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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

This study examines the effectiveness and potential of Canada’'s Unemployment
Insurance (Ul) system to act as an automatic stabilizer of the Canadian macro-
economy over the business cycle. A variety of simulations were conducted with
the FOCUS macroeconometric model to investigate the stabilizing properties of
Ul. The model was used to simulate what might have been the economy’s perfor-
mance if the Ul system had been made inoperative and was not allowed
to respond to cyclical changes in the economy. This “simulated” performance
is then compared with the actual performance of the economy to see whether
and by how much the Ul program has acted to reduce fluctuations in income
and employment.

The study finds that there is indeed a strong correlation between the net spending
of the Ul system and the performance of the economy. This is especialy true
with respect to Ul benefits paid, and much less so with respect to Ul premiums
collected. A review of the data also finds that the Ul premium rate, which is not
automatic but changed by policy choice, appears to have moved pro-cyclically —
that is, this “tax rate” has been raised in downturns and reduced in upturns,

The simulations show that the power of the Ul system as a stabilizer varies over
time with the size of the Ul system relative to that of the economy. They aso
indicate that the Ul system acts as a stabilizer with rather long time lags. the
dampening effect is very small in the first year and takes more than three years to
have the maximum impact on income and employment.

The Ul program did act as a stabilizer in the 1981-1982 recession. It reduced the
GDP loss by about 13 percent in 1982, and by 14 percent for 1983. The losses in
employment that were prevented by the Ul program were of a similar magnitude.
Virtually the entire stabilizing effect of of the Ul system in 1982 and 1983, how-
ever, came from the benefit payments side — there was no stabilizing effect from
the premium side. The study found that the Ul system also acted as a stabilizer in
the 1990-1991 recession. The results of these findings were quite similar to those
for the 1981-1982 recession.

The present study also compares the stabilizing property of the Ul program with
other fiscal stabilizers. The results show that the federal personal income tax sys-
tem had no stabilizing effect, and that the sum of all other federal non-Ul trans-
fers to persons had a stabilizing effect significantly below that of the Ul system.
In addition, the sum of all provincial and local government transfers to persons,
which includes all social assistance payments, had a smaller stabilizing effect
than did UI. It would therefore appear that the Ul system is the single most powerful
automatic stabilizer.

The major conclusion arising out of the study is that the Ul system, through its
benefit payments to the unemployed, acted as a powerful and important automatic
stabilizer for the Canadian economy in the two recent recessions. Its potential for
operating as a more powerful automatic stabilizer requires a mechanism whereby
Ul premium rates are not increased during economic downturns and decreased
during growth periods as has been done during the last two recession/recovery
episodes.

The UI System as an Automatic Stabilizer in Canada




Introduction

The Unemployment Insurance system in Canada is currently undergoing a major
review. This is appropriate for an instrument of social and economic policy that
has such important impacts on major aspects of Canadian life. Among those
impacts is the effect of the Unemployment Insurance (Ul) system on the cyclical
performance of the Canadian macroeconomy, what is referred to as the Canadian
‘business cycle.” Economics textbooks traditionally teach that the Ul systemisan
‘automatic stabilizer’ of the Canadian economy, lessening the impact of economic
downturns and dampening inflationary pressures in periods of high growth. This
paper investigates the extent to which thisistrue.

Organization of this Report

The paper begins with an introduction defining the automatic stabilizer and
presenting our review of the literature on the subject.

Section 1 uses data from 1972 to 1992 to assess whether the Ul system has
responded to economic downturns and economic recoveries in ways that would
stabilize the economy.

Section 2 presents an overview of the evolution of the Canadian Ul system and
explains how we modified the FOCUS econometric model to test certain aspects
of the Ul system. The section also gives an overview of the six simulation sets
we conducted to test the effectiveness of the Ul system as an automatic stabilizer.

Sections 3 to 8 present the six simulation sets we conducted to measure the
approximate contribution that the Ul system makes in stabilizing the Canadian
economy under conditions of economic shock. The simulation sets also examine
whether the stabilizing properties of the Ul system have changed over time and
its effectiveness in this role compared to other fiscal programs, such as the federal
income tax, or provincia transfers to persons, that also act as automatic stabilizers.

The paper closes with our conclusions on the effectiveness of Ul as an automatic
stabilizer.

Unemployment Insurance as an Automatic Stabilizer

In an ideal context, the Canadian economy would remain at full employment
with stable and low inflation. Full employment, however does not mean zero
unemployment. Economists recognize that, at any given time, large numbers of
workers — equal to several percent of the labour force — are unemployed as
they quit their jobs to relocate or look for new challenges, or asthey train for new
occupations in a constantly changing economy.!

From time to time external shocks or policy choices will push the economy aove
or below the level of full employment. It is commonly seen as desirable for
governments to try to return the economy to full employment — to stabilize
the economy — as soon as possible. In the face of a downturn, for example,

This level of unemployment is sometimes called the “natural” unemployment rate or the “Non-
accelerating Inflation Rate of Unemployment” (NAIRU).
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governments might cut taxes or increase expenditures to increase demand in
the economy.2

What is an Automatic Stabilizer?

It takes time before the problem of rising unemployment or a sluggish economy
is recognized. Because there is a further lapse of time before policy decisions are
made, implemented and have an effect on the economy, economists and policy-
makers look for “automatic stabilizers” that respond immediately when the
economy slips from the level of full employment. Such automatic stabilizers
should respond quickly — changing taxes, or increasing or reducing government
spending — to even out the economic impacts of cyclical fluctuations.

How Can Ul Stabilize the Economy?

There are two features of the Ul system that should make it an automatic stabi-
lizer. First, when unemployment increases, total Ul payments increase, with only
a short time lag. Secondly, when people lose their jobs, they and their employers
immediately stop paying the Ul premiums associated with those jobs. When an
economic downturn results in fewer jobs, therefore, the total tax represented in
Ul premiums immediately falls. At the same time, increased paymentsin Ul ben-
efits puts some purchasing power back into the economy by automatically
increasing government spending.

While it seems clear that the Ul system should have some impact as an automatic
stabilizer, thereis still the question of just how effective the system isin that role.
The experience of the last fifteen years has shown that the system has not lived
up to its full potential. Two major economic downturns, one in the early 1980's
and another in the early 1990's, had a severe impact on the Canadian economy.
The automatic stabilizers in place during those two periods, including Ul, were
not fully successful in stabilizing the economy in the face of these shocks. It is
certainly legitimate, however, to consider how much worse these shocks might
have been in the absence of UI. It is aso worth examining the extent to which Ul
lessens the impact of economic shocks. This paper will consider the question of
how Ul can stabilize the economy.

A Review of the Literature on Unemployment Insurance
as an Automatic Stabilizer

Numerous studies over the last few decades have looked at the Ul system in Canada,
but none has focused on quantifying the system’s role as an “ automatic stabilizer”.
An overwhelming number of studies® concentrate on UI’s impact on labour supply
activity or the duration of unemployment.

In the lone published macroeconometric study of Canadian automatic stabilizers,
Helliwell and Gorbet used the RDX1 model of the Canadian economy (the Bank
of Canada’s econometric model) to study the dynamic efficiency of Ul and

An aternate view, referred to as “real business cycle theories,” considers the ups and downs of the
business cycle as natural reflections of inevitable changes on the supply side of the economy.
Advocates of this view see no need for counter-acting macroeconomic responses from governments.
See, for example, Rea (1977), Grubel and Walker (1978), Fortin (1984), Ham and Rea (1987),
Grubel (1988), Coe (1990), Moorthy (1990), Milbourne et al. (1991), Phipps (1991), Phipps (1993),
Baker and Rea (1993).

The UI System as an Automatic Stabilizer in Canada



selected other stabilizers. Using mid-1960's data, they simulated three-year cycles
of world activity and prices and computed the improvements or deteriorations in
economic performance that each stabilizer produced. They concluded that Ul was
a less effective stabilizer in 1964 than it was in 1958, and that ailmost al of the
stabilizers they studied were markedly less effective in countering cyclical
shocks than in countering one-time shocks or sustained shocks. In fact, many of
the stabilizers were found to be destabilizing after the economy had been subject-
ed to periodic shocks for six years.

U.S. Research

Studies concentrating on the income stabilizing impact of unemployment insur-
ance have been somewhat more prevalent in the United States and el sewhere, but
these studies have focussed on the impact on labour supply and job search deci-
sions.# The stabilization properties of unemployment insurance have been studied
in the United States since the early 1960's. Of course, the results are not directly
applicable to Canada because the systems in the two countries are markedly dif-
ferent in terms of their coverage and their operation.

The most recent and extensive study of unemployment insurance as an automatic
stabilizer is a 1992 study by Dunson et al. They used the DRI (Data Resources
Inc.) econometric mode of the U.S. economy to examine changes in the effective-
ness of unemployment insurance as a stabilizer. The ssimulations showed that in
the 1980’s, the unemployment insurance system was only two-thirds as effective
in stabilizing the economy after amonetary shock asit had been in the 1970's.

The study found that in the 1970’s the unemployment insurance system could off-
set 5.4 percent of the maximum loss in real GNP or 4.9 percent of employment
losses from a recession caused by a monetary shock. In the 1980’s, the system
could offset only 3.7 percent of the GNP loss or 3.5 percent of the employment
loss. If the performance of the unemployment insurance system in the 1990's
reflects its declining performance in the 1980’s, unemployment insurance benefits
would offset only 2.9 percent of thelossin GNP at the peak of arecession caused
by a monetary shock®. The study concludes that the unemployment insurance
system does act as an automatic stabilizer, although to quite a minor extent and
one that has diminished in importance over the last two decades.

To simulate a recession, the DRI study of the unemployment insurance system in
the United States imposed an arbitrary 2 percent reduction in the permanent
money supply. The researchers then observed the effects with the unemployment
insurance system functioning normally and with unemployment insurance pay-
ments and receipts fixed in real terms at a historical level. They found that when
the effects of the shock were at their worst, the unemployment insurance system
dampened the negative effects of this shock on real GDP and employment by
between 3 and 5 percent.

See, for example, Bjorkland et al. (1991), Blank and Card (1991), Blau and Robbins (1986),
Brechling (1981), Brown (1986), Deere (1991), Edgell and Wandner (1974), Ehrenberg and Oaxaca
(1976), Hamermesh (1979), Katz and Meyer (1990), Lancaster (1979), Meyer (1990), Mortensen
(1977), Narendranathan et al. (1985), Solon (1984), ten Hacken et al. (1989), Topel (1983), and
Vijlbrief (1992).

5 Atpage3.
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1. A Review of Aggregate Ul Data

While econometric simulations can demonstrate with some precision the effec-
tiveness of the Canadian Ul system as an automatic stabilizer in the economy;,
aggregate data can indicate general trends. In this section, we examine Ul-
account data to determine the overall impact of the Ul system from 1972 to 1992
To determine whether these trends helped offset recessionary and inflationary
trends, we look at the role of Ul benefits in determining Canadians' personal
income at the level of Ul premiums collected and at the rate assessed for
employees and employers Ul premiums.

