing industries in this table, and only one industry from the
Primary sector. In fact, ten of the industries that appear in Table 10 (that is,
almost one-half) aso appear in thistable.

Table 10

Distribution of Always Subsidized Firms by Industry

Per cent
of All Always
Number Subsidized

SIC  Industry of Firms Firms
421 Special-trade Contractors 10,888 15.96
010  Farms (Excl. Experimental and Instit.) 6,631 9.72
886  Restaurants, Caterers & Taverns 4,294 6.30
404  Building Construction 3,995 5.86
031 Logging 2,097 3.07
631 Food Stores 2,030 2.98
881 Hotels & Motels 1,996 2.93
507 Other Truck Transport 1,974 2.89
041 Fishing 1,721 2.53
699  Retail Stores, N.E.S. 1,394 2.04
406  Highway, Bridge & Street Construct 1,251 1.83
849  Misc. Amusement & Recreation Services 1,187 1.74
951 Local Administration 1,105 1.62
873 Private Households 1,074 1.57
658  Motor Vehicle Repair Shops 1,010 1.48
899 Miscellaneous Services, N.E.S. 948 1.39
828  Welfare Organizations 925 1.36
654  Gasoline Service Stations 761 1.12
884  Camping Grounds & Trailer Parks 733 1.07
409  Other Construction 680 1.00
898  Services to Buildings and Dwellings 671 0.98
519  Other Transportation 644 0.94

Total 48,015 70.38

Thisfact suggests that, in addition to factors between industries, factors within an
industry are important in determining chronic cross-subsidization. The data in
Table 12 clearly illustrates this finding. This table offers the distribution of firms
within each (broadly defined) industry according to whether they were never sub-
sidized (RBT<1 in al years), sometimes subsidized (RBT>1 for one, two, or
three years), or always subsidized (RBT>1 in all years) over the 1986-89 period.
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Table 11

Distribution of Never Subsidized Firms by Industry

Per cent
Number of All Never

SIC  Industry of Firms Subsidized Firms
010  Farms (Excl. Experimental and Instit.) 20,359 8.75
823  Offices of Physicians & Surgeons 12,408 5.33
831 Religious Organizations 10,953 4n
421 Special-trade Contractors 10,159 437
737  Real Estate Operators 8,939 3.84
707 Investment & Holding Companies 1,796 3.35
735 Insurance & Real Estate Agencies 1,576 3.26
873  Private Households 6,890 2.96
886  Restaurants, Caterers & Taverns 5,469 2.35
867 Offices of Mgmt & Bus. Consultants 5,315 2.28
631  Food Stores 4,930 2.12
699  Retail Stores, N.E.S. 4,848 2.08
507 Other Truck Transport 4,555 1.96
404  Building Construction 4512 1.94
866  Offices of Lawyers & Notaries 4,491 1.93
658  Motor Vehicle Repair Shops 4,034 1.73
864  Engineering & Scientific Services 3,814 1.64
869 Misc. Services to Business Management 3,470 1.49
623  Wholesalers Mach. & Equipment, N.E.S. 3,344 1.44
676  Household Furniture & Appliance Strs. 3,323 1.43
872  Barber & Beauty Shops 3,190 1.37
825  Offices of Dentists 3,026 1.30
861  Offices of Accountants 2,866 1.23
654  Gasoline Service Stations 2,708 1.16
629  Wholesalers, N.E.S. 2,687 1.15
891 Labour Organizations & Trade Assoc. 2,621 113
899  Miscellaneous Services, N.E.S. 2,603 1.12
828  Welfare Organizations 2,196 0.94

Total 159,082 68.36

At this level of aggregation, there are clear differences in the distribution of
always-and never-subsidized firms between industries. For example, as many as
45 per cent of firms in the Forestry sector are aways subsidized, but only 2 per
cent in the Financial sector. At the same time, however, there is a substantia frac-
tion of both always-subsidized firms and never-subsidized firms in many of the
industries. In Construction, fully 26 per cent of firms always receive a subsidy,
but almost as large a fraction, 23 per cent, are never subsidized. In Mining (a sec-
tor that is surcharged), 23 per cent of firms are aways subsidized, but 35 per cent
are never subsidized. Similarly, while as many as 14 to 15 per cent of firms are
always subsidized in Manufacturing and Transportation, more than twice as
many, 33 to 38 per cent, are never subsidized. Even in Public Administration, the
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Table 12 An industry, even