Measuring Ul's Effectiveness as an Automatic Stabilizer

If the Ul system were working effectively as a stabilizer, one would expect that Ul
benefits would constitute a greater proportion of total persona income during
downturns in the economy and that this proportion would decline as the economy
improves. Conversaly, theratio of Ul premiums collected, as a percentage of GDP,
would be expected to fall in downturns and increase as the economy improves.

Ul Benefits as a Percentage of Canadians’ Total Income

Figure 1 shows that the ratio of Ul benefits to Canadians total personal income
responded to changes in the economy from 1981 to 1992. In 1981, at the beginning
of the recession, Ul benefits represented 1.8 percent of total personal income. By
1983, this proportion had increased to 3 percent. Then, as the economy improved
through the rest of the 1980's, the proportion dropped, to just over 2 percent in
1989. Another recession hit in 1990 and the Ul system responded, increasing Ul
benefits as a proportion of total personal income to over 3 percent by 1992.

Figure 1

Ul Benefits Received as a Proportion of Personal Income
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Source : Statistics Canada
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Total Ul Premiums Collected as a Percentage of GDP

Figure 2 shows that the ratio of total Ul premiums collected as a percentage of
GDP often changes without regard to economic conditions. During the recession
in the early 1980's this ratio began to decrease, meaning that employees and
employers paid relatively less for Ul, but the ratio turned up sharply in 1983
while the economy was still in recession.

The ratio of premiums collected increased dlightly through the second half of the
1980's as the economy expanded rapidly. However, the ratio decreased again in
1989, when the Canadian economy was operating above its potential. If the pre-
miums were indeed working as a stabilizer, the ratio should have increased.

Ul Premium Rates as a Percentage of GDP

The “automatic stabilizer” impact of the Ul system has been lessened because Ul
premium rates have often increased at the same time as total benefit payments
have increased. It is apparent from Figure 3 that the increase in total premiums
collected from 1990 to 1992 was related to the increase in Ul premium rates paid
by employees and employers during these periods, rather than, for example, an
increase in the number of workers or employers. The Ul premium rate changes
automatically because the program cal culates rates using a moving average of the
program’s historical costs as a percentage of Canadians' insurable earnings. It
would seem, however, that the lag structure on the rates is not sufficient to alow
for arecession to end before the rates increase.

Figure 2 Figure 3
Ul Premiums Collected as a Proportion of GDP Ul Premium Rates (Employee+Employer)
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The Ul Account and Ul Premium Rates

Premium adjustments may a so be the result of a government decision to raise or
lower rates, independent of standard program policy. Tables 1 and 2 present data
on the revenues and expenditures of the Ul system from 1973-1992. The increase
in Ul premium rates in the 1982-1983 recession and again in the early 1990's
was a policy response to keep the cumulative Ul balance from falling too far into
deficit. Aswell, the 1990 decision by the government no longer pay directly into
the Ul fund for administrative and other costs meant that the Ul premium rate
had to be increased to replace that source of funding.

Table 1
Ul Revenues, 1973-1992

(Millions of Dollars)

Net contribution Net Income

from employers ~ Government interest from Total
Year and employees  contribution earned penalties revenue
1973 928 915 -16 1 1,828
1974 1,545 874 -28 1 2,392
1975 1,953 1,703 -14 1 3,643
1976 2,476 1,353 8 2 3,839
1977 2,551 1,784 12 2 4,348
1978 2,838 2,251 20 7 5,116
1979 2,812 1,289 25 4 4,130
1980 3,125 1,030 12 4 411
1981 4,716 992 26 4 5,738
1982 4,793 1,776 -89 6 6,486
1983 7,017 2,811 -409 10 9,428
1984 7,621 2,890 -453 12 10,076
1985 8,753 2,888 -522 14 11,133
1986 9,616 2,814 -463 16 11,982
1987 10,212 2,767 -275 18 12,722
1988 11,876 2,633 -104 20 14,425
1989 10,369 2,748 60 30 13,207
1990 12,867 2,416 222 45 15,550
1991 14,761 = -5 62 14,818
1992 17,885 — -255 96 17,726

Source : Statistics Canada (1993), Unemployment Insurance Statistics. Catalogue 73-2028S.

14 The UI System as an Automatic Stabilizer in Canada



Table 2

Ul Expenditures, 1973-1992
(Millions of Dollars)

Excess of Balance

Benefit Bad Total revenue over end of
Year payments debts Administration  expenditure  expenditure period
1973 2,004 — 141 2,145 -318 -502
1974 2,116 — 163 2,219 13 -418
1975 3,130 — 192 3322 321 -97
1976 3332 — 207 3,539 301 204
1977 3,900 4 234 4,138 210 414
1978 4,508 5 271 4,789 321 yai
1979 3947 7 267 4,221 -91 650
1980 4,332 5 490 4,821 -656 -6
1981 4,751 5 639 5,401 337 331
1982 8,455 -12 172 9,214 -2,728 -2,397
1983 10,063 5 818 10,885 -1,457 -3,854
1984 9,859 n 898 10,768 -692 -4,546
1985 10,118 12 902 11,032 101 -4,445
1986 10,394 8 928 11,330 653 -3,792
1987 10,326 10 962 11,298 1,424 -2,368
1988 10,716 17 968 11,701 2,724 356
1989 11,373 24 1,054 12,451 758 1,113
1990 13,368 39 1,215 14,622 928 2,161
1991 17,691 105 1,228 19,024 -4,205 -2,045
1992 19,102 28 1,227 20,357 -2,631 -4,676

Source : Statistics Canada (1993), Unemployment Insurance Statistics. Catalogue 73-202S.

This brief review of the revenues and expenditures of the Ul system leads us to
believe that Ul benefit payments have had a potentially significant impact as
automatic economic stahilizers. Ul premiums, on the other hand, have had afar less
significant impact because of the way premiums have been adjusted historically.

The UI System as an Automatic Stabilizer in Canada
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2. Testing UI's Role as an
Automatic Stabilizer

We conducted a series of simulations designed to measure the extent to which the
Ul system could act or has acted as an automatic stabilizer for the Canadian
economy. The simulations were prepared with the FOCUS econometric model of
the Canadian economy. FOCUS is a medium-size model of the Canadian macro-
economy developed and maintained at the Institute for Policy Anaysis, University
of Toronto.® While it has its own specia properties, FOCUS can be viewed as
representative of the class of multi-equation macro models often used to conduct
this kind of macro policy analysis. The model is roughly equivalent — at least in
its conceptual view of the macro economy — with the DRI model used to examine
the unemployment insurance system in the United States.”

Evolution of the Canadian Ul System

The Canadian Ul system has undergone many changes since it was first intro-
duced in 1946, and especially over the past two decades as new types of benefits
have been introduced and others scaled back or eiminated. As well, the funding
of the system recently underwent a major overhaul, with the federal government
having exited altogether from directly funding any of the Ul system.

Countercyclical Benefits

Countercyclical benefits have been introduced during recessions over the past
twenty years either to maintain a certain level of employment until the economy
improves or to prepare laid-off workers for new types of jobs. In 1975, training
benefits were introduced so that workers might have the skills needed to exploit
new employment opportunities as the economy changed. This program was
expanded dramatically in the most recent recession to help workers respond to
the restructuring of the economy.

Noncyclical Benefits

Other benefits are noncyclical. That is, they do not increase in times of reces-
sion or decrease in times of growth. Sickness and fishing benefits have been
available since the early 1970’s. Retirement benefits were introduced at that time
and ended in 1990. Maternity benefits, adoption benefits and parental benefits are
also noncyclical.

6 The model has been developed in the tradition of the Keynesian-Classical synthesis; that is, markets

(especially the labour market) can fail to clear for extended periods of time, and most expectations
are not “rational” in the sense of being formed with full knowledge of the model and of the present
and future values of al exogenous variables. For detailed descriptions of the models see Peter
Dungan and Gregory Jump, FOCUS: Forecasting and User Smulation Model of the Canadian
Economy Version 93A, Ingtitute for Policy Analysis, 1993 (mimeo). There are, however, some
mechanisms in FOCUS for explicitly recognizing expectations and for permitting them to change
relatively quickly in light of changesin, for example, money supply or the exchange rate. For adis-
cussion of the properties of FOCUS with and without more “rational” expectations, see Peter
Dungan and Thomas A. Wilson, “Modeling Anticipated and Temporary Fiscal Policy Shocks in a
Macro-Econometric Model of Canada,” in Canadian Journal of Economics XXI:1 (February 1988)
41-60.

The Cyclical Effects of the Unemployment Insurance (Ul) Program (1990) by Bruce H. Dunson,
S. Charles Maurice and Gerald P. Dwyer, Jr. Metrica Inc., The Woodlands, TX. Report prepared for
the U.S. Department of Labor, Employment and Training Administration. Washington, D.C.,
December 31, 1990.

The UI System as an Automatic Stabilizer in Canada



Cyclical Benefits

Work-sharing and job-creation benefits were introduced into the Ul system in
1982. Work-sharing is designed to deal with situations in which an employer
would be required to reduce the firm’'s work force temporarily. Instead of laying
off selected employees, the program enables employers to reduce the working
hours of an entire group, while Ul benefits partialy offset the financial loss for
the individuals. Job creation benefits are designed to encourage businesses to
continue to use workers' skills during periods of unemployment. Benefit rates are
based on regional occupational rates.

In 1992, Self-employment Assistance was introduced. This provides benefits to
claimants who want to start a business or become self-employed. Any claimant
who has a viable business plan can receive benefits that provide income security
during the early stages of setting up and operating a business.

The value of cyclical, countercyclical and noncyclical benefits has been small,
compared to regular benefits, since the 1970's. Regular benefits represent about
85 percent of all benefits paid to Canadians. Cyclical, countercyclical and non-
cyclical benefits represent the remaining 15 percent of benefits paid.

Ul Eligibility

Additional changes to the Ul system were introduced in 1978 and 1991. In 1978,
the number of weeks individuas had to work in order to qudify for Ul was increased
from 8 weeks to arange of 10 to 14 weeks, depending on the level of unemploy-
ment in the region in which the individual was living. At the same time, the number
of weeks of benefits available to claimants who had worked the minimum num-
ber of qualifying weeks was reduced. In 1991, the range of weeks that individuals
in certain regions would have to work to qualify for benefits was expanded.

Modifications to the FOCUS Model

To conduct our study we expanded the FOCUS model’s detail on the Ul system
and distinguished three types of Ul claims:

(1) regular unemployment insurance claims;
(2) cyclica claims, including training and work-sharing; and
(3) noncyclical claims, including sickness, maternity and fishing benefits.

To determine the level of Ul benefits paid into the economy, we calculated
the total number of weeks of benefits paid for each type of claim and multiplied
this number by the maximum weekly benefit payable.8 For the first two cate-
gories, our calculation of the total weeks of benefits paid is afunction of the level
of unemployment in the economy in a given year. For noncyclical claims, the
total population determines the total number of weeks of benefits paid.

In each of the six regressions in this part of the model (weeks and benefits for each of the three cate-
gories), dummies have been introduced for the two major Ul reforms spanned by our estimation
data-set — namely, the 1978 reform and the 1991 reform. These dummies test for aggregate shiftsin
weeks or benefits paid relative to the prior regime. The 1978 dummy is significant (and negative) for
regular weekly benefits claimed, but has no effect otherwise. The 1991 dummy adds very dightly to
regular benefits paid (but not weeks claimed) and strongly to non-regular, noncyclical weeks and
benefits (due to the introduction of parental benefits).

The UI System as an Automatic Stabilizer in Canada

17



The simulation results
show that it takes three
or move years for the
stabilizing effects of

UI to build up to

their full impact.
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The Ul sub-model within FOCUS is by no means a complete and fully-detailed
description of the Ul system and its possible impacts on the Canadian economy. It
had to be designed to interact with the other variables of the model, such as the aggre-
gate unemployment rate. It is intended to capture only major macroeconomic
effects and not changes in microeconomic structure in the economy. Mgjor revisions
in Ul, for example, could have significant impacts on wage formation and total
labour force participation, but these issues are not relevant to the focus of this report.

Overview of the Simulation Sets

We conducted six sets of simulations to test the stabilizing properties of the Ul sys-
tem under conditions of one-time shocks to the economy. We also tested the impact
of the 1978 and 1991 changesin the Ul system itself and the effectiveness of other
fiscal stahilizers, such asthe persona incometax system. The six smulation setsare;

Simulated Shocksto the Economy

Simulation Set A: A 2 percent reduction in the money supply,
simulating arecession

Simulation Set B: A 10 percent cut in government spending

Changesin the Ul System
Simulation Set C: A test of the impact of the 1978 and 1991
reformsto the Ul system

Historical Economic Shocks
Simulation Set D: The 1982 recession
Simulation Set E: The 1990 recession

A Comparison of Stabilizers
Simulation Set F: A comparison of Ul and other automatic
stabilizersin the 1982 recession

All of the simulations consider the stabilizing properties of Ul in the face of
downward shocks to the economy. It is in the context of downward shocks that
discussion of automatic stabilizersis usualy set, although of course their useful -
ness applies equally to dampening movements of the economy above full
employment and into inflationary ranges. For relatively small shocks, the eco-
nomic impacts demonstrated by econometric models are linear. Had we chosen to
do upward rather than downward shocks of the same sizes— such as a 2 percent
increase in money supply, for example — we would have obtained results equal
in magnitude, but opposite in sign, to those presented here.

The simulation results show that it takes three or more years for the stabilizing
effects of Ul to build up to their full impact. This is because of arange of lagsin
the model’s behavioural equations that in turn reflects the functioning of the Ul
system itself. Employment and unemployment will not respond fully to a shock
for a number of quarters and the Ul system cannot respond until unemployment
increases. Also, the Ul equationsin the model take one to two quarters to respond
to any change in unemployment. Finally, the model’s consumption equations
cause individuals' consumption to respond only gradually to the additional
income they receive from Ul benefits. So, while the simulations reveal that Ul, in
our opinion, is a significant stabilizer over the medium term, the model’s lags (if
properly specified and estimated) indicate that its stabilization properties are
blunted somewhat in the shorter term.
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3. Simulation Set A: A 2 Percent
Reduction in the Money Supply,
Simulating a Slowdown in the Economy

In Simulation Set A, we applied a shock to the 1979 economy and examined the
impact that the shock had over five years. We then applied the same shock to the
1982 economy and examined the impact over five years. We repeated the process
for the 1985 economy and the 1988 economy, each time looking at annual
changes for five years. The different shock years alowed us to account for the
fact that the size of the Ul system in relation to GDP and incomes has varied sig-
nificantly over the last two decades. Measures of Ul’s effectiveness as a stabilizer
can be expected to vary with the size of Ul in the economy.

For each shock year, we examined the effects of a reduction in the money supply
with the Ul system at work, as it responded to increasing unemployment by pay-
ing more benefits and collecting less in premiums (the standard model); and then
as the Ul system was “unresponsive” — by which we mean that we held Ul pay-
ments and Ul premiums collected to their actual levels in each year.? This is
equivalent to the way in which the unemployment insurance system was disabled
in simulations conducted in the DRI study of the U.S. unemployment system. We
have used the same method for comparability.

A summary of the results is presented in Tables 3 and 4. Table 3 presents results
for real GDP, while Table 4 contains results for employment. For each “shock”
year, four columns are shown for GDP effects and employment effects. The first
column shows how much higher or lower real GDP and employment would be
with the normal Ul system in place. The second column shows the changes in
real GDP and employment with an unresponsive Ul system. For real GDP the
change in impact is expressed as a percentage of the actual GDP level in that
year. For employment, the change in impact is shown in thousands of jobs gained
or lost, compared to the actual number of jobs in that year. The remaining
two columns show the difference attributable to the “normal” Ul system, and the
percentage change that represents.

With a money-supply shock in 1979 and the normal Ul system in place, real
GDPis 0.189 percent below the actual 1979 level. This negative impact grows to
0.817 percent of GDP in 1981 and falls back to 0.271 percent by 1983. Without
the Ul system operating as a stabilizer — as shown in the “Unresponsive Ul”
column — the same money shock would have caused real GDP to decline by
0.193 percent in 1979, a difference of approximately 0.005, or 2.5 percent.
Similarly, without the response of the Ul system to the shock, the GDP loss in
1982 would have been 0.821 percent, or 0.106 percent more than with the Ul system
operating normally. Thisis a difference of ailmost 13 percent.

An examination of the real GDP results in Table 3 shows that the Ul system
dampens only from 2.5 to 3.5 percent of a money shock in the first year, but that

It should be noted that, to keep Ul premiums paid constant in real terms at historical levels, it was
necessary to change the Ul-premium rate endogenously within the simulation. That is, in solving
each quarter, the model searches for the Ul-premium rate such that premiums collected equal those
of the base case in real terms. This adjustment isimportant because in the FOCUS model the Ul pre-
mium rate itself, as well as the total premiums collected, enters into important behavioura relation-
ships (including the calculation of unit labour costs for determining the aggregate price level).

The UI System as an Automatic Stabilizer in Canada
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Table 3
2 Percent Cut in the Money Supply

Impact on Real GDP

(Percent)
1979 Shock 1982 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1979 -0.189 -0.193 0.005 25 1982 -.0228 -0.234 0.007 29
1980 -0.544 -0.572 0.028 5.0 1983 -0.489 -0.530 0.041 1.7
1981 -0.817 -0.882 0.065 13 1984 -0.703 -0.793 0.090 11.4
1982 -0.715 -0.821 0.106 12.9 1985 -0.645 -0.773 0.128 16.5
1983 -0.271 -0.368 0.097 26.4 1986 -0.412 -0.540 0.127 236
1985 Shock 1988 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1985 -0.187 -0.193 0.006 25 1988 -0.343 -0.356 0.012 35
1986 -0.470 -0.503 0.033 5.0 1989 -0.813 -0.880 0.067 16
1987 -0.787 -0.876 0.088 13 1990 -1.007 -1.143 0.136 11.9
1988 -0.828 -0.970 0.142 12.9 1991 -0.835 -1.022 0.187 18.3
1989 -0.538 -0.680 0.143 26.4 1992 -0.332 -0.498 0.166 333

Table 4
2 Percent Cut in the Money Supply

Impact on Employment

(Numbers of Jobs)
1979 Shock 1982 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul Ul Difference % Difference
1979 -4,110 -4,280 170 39 1982 -6,540 -6,780 230 34
1980 -25,250 -26,680 1,430 5.3 1983 -26,520 -28,640 2,120 14
1981 -54,710 -59,130 4,420 15 1984 -49,910 -56,110 6,200 1.1
1982 -64,970 -73,080 8,100 1.1 1985 -60,440 -71,400 10,960 15.4
1983 -41,820 -52,170 10,350 19.8 1986 -49,190 -62,760 13,580 21.6
1985 Shock 1988 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul Ul Difference % Difference
1985 -5,170 -5,400 230 42 1988 -11,940 -12,460 520 42
1986 -24,340 -26,160 1,820 10 1989 -50,840 -54,920 4,090 14
1987 -53,370 -59,480 6,110 10.3 1990 -86,980 -97,920 10,940 1.2
1988 -74,580 -86,780 12,200 14.1 1991 -91,870 -109,580 17,7110 16.2
1989 -66,170 -82,240 16,060 19.5 1992 -62,230 -82,770 20,540 24.8
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the dampening effect grows over time, reaching well over 10 percent at the point
of the shock’s maximum impact and rising further to above 20 percent by the
fifth year of the shock. For employment, Table 4 shows that the dampening
effects are dlightly larger in the initial years following the shock and slightly
smaller by the fourth and fifth years, although the values are clearly in the same
broad range.

The stabilizing effect of Ul varies with the level of unemployment and Ul benefits
paid and premiums collected in each year. The Ul system will therefore have
a greater stabilizing effect in years when the level of unemployment and total
Ul benefits paid are higher. This was the case in 1982, when unemployment and Ul
benefits paid were proportionally much higher compared to 1979. The first year
dampening of the 1982 shock is therefore greater than the first year dampening
for the 1979 shock. But the fifth year dampening is higher for the 1979 shock
(where the fifth year is 1983) than for the 1982 shock (where the fifth year is
1986 and Ul payments had far surpassed their 1983 levelsin proportion to GDP).

The UI System as an Automatic Stabilizer in Canada

21



4. Simulation Set B: A 10 Percent
Cut in Government Spending

This shock gives In the FOCUS model for Canada, a money shock takes several years to have its
) full effect on GDP. In the first year especialy, the impacts are relatively small.
approximately the We therefore decided to test the Ul system as a stabilizer against a more direct

same longer-run

demand shock — in this case, a 10 percent cut in real federal spending on current

) goods and services except wages. This shock gives approximately the same
impact on GDP as longer-run impact on GDP as the 2 percent money reduction, but the effects are

the 2 percent money
reduction, but the
effects are much larger
in the initial years.

Table 5
10 Percent Cut in Real Federal Government Current Spending

Impact on Real GDP

much larger in theinitial years. The results are summarized in Tables 5 and 6.