Within Industry Distribution of Firms by Ul Status
(For Firms in Operation in Each Year From 1986 Through 1989)

defined at a level as

_ fine as the three-digit
Never Sometimes Always
Subsidized Subsidized Subsidized Total SIC, may be heavily
(Number of Firms, Row Per Cent)
Agriculture 21514 14,462 7,024 43,000 cross-subsidized and
50.0 3356 16.3 . o
Forestry 690 2,066 2,274 5,030 yet contain a signifi-
13.7 411 45.2 .
Fishing and Trapping 489 935 1,761 3,185 cant fraction of never
15.4 29.4 55.3 C .
Mining 1,304 1,573 836 3,713 subszdzzedﬁ rms.
35.1 424 225
Manufacturing 13,096 21,635 5,440 40,171
32.6 53.9 135
Construction 15,148 33,270 16,814 65,232
232 51.0 25.8
Transportation 9,188 11,516 3,742 24,446
37.6 47.1 15.3
Trade 50,424 69,134 10,420 129,978
38.8 53.2 8.0
Finance 27,002 11,927 863 39,792
67.9 30.0 2.2
Community Bus. & Per. Serv. 92,066 92,604 17,920 202,590
45.44 165 8.9
Public Administration 1,770 2,195 1,116 5,081
34.8 43.2 22.0
Total 232,691 261,317 68,210 562,218
Never Subsidized — RBT >1 for 0 years

Sometimes Subsidized — RBT >1 for 1, 2 or 3 years
Always Subsidized—  RBT>1 for 4 years.

proportion of always subsidized firmsis 22 per cent, alevel comparable to that of
the Construction sector. 4

Thistype of information isillustrated using three-digit industriesin Figures 4 and
5 which display, respectively, the percentage of never-subsidized firms and per-
centage of always-subsidized firms in three-digit industries against the industry
RBT. There is, as one would expect, a clear negative relationship in the former
case and a clear positive one in the latter: the more heavily cross-subsidized an
industry, the lower the fraction of never-subsidized firms and the higher the frac-
tion of always-subsidized firmsin that industry. However, the figures, particular-
ly Figure 4, reveal awide variation. An industry, even defined at alevel asfine as
the three-digit SIC, may be heavily cross-subsidized and yet contain a significant
fraction of never-subsidized firms. Likewise for the percentage of always subsi-
dized firms, which seems to display much more variance as the RBT value of an
industry increases. The fraction of always-subsidized firms in surcharged indus-
tries only occasiondly is greater than 20 per cent, while it varies from less than
10 to over 60 per cent in subsidized industries.

14 Recall from Table 3 that the aggregate RBT for public administration is only 0.59, while in construc-
tionitisamost fivetimes aslarge, 2.90.
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Figure 4
Variation in the Percentage of never Subsidized Firms in Three-Digit Industries

by Industry Relative Benefit Tax Ratio
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Figure 5
Variation in the Percentage of Always Subsidized Firms in Three-Digit Industries
by Industry Relative Benefit Tax Ratio
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4. Discussion

The salience of experience rating Ul premiums is particularly important in the
context of the Social Security Review, which might in the broadest sense be
thought of as a discussion of the terms of a new social contract. For example,
proposals have been put forward to change the nature of benefits that a claimant
can receive according to the number of times that he or she has received benefits
in the past. Ul-funded training (or more generally “active” support) might be
directed in the first instance to Ul repeaters. The definition of a repeater is of
course open to discussion. (It could mean a former claimant who begins another
claim within two years, or one who has a given number of claims or even weeks
of Ul receipt within a given span of time, such as three clamsin five years). But
the question remains. what would the claimant’s right to Ul be should he or she
attempt to establish another claim after having received active support? One
possible scenario is to suggest that the State has fulfilled its obligation to such
individuals and they should no longer be eligible for Ul. Another less extreme
option is to accord the individua a right to further income support through the
program, but at lower benefit levels or under strict insurance rules: that is, that
the Ul program should revert to a fully experience rated program at the individ-
ual level .15

Scenarios of this sort do not recognize the fact that firms are also responsible for
the way Ul is used. As Corak (1994b) has suggested, they have a role in deter-
mining not only the duration of benefits but the extent to which temporary
layoffs are used, and hence the degree of repeat Ul use. The terms of a new social
contract with respect to Ul might also quite reasonably include employers. If this
is the case, then this dimension could be embodied in a differentiation of premi-
um rates.

There would appear to be at least four such options.2® They are: (1) full experi-
ence rating, that is, a differentiation of premiums at the firm level across all
industries; (2) industry rating, a differentiation of premiums between industries
but the same for all firmswithin each industry; (3) firm rating within industries, a
differentiation of firm premiums but relative to an industry rather than economy
wide norm; (4) atax on long-term unemployment, that is, an increase in firm pre-
miums when laid-off employees collect benefits longer than some length of time,
say six months. The last is the mildest form of experience rating and can be
implemented regardless of which, if any, of the other options are chosen. Its
rationale is discussed in Corak (1994b), and is based upon the fact that some
employers time their recall decisions to coincide with the benefit entitlement of
their workers. Gross (1994, p.183, n.17), for example, points out that Sweden has
such a structure in place for temporary layoffs. Firms receive a subsidy to offset
their Ul taxes while their ex-employees are in the early stages of an unemploy-

15 See, for example, Green (1994).

16 Kesselman (1983:50-51,149-63) reviews the proposals that have been put forward for experience
rating of Ul premiums in Canada, and notes that the legislation embodying the 1971 reform included
enabling provisions for a differentiated premium structure. This was never done, and the issue of
experience rating has since that time not been given serious consideration.
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ment spell. The subsidy is withdrawn and the tax burden carried entirely by the
firm once the employees have been laid off for longer than thirty days.

The first three options, on the other hand, are mutually exclusive and the major
results of this paper may help inform the choice between them. If an experience
rated Ul program were to be put into place, the findings suggest that rating at the
industry level might not be tightly targeted. The major reason for thisis that even
the industries with a high RBT contain a substantial fraction of firms that never
receive a postive net transfer, while those that are surcharged may contain alarge
fraction of firms that always do. An industry rated premium structure would,
even in the most cross-subsidized of industries, penalize the majority of firms
that never or only occasionaly receive a net positive transfer. Experience rating
of individua firms would be more sensitive to within-industry variations of this
sort. Full experience rating, however, would imply significant changes in the
inter-regional flows of monies. Whether thisis desirable or not will depend great-
ly on one’'s point of view, but it certainly would be controversial. Within-industry
rating of firms need not alter the net transfers between industries, but it would
reduce the transfers within them. In this way it would probably be more respect-
ful of interregional flows of monies.

It should be stressed that the results do not document the extent to which the lay-
off and human resource practices of firms are responsive to the Ul premium
structure. They reveal rather the extent of the incentives in place to alter such
behaviour and influence (over the longer period) the relative size and growth of
industries. Alternatively, they might be viewed as illustrating the results or out-
comes of any changes in behaviour that may have resulted. It is difficult to esti-
mate the extent of changes that may result were some sort of experience rating
introduced. There is no experimental or quasi-experimental evidence on this, but
it is fair to say that many micro-econometric studies of claimant behaviour
should not be interpreted as offering exclusively supply side evidence. A careful
reading of some of these studies suggest that they are not often able to untangle
the influence of the two sides of the market.1’ Experimental evidenceis currently
being garnered on the supply side of the market, but there are no proposals to
examine how firms might alter their behaviour were they faced with a different
tax structure. More study is needed on how the structure of Ul premiums influ-
ences the behaviour of firms.

The major criticism that is often levied against proposals for experience rating
concerns the impact that it may have on hiring decisions. Firms may be more
cautious in hiring new employees if there is arisk of layoff at some point in the
future, and that would in turn imply an increase in their tax burden. Our results
suggest that the strong majority of firms would receive a reduction in their Ul
taxes in a fully experience rated program, and the boost to employment that this
may entail would have to be taken into account when assessing the importance of
this criticism.18

17 See, for example, the survey by Corak (1994a).

18 The other major criticism against experience rating is that it entails a considerable administrative
burden. This may or may not be so. The U.S. experience would certainly have to be taken into
account as well as recent moves to experience rating in the Workers' Compensation schemes of
some provinces. Our results, of course, do not shed any light on thisissue.
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5. Conclusion

This paper has documented the extent and nature of the cross-subsidies embodied
in the tax and benefit structure of the Canadian Ul program. There are substantial
and long lasting flows of monies between industries, regions, and firms that eco-
nomic theory suggests may cause more layoffs than there otherwise would be,
promote the growth of less stable sectors at the expense of more stable ones, and
ultimately make the economy prone to higher unemployment. The transfersto the
Primary and Construction industries are particularly large. These are financed by
a surcharge on many of the service industries. Large flows of monies move from
Ontario and some of the western provinces to regions east of the Ottawa River.
Furthermore, these transfers have been ongoing for at least the last twenty years,
if not longer. While there are important between-industry transfers occurring
through Ul, it is also notable that only a small minority of firms are persistently
cross-subsidized. The broad majority firms are surcharged year-in, year-out to the
benefit of the few. A significant fraction of these always subsidized firms are
located in the construction industries. The within-industry differences are also
important. A significant fraction of the firms in most industries are always subsi-
dized. Cross-subsidies through Ul exist both between industries and within
industries. The major reasons that industries receive a net transfer are higher than
average layoff rates and lower than average earnings (and hence contributions).

Our finding that a rather small fraction of firms are “aways subsidized” suggests
that experience rating of Ul premiums, if implemented, could result in a lower
payroll tax for the majority of firms, and possibly a substantially higher tax for a
minority. If such a redesign of the payroll tax is being considered as part of the
new social contract involving the Ul program, then the information provided in
this paper may be particularly pertinent.
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