(Percent)
1979 Shock 1982 Shock
Normal Unresponsive Normal Unresponsive
Ul ul Difference % Difference Ul ul Difference % Difference
1979 -0.620 -0.641 0.021 33 1982 -0.679 -0.704 0.025 36
1980 -0.827 -0.906 0.079 8.7 1983 -0.853 -0.962 0.109 1.4
1981 -0.797 -0.922 0.124 13.5 1984 -0.828 -1.007 0.179 17.7
1982 -0.657 -0.795 0.137 17.3 1985 -0.743 -0.944 -0.201 213
1983 -0.432 -0.540 0.108 20.0 1986 -0.587 -0.768 0.180 235
1985 Shock 1988 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1985 -0.669 -0.695 0.026 37 1988 -0.566 -0.589 0.023 39
1986 -0.914 -1.020 0.105 10.3 1989 -0.784 -0.874 0.090 10.3
1987 -0.929 -1.120 0.191 17.1 1990 -0.692 -0.818 0.126 15.4
1988 -0.669 -0.876 0.207 236 1991 -0.482 -0.606 0.124 20.5
1989 -0.303 -0.430 0.127 294 1992 -0.231 -0.305 0.074 243
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Table 6
10 Percent Cut in Real Federal Government Current Spending

Impact on Employment
(Numbers of Jobs)

1979 Shock 1982 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1979 -21,080 -27,910 830 3.0 1982 -29,720 -30,710 980 32
1980 -63,000 -67,580 4,580 6.8 1983 -68,960 -75,250 6,290 8.4
1981 -82,050 -91,960 9,910 10.8 1984 -86,380 -100,380 14,000 13.9
1982 -75,700 -88,620 12,920 14.6 1985 -85,400 -105,090 19,680 18.7
1983 -59,320 -72,280 12,960 17.9 1986 -74,490 -95,390 20,900 21.9
1985 Shock 1988 Shock
Normal Unresponsive Normal Unresponsive
ul Ul Difference % Difference ul ul Difference % Difference
1985 -30,870 -31,970 1,100 35 1988 -21,840 -28,860 1,020 35
1986 -73,920 -80,360 6,440 8.0 1989 -67,920 -73,910 5,990 8.1
1987 -98,620 -113,940 15,320 13.4 1990 -82,960 -94,760 11,800 12.5
1988 -91,720 -113,450 21,730 19.2 1991 -69,850 -84,010 14,160 16.9
1989 -60,750 -80,650 19,900 24.7 1992 -45,870 -58,080 12,200 21.0

Because the government spending shock affects GDP and employment levels
more quickly than the money shock, the degree of dampening provided by the Ul
system is also greater. In thefirst year of the shock, the Ul system dampens about
3.5 percent of the impact, but this rises to over 15 percent by the third year and
sometimes well over 20 percent theresfter.
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5. Simulation Set C: The Impact
of UI Reforms

We tested the impact of We tested the impact of the 1978 Ul reforms and the 1991 reforms and found that
only with the 1978 reforms was there a noticeable difference in the system’s
the 1978 UI reforms response to cyclica changes in the unemployment rate, in terms of impact on
and the 1991 reforms GDP levelsin that year. To test the extent of the impact of the 1978 reforms, we
ran the government-expenditure shock — Simulation Set B above — with the
and found that only model’s Ul equations reflecting the regime in effect before the 1978 reforms.10
with the 1978 reforms Table 7 below shows hovy mych less real GDP would have declined if .the 1978
reforms had never been ingtituted, for the four shock years and the five years

was there a noticeable following each shock.

difference in the

Table 7

SyStem,S response to Proportion of GDP Decline Dampened by Ul
cyclical changes in the With and Without the 1978 Ul Reforms
(Percent)
unemployment rate, in Without '78 With ‘78 Without '78 With ‘78
. Reforms Reforms Reforms Reforms
terms of impact on 1979 Shock 1982 Shock
GDP levels in that year. 1980 34 33 1983 38 3.6
1981 9.3 8.7 1984 121 1.4
1982 14.5 135 1985 19.0 171
1983 19.1 173 1986 23.0 21.3
1984 221 200 1987 254 235
1985 Shock 1988 Shock
1986 41 3.7 1989 4.0 39
1987 1.2 10.3 1990 10.9 10.3
1988 18.5 171 1991 16.6 15.4
1989 25.6 236 1992 224 20.5
1990 322 294 1993 26.8 24.3

Tables 8 and 9 summarize the impact of a government-spending shock without
the 1978 changes in Ul. The Ul system had a slightly greater ability to lessen a
decline in GDP before the 1978 reforms. The 1978 reforms, therefore, had a small
negative impact on Ul’s ability to stabilize shocks.

10 To do this, we smply zero out the post-reform dummies when conducting the “Normal UI” simulations.
Note that the “Unresponsive UI” simulations will beidentical in each case.
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Table 8
10 Percent Cut in Real Federal Government Current Spending

Impact on Real GDP Without 1978 Ul Reform

(Percent)
1979 Shock 1982 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul Ul Difference % Difference
1979 -0.619 -0.641 0.022 34 1982 -0.678 -0.704 0.027 38
1980 -0.822 -0.906 0.084 9.3 1983 -0.846 -0.962 0.116 12.1
1981 -0.788 -0.922 0.134 14.5 1984 -0.815 -1.007 0.192 19.0
1982 -0.643 -0.795 0.151 19.1 1985 -0.727 -0.944 0.217 23.0
1983 -0.421 -0.540 0.119 22.1 1986 -0.573 -0.768 0.195 254
1985 Shock 1988 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1985 -0.667 -0.695 0.029 4.1 1988 -0.565 -0.589 0.024 4.0
1986 -0.905 -1.020 0.115 1.2 1989 -0.779 -0.874 0.095 10.9
1987 -0.912 -1.120 0.207 18.5 1990 -0.682 -0.818 0.135 16.6
1988 -0.652 -0.875 0.224 25.6 1991 -0.470 -0.606 0.136 224
1989 -0.292 -0.430 0.138 322 1992 -0.224 -0.305 0.082 26.8

Table 9
10 Percent Cut in Real Federal Government Current Spending

Impact on Employment Without 1978 Ul Reform
(Numbers of Jobs)

1979 Shock 1982 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1979 -27,050 -21,910 860 3.1 1982 -29,690 -30,710 1,010 33
1980 -62,720 -67,580 4,860 7.2 1983 -68,600 -75,250 6,650 8.8
1981 -81,320 -91,960 10,640 11.6 1984 -85,440 -100,380 14,930 14.9
1982 -74,540 -88,620 14,070 15.9 1985 -83,930 -105,090 21,160 20.1
1983 -57,990 -72,280 14,290 19.8 1986 -72,880 -95,390 22,530 236
1985 Shock 1988 Shock
Normal Unresponsive Normal Unresponsive
ul ul Difference % Difference ul ul Difference % Difference
1985 -30,770 -31,970 1,200 38 1988 -21,810 -28,860 1,050 36
1986 -73,370 -80,360 6,990 8.7 1989 -67,630 -73,910 6,280 85
1987 -97,320 -113,940 16,610 14.6 1990 -82,200 -94,760 12,560 13.3
1988 -89,900 -113,450 23,540 20.8 1991 -68,670 -84,010 15,340 18.3
1989 -59,040 -80,650 21,610 26.8 1992 -44,770 -58,080 13,310 229
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These results show that

it is the payment of
Ul benefits that yields
virtually all the
stabilizing effect of the
UI system. There is
virtually no stabilizing
effect from the “tax”
side of the Ul system,
that is, from the
reduction in Ul
premiums paid in

a downturn.
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6. Simulation Set D:
The 1982 Recession

In Simulation Set D, we examined a historical shock episode, the 1982 recession
and its aftermath. We looked at the efficacy of the Ul system as a stabilizer by
asking how the subsequent years would have looked had the Ul system not been
responding to the downturn. Note that simulations of historical events do not rely
on the model to measure the extent to which unemployment rose with the reces-
sion. We already know how much unemployment increased and how much
Ul benefits paid increased as a resullt.

We simulated the effects of the 1982 recession under varying combinations of Ul
benefits paid and premiums collected and examined the results for 1982 to 1986.11

Changes in the Ul Premium Rate

The 1982-1986 episode is not a completely clean test of Ul as a fully automatic
stabilizer because the Ul premium rate for employees changed during this period.
In 1982, the rate was lowered slightly to 1.65 percent from 1.8 percent; then in
1983 it was raised significantly to 2.3 percent; finally, in 1985 it was raised
dlightly again to 2.35 percent. Had the Ul system been permitted to operate as a
fully automatic stabilizer in the period 1982-1986, the premium rate should not
have changed at all.

Because the premium rate did change historically, we ran three counter-factual
simulations for 1982-1986:

 In the first, we held Ul benefits paid and premiums collected at real 1981
levels. The only change in these amounts from 1982 to 1986, therefore, is
that caused by inflation.

* Inthe second, we held Ul premiums collected constant at 1981 levels while
total benefits paid rose with unemployment.

* Inthethird, we held benefits constant at 1981 levels and allowed premiums
to change asthey in fact did.

1981 Ul Benefits & Premiums

This simulation is equivalent to the “Unresponsive-Ul” simulations conducted
for the money-supply and government spending shocks above. Column 1 of Table
10 indicates that, without the Ul system responding to the recession, real GDP
would have been almost one percent lower in 1982 and 1983 (0.88 percent and
1.01 percent) and employment would have fallen by an additional 38,500 in 1982
and 88,500 jobsin 1983.

How much of the recession in 1982 and 1983 did the Ul system actually fore-
stall? The answer depends partly on what one thinks would have happened if
there had been no recession. Let us assume, conservatively, that GDP would have
grown at a potential growth rate of about 3 percent. Since GDP actually fell by
3.2 percent in 1982, the total output shortfall was 6.2 percent. The simulation
results indicate that without a responsive Ul system, GDP would have fallen an

Detailed results of Simulation D are presented in Appendix A.
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Table 10
The 1982 Recession and its Aftermath

Ul Premiums &

Benefits at 1981 Benefits,
1981 Levels 1981 Premiums Net Effect of Changing
(Unresponsive Ul) Responsive Benefits Responsive Benefits Premium Rates

— Real GDP, Percent Change from History —

1982 -0.88 -0.17 +0.71 -0.76
1983 -1.01 +0.48 +1.49 -1.45
1984 -0.11 +1.07 +1.18 -1.46
1985 +0.49 +1.21 +0.72 -1.34
1986 +1.32 +1.27 -0.05 -1.03
— Employment, Change from History in Numbers of Jobs —
1982 -38,500 -9,600 +28,900 -31,700
1983 -88,500 +18,900 +107,400 -104,600
1984 -51,400 +78,100 +129,500 -144,700
1985 +10,200 +118,100 +107,900 -152,700
1986 +93,900 +136,800 +42,900 -133,200

additional 0.9 percent, for atotal loss of 7.1 percent. The Ul stabilizer therefore
“saved” 0.9 percent out of a 7.1 percent decline, or 12.7 percent of the tota recesson
effect. Thisfigureisin line with the estimates from Simulation Sets A and B above.
For 1983, the amount of lost GDP “saved” by Ul risesto just over 14 percent.

However, we must recall that the Ul premium rate was being adjusted — mostly
upwards — in this period. From column 1 of Table 10, it will be seen that the
de-stabilizing effect of freezing Ul at real 1981 levels diminishes rapidly after
1983. Indeed, by 1986 the simulation shows that GDP would have been over
1 percent higher if premiums had been frozen at real 1981 levelsinstead of being
decreased and then later increased, which iswhat actually occurred.

1981 Premiums, Responsive Benefits

We attempt to measure what the full stabilizing effect of Ul would have been
from 1982 to 1986 had there been no change in premiums, by running a second
simulation, holding the Ul premium rate constant at 1981 levels from 1982 to
1986. Column 2 of Table 10 shows that, had the Ul premium rate not been
reduced slightly in 1982, GDP would have been just under 0.2 percent worse,
with a cost of about 9,600 jobs. However, by taking away the rate increases in
1983 and after, GDP would have increased more than 1 percent by 1984, and
there would have been an additional 100,000 jobs by 1985.

To estimate what the Ul system contributed and could have contributed to muting
the 1982 recession had it been able to function as a fully automatic stabilizer, itis
necessary to combine the results of these two simulations. Column 3 of Table 10
shows that the 1982 impacts are indeed muted, with 0.71 percent of GDP and
29,000 jobs being “saved”. For 1983 and 1984, however, the GDP loss that was
and could have been prevented amounts to well over 1 percent of historical
levels. In 1984, aimost 130,000 jobs would have been saved if benefits alone— and
not premiums — had been allowed to respond to the recession. The loss in GDP

The UI System as an Automatic Stabilizer in Canada
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growth caused by the recession, that was and could have been forestalled by the
operation of Ul as a stabilizer, amounts to about 20 percent at peak.

1981 Benefits, Changing Premium Rates

A third counter-factual simulation for the 1982 recession episode was designed to
single out the stabilizing properties of the two “halves’ of the Ul system — the
payment of Ul benefits and the collection of Ul premiums. Column 4 of Table 10
shows the results of holding Ul benefits at real 1981 levels, while premiums
change as they did historically. A comparison of columns 3 and 4 in Table 10
indicate that virtually the entire stabilizing effect of the Ul system in 1982 and
1983 resulted from the way benefit payments increased in the recession. That is
to say, if total Ul benefits paid out in 1982 and 1983 had been the same in real
terms as in 1981, real GDP would have been almost 1.5 percent lower in 1983,
and another 105,000 jobs would have been lost. There is virtually no stabilizing
effect from the “tax” side of the Ul system, that is, from the reduction in Ul pre-
miums paid in a downturn. Moreover, Table 10 aso shows that, after 1983, the
increase in Ul premiums collected reduces Ul’s role as an automatic stabilizer
compared to the payment of Ul benefits alone.

These results show that it is the payment of Ul benefits that yields virtualy all
the stabilizing effect of the Ul system. This observation is reinforced if we sim-
ply examine the history of Ul benefits paid and premiums collected, as shown in
Table 11. Theratio of Ul benefits to personal income moves much more strongly
with the unemployment rate than does the ratio of premiums collected to personal
income. Columns 4 and 5 show that almost al the year-to-year rate of changein
Ul premiums collected is accounted for by changesin the Ul premium rate, leaving
very little left over to be explained by cyclical changesin GDP.

Table 11

Ul Premiums and Benefits — Cyclical Sensitivity

Annual rate of
Change in Ratio

Ratio of Ul Benefits Ratio of Ul Premiums of Ul Premiums Annual rate of
Unemployment to Personal to Personal to Personal Change in
Rate Income Income Income Ul Premium Rate
1979 14 1.84 1.28 — —
1980 15 1.74 1.26 -1.55 0.00
1981 15 1.62 1.61 28.13 33.33
1982 11.0 2.60 1.47 -8.28 -8.33
1983 11.8 293 2.05 38.63 39.39
1984 1.2 2.65 2.05 0.17 0.00
1985 10.5 2.53 2.19 6.75 217
1986 9.5 243 2.25 2.89 0.00
1987 8.8 224 222 -1.24 0.00
1988 11 213 2.30 347 0.00
1989 15 2.08 1.87 -18.47 -17.02
1990 8.1 2.23 2.21 17.94 15.38
1991 10.3 2.86 248 12.34 12.22
1992 1.3 2.90 293 18.01 18.81
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7. Stmulation Set E:
The 1990 Recession

As datafor 1993 were not yet complete at the time we ran the smulations for the
1990 recession, we could only simulate the period 1990-1992. We performed two
sets of simulations, using 1988 and 1989 as “base” years, and ran the simulations
for four years. For the 1988 base, we fixed real Ul benefits, premiums collected
and premium rates at 1988 levels.12

Table 12
1990 Recession, 1988 Base year

Ul Premiums & 1988 Benefits,
Benefits at 1988 Premiums Net Effect of Changing
1988 Levels Responsive Benefits Responsive Benefits Premium Rates

— Real GDP, Percent Change from History —

1989 -0.56 -0.54 +0.02 -0.06
1990 -0.51 0.00 -0.18 -0.18
1991 -0.32 +0.90 +0.41 -0.76
1992 +0.74 +1.39 +0.65 -1.21
— Employment, Change from History in Numbers of Jobs —
1989 -36,400 -33,100 3,300 -5,900
1990 -56,000 -56,700 -700 -12,000
1991 -45,600 -21,300 +18,300 -48,400
1992 +28,100 +82,200 +54,100 -103,900

In the 1990 recession, the increase in the unemployment rate was gradual, so we
would expect the stabilizing effects of Ul to be slow and dight. From column 4
of Table 12 it can be seen that the benefits side of Ul eventually acted as an
important stabilizer. After negligible impacts in 1989 and 1990 (when the unemploy-
ment rate showed little change), Ul benefits kept real GDP from falling a further
1.2 percent by 1992 and “ saved” just over 100,000 jobs.

12 Detailed results of Simulation E with the 1988 base are presented in Appendix B.
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In the second set, the Ul system was fixed at 1989 levels. The results are shown
in Table 13 below.13

Table 13
1990 Recession, 1989 Base year

Ul Premiums & 1989 Benefits,
Benefits at 1989 Premiums Net Effect of Changing
1989 Levels Responsive Benefits Responsive Benefits Premium Rates

— Real GDP, Percent Change from History —

1990 +0.38 +0.39 +0.01 -0.16

1991 +0.58 +0.97 +0.39 -0.75

1992 +1.61 +2.23 +0.62 -1.21
— Employment, Change from History in Numbers of Jobs —

1990 +23,800 +24,500 +700 -9,900

1991 +54,700 +73,800 +19,100 -47,400

1992 +132,500 +184,900 +52,400 -103,400

Changes in the Ul Premium Rate

The Ul premium rate was changing before and during the 1990-1992 period, so
the Ul system was not being allowed to act as a true passive stabilizer. In 1988,
the Ul premium rate for employees was 2.35 percent; in 1989, at the peak of the
recovery, when some fiscal tightening might have been in order, the rate was
reduced to 1.95 percent. Then, in 1990, with the recession coming on, the rate
was raised to 2.25 percent, undoing almost all of the 1989 reduction. Finaly, in
1991 and 1992, the rate was raised twice more, so that average annual rates rose
to 2.52 percent and 3 percent.

From column 2 of Table 12 it can also be seen that changes in the Ul premium
rate can have powerful impacts. If the premium rate had not been lowered in
1989, GDP would have been 0.5 percent lower, but the higher rate would have
eventually yielded a 1.4 percent improvement in GDP by 1992 and 80,000 more
jobs. Column 2 of Table 13 shows that, if the low 1989 premium rate had been
held through 1990-1992, GDP would have been over 2 percent higher in 1992,
and there would have been over 180,000 more jobs. Columns 3 and 4 of Tables 12
and 13 indicate that the operation of the full Ul system (even with fixed premium
rates) is somewhat less stabilizing than the operation of a system of benefit
payments alone.

13 The detailed results for Simulation E with the 1989 base are shown in Appendix C.
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8. Simulation Set F: Comparing Ul
With Other Fiscal Measures

In afina set of simulations, we compared our measurements of the stabilizing The federal personal
impact of Ul in the 1982 recession to measures of the stabilizing properties of

several other key components of the fiscal system. They include: the federal per- income tax is

sonal income tax, other federal transfers to persons (such as Old Age Security rxevealed to have
payments), and provincial and municipal transfers to persons, including “social o
assistance.” In each case, we froze the variable or variables at their real 1981 levels no stabilizing power
and examined the results over five years. We summarize the results in Table 14.14 in response to cyclical
Because these stabilizers vary greetly in value, we aso show their historical values )

from 1981 through 1986 in Table 15, which uses National Accounts values. economic changes.

Table 14

The 1982 Recession with 1981 Levels of Transfers and Taxes
Impact on GDP and Employment

Provincial

and Local

1981 Ul Benefits 1981 Ul Benefits Federal Income Other Federal Transfers

and Premiums Actual Premiums Tax to Persons Transfers to Persons to Persons

— Real GDP, Percent Change from History —
1982 -0.88 -0.76 +0.27 -0.17 -0.21
1983 -0.01 -1.45 +0.33 -0.53 -0.45
1984 -0.11 -1.46 +0.28 -0.88 -0.52
1985 +0.49 -1.34 +1.22 -1.17 -0.52
1986 +1.32 -1.03 -1.03 -1.28 -0.52
— Employment, Change from History in Numbers of Jobs —

1982 -38,500 -31,700 +13,100 -2,000 -8,100
1983 -88,500 -104,600 +32,500 -30,700 -29,700
1984 -51,400 -144,700 +23,200 -65,900 -48,700
1985 +10,200 -152,700 +70,400 -103,400 -55,000
1986 +93,900 -133,200 +187,100 -121,600 -58,400

Column 1 of Table 14 shows how much lower GDP and employment would have
been in the 1982 recession if real Ul benefits and premiums had been frozen at
their 1981 levels. Column 2 shows the impact of freezing benefits only at 1981
levels. As we noted earlier, freezing benefits and premiums would have signifi-
cantly worsened GDP and employment in 1982 and 1983, but in later years the
rise in Ul premiums meant that the full Ul system was much less stabilizing in
1984-1986. Looking at column 2, we recall that the benefits portion of the
Ul system was determined to be a much more effective stabilizer. Indeed, from
1983 to 1986, the payment of Ul benefits kept the economy stronger by at least
1 percent than it otherwise would have been, and it improved employment by
over 130,000 jobs.

14 Detailed results for Simulation F are presented in Appendix D.
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The federal personal income tax is revealed to have no stabilizing power in
response to cyclical economic changes. Beginning in 1982, it would have been
economically advantageous to freeze federal income tax at the real 1981 levels.

Other federal transfers to individuals provided some stability during this period,
but the effect was much less compared to the Ul system in 1982 and 1983. By
1985 and 1986, other federa transfers to persons generated impacts similar to the
magnitude of Ul benefits. These impacts, however, may be due to an increase in
the real value of these transfers over the period and not to a cyclical response.
Table 15 indicates that even this stabilizing power is coming from a fiscal instru-
ment roughly double or more the size of Ul benefit payments.

Table 15
Historical Values of Selected Transfers and Taxes

Current-Account Basis

($ Billions)
Other Federal Provincial and
Federal Personal Transfers Local Transfers
Ul Benefits Income Tax to Persons to Persons
1981 48 23.0 13.9 13.1
1982 8.5 25.7 15.9 15.4
1983 10.0 26.8 18.0 17.2
1984 9.9 282 19.8 18.2
1985 10.1 32.1 21.6 19.7
1986 10.4 3715 22.8 21.0

The sum of provincial and municipal transfers to persons, including all socia
assistance payments, stabilized the recession by about one-half of 1 percent of GDP
and amost 58,000 jobs, by 1986. That is, GDP would have been about 0.5 percent
lower in 1986 and 58,000 more jobs would have been lost if provincia and local
transfers such as social assistance had been held at 1981 levels through the 1982
recession and in the following four years. These figures are significantly lower
than the stabilizing contribution of Ul, especialy in the most significant reces-
sion years of 1982 and 1983. It should also be noted that provincial and local
transfers to individuals are almost double the value of Ul transfers.
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9. Conclusion

This study has examined the effectiveness and potential of Canada's Unemployment
Insurance (Ul) system to act as an “ autometic stabilizer” of the Canadian macroecon-
omy over the business cycle. The following are our conclusions.

Ul spending improves economic performance in shock conditions.

When we set basic indicators for the Ul system, such as benefits and premiums
relative to personal income, against GDP growth and employment, we found that
there is indeed a strong correlation between the net spending of the Ul system
and the performance of the economy. This is especially true with respect to Ul
benefits paid and much less so with respect to Ul premiums collected. A review
of the data aso finds that the Ul premium rate (which, we would argue, is not
automatic but changed by policy choice) appears to have moved procyclically. In
other words, this “tax rate” has been raised in downturns and reduced in upturns.

Ul reduces the impacts of shocks to the economy.

We conducted a variety of simulations with the FOCUS macroeconometric
model to investigate the stabilizing properties of Ul. We have found that the sta-
bilizing effect of the Ul system builds up over aperiod of 2 to 3 years, reaching a
maximum of about 15 percent to just over 20 percent. In other words, the opera-
tion of the Ul system reduces the monetary or fiscal shock on the GDP and
employment by 15 to 20 percent. This figure compares to estimates of 3 to 5 per-
cent for the stabilizing properties of the unemployment insurance system in the
United States.

The simulations also show that the power of the Ul system as a stabilizer, when
measured in this fashion, naturally varies over time with the size of the Ul system
in the historical economy. This variation amounts to perhaps 3 to 4 percentage
points on the basic range of 15 to 20 percent.

A further set of simulations examined the impact of the 1978 Ul reforms on the
stabilizing properties of the Ul system. We found that the 1978 reforms had almost
no impact on the stabilizing effect of Ul in the first two years of a shock and had
asmall effect by the fifth year. As best as we can tell from the data thus far, the
1991 reforms to Ul should have no significant impact as a stabilizer.

A further set of simulations looked at the impact of the Ul system as a stabilizer
in the 1982 recession and its aftermath. We found that had the Ul system not
been operating, real GDP could have fallen another 1 percent or more in 1983
and 1984, and a further 100,000 or more jobs would have been lost. From 1982
to 1984, the Ul system prevented a further drop of 15 to 20 percent in economic
output and a significant decline in employment.

The UI System as an Automatic Stabilizer in Canada
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Ul premium rate increases undercut Ul's ability to stabilize the economy
during downturns.

Our simulations also showed that the Ul premium rate increases implemented
beginning in 1983 severely undercut the stabilizing effect of the Ul system so sig-
nificantly that by 1985 and 1986, the economy would actualy have benefitted if real
Ul benefits and premiums had been frozen at pre-recession levels. We obtained
similar results when we examined the 1990-1992 recessionary period, a period in
which Ul premium rates were again raised in the very early stages of recovery.

Our simulations of the two recent recessions indicate that the Ul system has the
potential to act as a powerful automatic stabilizer if indeed the premium rate
is kept unchanged; but that the premium increases that historically occurred vir-
tually wiped out the stabilizing effect of Ul at a point at which recovery was only
tentatively underway.

The Ul system is a more effective stabilizer than other fiscal measures.
Our simulations have determined that the Ul system in Canada has a significantly
larger stabilizing effect than the Ul system in the United States. But how does the
Ul system compare in this respect with other possible automatic stabilizers? To
investigate this question we simulated the 1982 recession and its aftermath and
froze severa other fiscal instruments at their pre-recession levels, that is, following
the same method we had used to isolate the stabilizing impact of the Ul system.

These simulations show that the federal personal income tax system had effec-
tively no stabilizing effect and that, as long as the Ul premium rate was not
adjusted, the sum of all other federal transfers to persons had a stabilizing effect
significantly below that of the Ul system in the recession itself and the early
recovery phase. Moreover, the sum of all provincial and local government trans-
fersto individuals has alesser stabilizing effect than UI. It would appear, therefore,
that the Ul system is the single most powerful automatic stabilizer — in the absence
of Ul premium rate changes.

We conclude that the Ul system, through its benefit payments to the unemployed,
has been a powerful and important automatic stabilizer for the Canadian economy.
Its potential for operating as a more powerful automatic stabilizer requires a
mechanism whereby Ul premium rates are not increased during economic down-
turns and decreased during growth periods.
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Appendix A:
Results of Simulation D

Table A.1
1982 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Ul Real Premiums and Benefits Frozen at 1981 Values

1982 1983 1984 1985 1986
Real Output and Components
Real Gross Domestic Product -0.88 -1.01 -0.11 0.49 1.32
Real GDP (Change in $ Bill) -3.76 -4.42 -0.51 240 6.66
Real Gross National Product -0.90 -1.02 -0.19 0.42 1.26
Consumption -1.66 -2.01 -0.88 0.08 1.20
Government Currency & Capital 0.00 0.00 0.00 0.00 0.00
Residential Construction -0.75 -1.93 -1.17 0.65 2.85
Non-residential Construction -0.20 -0.60 0.06 0.71 1.27
Machinery and Equipment -0.27 -0.64 -0.15 -0.69 1.50
Exports -0.06 -0.37 -0.12 0.34 0.85
Imports -0.81 -2.39 -2.01 -0.81 0.08
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.07 -0.70 -1.55 -2.12 -2.58
Consumer Price Index (CPI) 0.03 -0.76 -1.62 -2.12 -2.51
CPI — Inflation Rate 0.04 -0.83 -0.91 -0.53 -0.42
Average Wage -0.13 -0.77 -1.25 -1.64 -1.79
Real Wage (CPI) -0.17 -0.01 0.38 0.49 0.74
Labour Productivity -0.67 -0.32 0.35 0.45 0.62
Capital Stock -0.01 -0.05 -0.09 -0.06 0.06
Employment (% Change) -0.36 -0.83 -0.47 0.09 0.81
Employment (Change in ‘000) -38.50 -88.50 -51.40 10.20 93.90
Unemployment Rate (% Pts) 0.23 0.50 0.25 -0.12 -0.58
Money and Interest Rates
90-day Paper Rates (% Pts) -0.21 -0.28 -0.26 -0.19 -0.09
Industrial Bond Rate (% Pts) -0.05 -0.17 -0.25 -0.23 -0.17
Exchange Rate and Balance of Payments
Exchange Rate 0.15 1.14 1.08 0.75 0.28
Current Account Balance 0.64 1.80 1.63 0.80 0.17
Terms of Trade 0.00 0.08 -0.1 -0.33 -0.60
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 1.59 0.40 0.59 1.16 2.13
Federal Surplus/Deficit ($ Bill) 2.56 2.00 1.80 1.80 1.91
Ratio of Federal Debt to GDP (% Pts) -0.26 -0.68 -0.87 -1.12 -1.43
Provincial Surplus/Deficit ($ Bill) -0.95 -1.53 -1.15 -0.61 0.19
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Table A.2
1982 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : 1981 Premium Rate For 1982 to 1986 — Full Stabilizer

1982 1983 1984 1985 1986
Real Output and Components
Real Gross Domestic Product -0.17 0.48 1.07 1.21 1.27
Real GDP (Change in $ Bill) -0.73 2.10 5.00 5.92 6.42
Real Gross National Product -0.17 0.46 1.06 1.24 1.32
Consumption -0.26 0.72 1.65 1.93 1.91
Government Currency & Capital 0.00 0.00 0.00 0.00 0.00
Residential Construction -0.16 0.27 1.36 2.01 2.24
Non-residential Construction -0.06 0.16 0.64 0.66 0.48
Machinery and Equipment -0.05 0.1 0.62 0.79 0.62
Exports -0.03 0.05 0.37 0.59 0.68
Imports -0.03 -1.10 0.7 1.22 1.05
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.13 -0.35 -0.64 -0.69 -0.61
Consumer Price Index (CPI) 0.13 -0.36 -0.67 -0.69 -0.62
CPl— Inflation Rate 0.14 -0.51 -0.33 -0.02 0.07
Average Wage 0.04 -0.11 -0.09 -0.04 0.15
Real Wage (CPI) -0.09 0.25 0.58 0.65 0.77
Labour Productivity -0.11 0.37 0.48 0.28 0.20
Capital Stock 0.00 -0.01 0.03 0.10 0.16
Employment (% Change) -0.09 0.18 0.71 1.05 1.19
Employment (Change in ‘000) -9.60 18.90 78.10 118.10 136.80
Unemployment Rate (% Pts) 0.06 -0.11 -0.45 -0.66 -0.73
Money and Interest Rates
90-day Paper Rates (% Pts) -0.02 0.04 0.15 0.15 0.16
Industrial Bond Rate (% Pts) -0.01 0.00 0.06 0.10 0.12
Exchange Rate and Balance of Payments
Exchange Rate 0.00 0.04 -0.24 -0.51 -0.61
Current Account Balance 0.03 -0.02 -0.64 -1.02 -0.79
Terms of Trade 0.03 -0.08 -0.20 -0.31 -0.35
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 0.20 -1.00 -0.05 0.39 0.62
Federal Surplus/Deficit ($ Bill) 0.30 -1.26 -0.85 -0.71 -0.63
Ratio of Federal Debt to GDP (% Pts) -0.04 0.08 0.22 0.29 0.33
Provincial Surplus/Deficit ($ Bill) -0.10 0.26 0.76 1.01 1.14
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Table A.3
1982 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : 1981 Real Benefits (Only) Frozen at 1981 Values

1982 1983 1984 1985 1986
Real Output and Components
Real Gross Domestic Product -0.76 -1.45 -1.46 -1.34 -1.03
Real GDP (Change in $ Bill) -3.22 -6.38 -6.83 -6.54 -5.21
Real Gross National Product -0.77 -1.46 -1.52 -1.44 -1.14
Consumption -1.46 -2.70 -2.97 -2.86 -2.4
Government Currency & Capital 0.00 0.00 0.00 0.00 0.00
Residential Construction -0.63 -2.14 -2.85 -2.15 -0.89
Non-residential Construction -0.16 -0.73 -0.73 -0.30 0.16
Machinery and Equipment -0.24 -0.73 -0.89 -0.45 0.24
Exports -0.03 -0.40 -0.54 -0.45 -0.25
Imports -0.79 -2.29 -2.82 -2.52 -1.84
Prices, Wages and Unemployment
Implicit Deflator for GDP -0.03 -0.38 -0.79 -1.20 -1.62
Consumer Price Index (CPI) -0.06 -0.43 -0.82 -1.20 -1.55
CPI — Inflation Rate -0.07 -0.39 -0.41 -0.40 -0.37
Average Wage -0.16 -0.67 -1.14 -1.62 -2.04
Real Wage (CPI) -0.10 -0.24 -0.32 -0.43 -0.50
Labour Productivity -0.58 -0.69 -0.32 -0.12 0.02
Capital Stock -0.01 -0.05 -0.13 -0.18 -0.17
Employment (% Change) -0.30 -0.98 -1.32 -1.36 -1.16
Employment (Change in ‘000) -31.70 -104.60 -144.70 -152.70 -133.20
Unemployment Rate (% Pts) 0.19 0.60 0.80 0.80 0.65
Money and Interest Rates
90-day Paper Rates (% Pts) -0.19 -0.32 -0.45 -0.42 -0.39
Industrial Bond Rate (% Pts) -0.05 -0.18 -0.32 -0.37 -0.37
Exchange Rate and Balance of Payments
Exchange Rate 0.15 1.10 1.36 1.49 1.40
Current Account Balance 0.62 1.82 240 232 1.89
Terms of Trade -0.05 -0.15 0.13 0.10 0.00
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 1.41 1.47 0.97 1.33 1.90
Federal Surplus/Deficit ($ Bill) 2.31 3.32 3.22 3.65 4,05
Ratio of Federal Debt to GDP (% Pts) -0.23 -0.75 -1.16 -1.59 -2.09
Provincial Surplus/Deficit ($ Bill) -0.88 -1.78 -2.14 -2.19 -2.00
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Appendix B:
Results of Simulation E (1988 Base)

Table B.1
1990 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Ul Real Premiums and Benefits Frozen at 1988 Values

1989 1990 1991 1992
Real Output and Components
Real Gross Domestic Product -0.56 -0.51 -0.32 0.74
Real GDP (Change in $ Bill) -3.20 -2.88 -1.76 4.15
Real Gross National Product -0.55 -0.50 -0.33 0.72
Consumption -0.87 -0.89 -0.87 0.42
Government Currency & Capital 0.00 0.00 0.00 0.00
Residential Construction -0.32 -0.59 -0.74 0.17
Non-residential Construction -0.26 -0.27 -0.83 0.77
Machinery and Equipment -0.19 -0.34 -0.49 0.45
Exports -0.10 -0.22 -0.42 0.24
Imports -0.15 -0.63 -0.95 -0.87
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.30 0.02 -0.63 -1.67
Consumer Price Index (CPI) 0.30 0.02 -0.59 -1.54
CPl— Inflation Rate 0.31 -0.29 -0.65 -0.97
Average Wage 0.02 -0.24 -0.56 -1.03
Real Wage (CPI) -0.28 -0.26 0.03 0.52
Labour Productivity -0.34 -0.11 0.02 0.58
Capital Stock -0.01 -0.04 -0.07 -0.05
Employment (% Change) -0.29 -0.45 -0.37 0.23
Employment (Change in ‘000) -36.40 -56.00 -45.60 28.10
Unemployment Rate (% Pts) 0.20 0.29 0.22 -0.20
Money and Interest Rates
90-day Paper Rates (% Pts) -0.09 -0.13 -0.14 -0.06
Industrial Bond Rate (% Pts) -0.10 -0.15 -0.16 -0.06
Exchange Rate and Balance of Payments
Exchange Rate 0.06 0.28 0.53 0.53
Current Account Balance 0.41 1.03 1.56 1.54
Terms of Trade 0.1 0.10 -0.01 -0.32
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 117 -0.68 0.44 0.72
Federal Surplus/Deficit ($ Bill) 1.79 0.45 2.16 1.30
Ratio of Federal Debt to GDP (% Pts) -0.11 -0.14 -0.20 -0.37
Provincial Surplus/Deficit ($ Bill) -0.60 -1.04 -1.63 -0.58
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Table B.2
1990 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : 1988 Premium Rate For 1989 to 1992 — Full Stabilizer

1989 1990 1991 1992
Real Output and Components
Real Gross Domestic Product -0.54 -0.51 0.09 1.39
Real GDP (Change in $ Bill) -3.03 -2.89 0.49 7.78
Real Gross National Product -0.52 -0.50 0.08 1.38
Consumption -0.80 -0.77 0.07 1.86
Government Currency & Capital 0.00 0.00 0.00 0.00
Residential Construction -0.30 -0.62 -0.59 1.14
Non-residential Construction -0.24 -0.31 0.10 1.30
Machinery and Equipment -0.17 -0.34 -0.80 0.79
Exports -0.09 -0.24 -0.15 0.31
Imports -0.07 -0.44 -0.40 0.23
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.36 0.23 -0.20 -0.94
Consumer Price Index (CPI) 0.35 0.23 -0.19 -0.86
CPI — Inflation Rate 0.37 -0.13 -0.43 -0.69
Average Wage 0.06 -0.11 -0.22 -0.34
Real Wage (CPI) -0.29 -0.33 -0.04 0.52
Labour Productivity -0.33 -0.11 0.33 0.87
Capital Stock -0.01 -0.04 -0.06 -0.02
Employment (% Change) -0.27 -0.45 -0.22 0.67
Employment (Change in 000) -33.10 -56.70 -21.30 82.20
Unemployment Rate (% Pts) 0.18 0.30 0.13 -0.47
Money and Interest Rates
90-day Paper Rates (% Pts) -0.07 -0.10 -0.02 0.09
Industrial Bond Rate (% Pts) -0.08 -0.1 -0.02 0.1
Exchange Rate and Balance of Payments
Exchange Rate 0.00 0.02 0.24 -0.13
Current Account Balance 0.24 0.70 0.44 -0.68
Terms of Trade 0.10 0.14 0.02 -0.33
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 1.21 -0.93 -1.41 -0.70
Federal Surplus/Deficit ($ Bill) 1.7 -0.15 -1.25 -2.27
Ratio of Federal Debt to GDP (% Pts) -0.09 -0.12 -0.11 -0.04
Provincial Surplus/Deficit ($ Bill) -0.49 -0.70 -0.10 1.52

The Ul System as an Automatic Stabilizer in Canada 39



Table B.3
1990 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Ul Real Benefits (Only) Frozen at 1988 Values

1989 1990 1991 1992
Real Output and Components
Real Gross Domestic Product -0.06 -0.18 -0.76 -1.21
Real GDP (Change in $ Bill) -0.36 -1.00 -4.21 -6.79
Real Gross National Product -0.06 -0.18 -0.75 -1.22
Consumption -0.12 -0.37 -1.43 -2.21
Government Currency & Capital 0.00 0.00 0.00 0.00
Residential Construction -0.04 -0.10 -0.58 -1.82
Non-residential Construction -0.04 -0.05 -0.32 -0.87
Machinery and Equipment -0.03 -0.06 -0.27 -0.67
Exports -0.02 -0.01 -0.09 -0.27
Imports -0.08 -0.21 -0.67 -1.42
Prices, Wages and Unemployment
Implicit Deflator for GDP -0.02 -0.06 -0.20 -0.51
Consumer Price Index (CPI) -0.02 -0.05 -0.18 -0.48
CPl— Inflation Rate -0.02 -0.03 -0.14 -0.30
Average Wage -0.04 -0.09 -0.32 -0.72
Real Wage (CPI) -0.01 -0.04 -0.13 -0.25
Labour Productivity -0.02 -0.10 -0.47 -0.51
Capital Stock 0.00 -0.01 -0.02 -0.07
Employment (% Change) -0.05 -0.10 -0.39 -0.85
Employment (Change in ‘000) -5.90 -12.00 -48.40 -103.90
Unemployment Rate (% Pts) 0.03 0.06 0.26 0.54
Money and Interest Rates
90-day Paper Rates (% Pts) -0.02 -0.05 -0.15 -0.20
Industrial Bond Rate (% Pts) -0.02 -0.06 -0.18 -0.24
Exchange Rate and Balance of Payments
Exchange Rate 0.06 0.06 0.36 0.84
Current Account Balance 0.17 0.36 1.35 2.76
Terms of Trade 0.01 0.00 0.07 0.16
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) -0.01 0.60 1.90 1.47
Federal Surplus/Deficit ($ Bill) 0.12 1.08 3.89 453
Ratio of Federal Debt to GDP (% Pts) -0.02 -0.04 -0.15 -0.38
Provincial Surplus/Deficit ($ Bill) -0.12 -0.47 -1.93 -2.96
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Appendix C:
Results of Simulation E (1989 Base)

Table C.1
1990 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Ul Real Premiums and Benefits Frozen at 1990 Values

1990 1991 1992
Real Output and Components
Real Gross Domestic Product 0.38 0.58 1.61
Real GDP (Change in $ Bill) 2.14 3.22 9.02
Real Gross National Product 0.38 0.56 1.59
Consumption 0.49 0.55 1.82
Government Currency & Capital 0.00 0.00 0.00
Residential Construction 0.26 0.81 2.06
Non-residential Construction 0.19 0.39 1.07
Machinery and Equipment 0.1 0.27 0.82
Exports 0.07 0.28 0.63
Imports -0.07 -0.19 -0.07
Prices, Wages and Unemployment
Implicit Deflator for GDP -0.37 -0.87 -1.73
Consumer Price Index (CPI) -0.38 -0.83 -1.66
CPI— Inflation Rate -0.39 -0.48 -0.85
Average Wage -0.12 -0.30 -0.59
Real Wage (CPI) 0.26 0.54 1.08
Labour Productivity 0.23 0.18 0.67
Capital Stock 0.00 0.03 0.08
Employment (% Change) 0.19 0.44 1.08
Employment (Change in ‘000) 23.80 54.70 132.50
Unemployment Rate (% Pts) -0.13 -0.30 -0.72
Money and Interest Rates
90-day Paper Rates (% Pts) 0.03 0.00 0.05
Industrial Bond Rate (% Pts) 0.03 0.00 0.06
Exchange Rate and Balance of Payments
Exchange Rate 0.08 0.07 0.05
Current Account Balance 0.07 0.34 0.25
Terms of Trade -0.09 -0.25 -0.52
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) -0.97 0.56 0.85
Federal Surplus/Deficit ($ Bill) -1.12 0.75 -0.07
Ratio of Federal Debt to GDP (% Pts) 0.07 0.14 0.06
Provincial Surplus/Deficit ($ Bill) 0.15 -0.24 0.77
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Table C.2
1990 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : 1989 Premium Rate For 1990 to 1992 — Full Stabilizer

1990 1991 1992
Real Output and Components
Real Gross Domestic Product 0.39 0.97 2.23
Real GDP (Change in $ Bill) 2.20 5.40 12.50
Real Gross National Product 0.39 0.96 2.23
Consumption 0.58 1.40 3.14
Government Currency & Capital 0.00 0.00 0.00
Residential Construction 0.23 1.02 3.02
Non-residential Construction 0.18 0.53 1.56
Machinery and Equipment 0.12 0.39 1.16
Exports 0.06 0.28 0.72
Imports 0.06 0.28 0.91
Prices, Wages and Unemployment
Implicit Deflator for GDP -0.26 -0.57 -1.18
Consumer Price Index (CPI) -0.26 -0.55 -1.13
CPl— Inflation Rate -0.27 -0.30 -0.60
Average Wage -0.05 -0.05 -0.03
Real Wage (CPI) 0.21 0.50 1.12
Labour Productivity 0.24 0.47 0.94
Capital Stock 0.00 0.03 0.1
Employment (% Change) 0.20 0.60 1.51
Employment (Change in ‘000) 2450 73.80 184.90
Unemployment Rate (% Pts) -0.13 -0.40 -0.98
Money and Interest Rates
90-day Paper Rates (% Pts) 0.05 0.10 0.19
Industrial Bond Rate (% Pts) 0.06 0.1 0.22
Exchange Rate and Balance of Payments
Exchange Rate 0.03 -0.17 -0.51
Current Account Balance -0.16 -0.61 -1.69
Terms of Trade -0.07 -0.24 -0.56
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) -1.04 -0.95 -0.23
Federal Surplus/Deficit ($ Bill) -1.43 -2.13 -3.08
Ratio of Federal Debt to GDP (% Pts) 0.08 0.19 0.30
Provincial Surplus/Deficit ($ Bill) 0.39 m 2.65
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Table C.3
1990 Recession

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Ul Real Benefits (Only) Frozen at 1990 Values

1990 1991 1992
Real Output and Components
Real Gross Domestic Product -0.16 -0.75 -1.21
Real GDP (Change in $ Bill) -0.93 -4.17 -6.78
Real Gross National Product -0.17 -0.75 -1.22
Consumption -0.33 -1.40 -2.24
Government Currency & Capital 0.00 0.00 0.00
Residential Construction -0.05 -0.60 -1.86
Non-residential Construction -0.06 -0.34 -0.88
Machinery and Equipment -0.06 -0.29 -0.69
Exports -0.01 -0.10 -0.28
Imports -0.17 -0.65 -1.40
Prices, Wages and Unemployment
Implicit Deflator for GDP -0.03 -0.16 -0.47
Consumer Price Index (CPI) -0.02 -0.15 -0.43
CPI — Inflation Rate -0.02 -0.13 -0.29
Average Wage -0.05 -0.27 -0.67
Real Wage (CPI) -0.03 -0.12 -0.24
Labour Productivity -0.11 -0.47 -.051
Capital Stock 0.00 -0.02 -0.07
Employment (% Change) -0.08 -0.38 -0.85
Employment (Change in ‘000) -9.90 -47.40 -103.40
Unemployment Rate (% Pts) 0.05 0.25 0.54
Money and Interest Rates
90-day Paper Rates (% Pts) -0.05 -0.15 -0.20
Industrial Bond Rate (% Pts) -0.05 -0.17 -0.23
Exchange Rate and Balance of Payments
Exchange Rate 0.04 0.34 0.83
Current Account Balance 0.31 1.30 270
Terms of Trade 0.01 0.08 0.16
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 0.56 1.80 1.34
Federal Surplus/Deficit ($ Bill) 0.98 3.74 437
Ratio of Federal Debt to GDP (% Pts) -0.04 -0.13 -0.33
Provincial Surplus/Deficit ($ Bill) -0.41 -1.89 -2.93
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Appendix D:
Results of Simulation F

Table D.1
Comparison of Stabilizers

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Real Federal PIT Frozen at 1981 Values

1982 1983 1984 1985 1986
Real Output and Components
Real Gross Domestic Product 0.27 0.33 0.28 1.22 276
Real GDP (Change in $ Bill) 1.15 1.44 1.33 5.96 13.94
Real Gross National Product 0.28 0.32 0.31 1.24 279
Consumption 0.52 0.66 0.62 2.39 5.34
Government Currency & Capital 0.00 0.00 0.00 0.00 0.00
Residential Construction 0.27 0.70 0.31 1.04 311
Non-residential Construction 0.08 0.19 -0.06 0.30 1.17
Machinery and Equipment 0.10 0.17 0.06 0.42 1.26
Exports 0.01 0.14 0.07 0.14 0.53
Imports 0.34 0.72 0.41 1.36 3.51
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.02 0.09 0.18 0.32 0.86
Consumer Price Index (CPI) 0.03 0.15 0.19 0.36 0.94
CPl— Inflation Rate 0.03 0.13 0.04 0.18 0.60
Average Wage 0.07 0.22 0.25 0.59 1.49
Real Wage (CPI) 0.04 0.07 0.06 0.23 0.54
Labour Productivity 0.19 0.07 0.1 0.76 1.47
Capital Stock 0.00 0.02 0.03 0.03 0.10
Employment (% Change) 0.12 0.30 0.21 0.63 1.62
Employment (Change in ‘000) 13.10 32.50 23.20 70.40 187.10
Unemployment Rate (% Pts) -0.08 -0.18 -0.12 -0.38 -1.01
Money and Interest Rates
90-day Paper Rates (% Pts) 0.08 0.08 0.08 0.26 0.60
Industrial Bond Rate (% Pts) 0.02 0.06 0.06 0.13 0.28
Exchange Rate and Balance of Payments
Exchange Rate -0.06 -0.36 -0.18 -0.55 -1.68
Current Account Balance -0.26 -0.57 -0.28 -1.64 -4
Terms of Trade 0.01 -0.05 0.00 -0.05 -0.27
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) -0.42 -0.26 -0.69 -2.86 -4.75
Federal Surplus/Deficit ($ Bill) -0.64 -0.58 -1.01 -4.14 -7.98
Ratio of Federal Debt to GDP (% Pts) 0.08 0.24 0.20 0.43 0.81
Provincial Surplus/Deficit ($ Bill) 0.20 0.30 0.30 1.22 3.07
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Table D.2
Comparison of Stabilizers

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Real Federal Non-Ul Transfers to Persons Frozen at 1981 Values

1982 1983 1984 1985 1986
Real Output and Components
Real Gross Domestic Product -0.17 -0.53 -0.88 -1.17 -1.28
Real GDP (Change in $ Bill) -0.73 -2.32 -4.10 -5.73 -6.46
Real Gross National Product -0.17 -0.53 -0.90 -1.21 -1.35
Consumption -0.33 -0.99 -1.74 -2.37 -2.57
Government Currency & Capital 0.00 0.00 0.00 0.00 0.00
Residential Construction -0.14 -0.60 -1.35 -1.88 -1.85
Non-residential Construction -0.03 -0.21 -0.40 -0.47 -0.41
Machinery and Equipment -0.05 -0.24 -0.49 -0.58 -0.46
Exports -0.01 -0.11 -0.22 -0.33 -0.40
Imports -0.18 -0.69 -1.38 -1.96 -2.03
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.00 -0.09 -0.28 -0.56 -0.97
Consumer Price Index (CPI) -0.01 -0.12 -0.30 -0.59 -0.96
CPI — Inflation Rate -0.02 -0.1 -0.20 -0.30 -0.39
Average Wage -0.04 -0.19 -0.46 -0.85 -1.33
Real Wage (CPI) -0.02 -0.08 -0.16 -0.26 -0.37
Labour Productivity -0.13 -0.32 -0.39 -0.39 -0.32
Capital Stock 0.00 -0.01 -0.04 -0.09 -0.13
Employment (% Change) -0.07 -0.29 -0.60 -0.92 -1
Employment (Change in ‘000) -1.00 -30.70 -65.90 -103.40 -127.60
Unemployment Rate (% Pts) 0.04 0.18 0.37 0.56 0.67
Money and Interest Rates
90-day Paper Rates (% Pts) -0.04 -0.1 -0.24 -0.29 -0.35
Industrial Bond Rate (% Pts) -0.01 -0.05 -0.13 -0.20 -0.25
Exchange Rate and Balance of Payments
Exchange Rate 0.03 0.30 0.57 0.96 1.33
Current Account Balance 0.14 0.57 1.29 2.02 2.26
Terms of Trade 0.00 0.04 0.06 0.1 0.15
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 0.33 0.77 1.06 1.40 1.34
Federal Surplus/Deficit ($ Bill) 0.54 1.44 2.35 3.26 3.60
Ratio of Federal Debt to GDP (% Pts) -0.05 -0.20 -0.43 -0.77 -1.12
Provincial Surplus/Deficit ($ Bill) -0.20 -0.65 -1.24 -1.78 -2.14
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Table D.3
Comparison of Stabilizers

FOCUS MODEL — INSTITUTE FOR POLICY ANALYSIS
Ul Stabilizer Tests : Real Provincial and Local Transfers to Persons Frozen at 1981 Values

1982 1983 1984 1985 1986
Real Qutput and Components
Real Gross Domestic Product -0.21 -0.45 -0.52 -0.53 -0.52
Real GDP (Change in $ Bill) -0.91 -1.98 -2.42 -2.61 -2.61
Real Gross National Product -0.21 -0.42 -0.44 -0.42 -0.35
Consumption -0.42 -0.90 -1 -1.22 -1.24
Government Currency & Capital 0.00 0.00 0.00 0.00 0.00
Residential Construction -0.15 -0.59 -0.98 -0.85 -0.61
Non-residential Construction -0.04 -0.20 -0.26 -0.13 -0.04
Machinery and Equipment -0.06 -0.22 -0.34 -0.24 -0.10
Exports 0.01 -0.07 -0.13 -0.09 -0.03
Imports -0.24 -0.75 -1.07 -1.09 -1.05
Prices, Wages and Unemployment
Implicit Deflator for GDP 0.00 -0.08 -0.22 -0.35 -0.52
Consumer Price Index (CPI) -0.01 -0.10 -0.23 -0.35 -0.49
CPl— Inflation Rate -0.01 -0.10 -0.13 -0.13 -0.15
Average Wage -0.04 -0.18 -0.35 -0.51 -0.71
Real Wage (CPI) -0.03 -0.08 -0.12 -0.16 -0.22
Labour Productivity -0.17 -0.24 -0.14 -0.10 -0.07
Capital Stock 0.00 -0.01 -0.04 -0.06 -0.07
Employment (% Change) -0.08 -0.28 -0.45 -0.49 -0.51
Employment (Change in ‘000) -8.10 -29.70 -48.70 -55.00 -58.40
Unemployment Rate (% Pts) 0.05 0.17 0.27 0.29 0.30
Money and Interest Rates
90-day Paper Rates (% Pts) -0.05 -0.09 -0.15 -0.15 -0.16
Industrial Bond Rate (% Pts) -0.01 -0.05 -0.10 -0.12 -0.14
Exchange Rate and Balance of Payments
Exchange Rate 0.00 0.22 0.34 0.36 0.38
Current Account Balance 0.21 0.77 1.41 1.81 2.27
Terms of Trade -0.02 0.02 0.02 0.00 -0.02
Deficits and Debt
Aggregate Surplus/Deficit ($ Bill) 0.44 0.79 0.88 1.53 2.04
Federal Surplus/Deficit ($ Bill) -0.41 -0.85 -1.18 -1.53 -1.82
Ratio of Federal Debt to GDP (% Pts) 0.09 0.34 0.65 1.00 1.41
Provincial Surplus/Deficit ($ Bill) 0.86 1.65 2.10 3.11 3.92
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