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INTEGRATING SOCIAL AND EcoONOMIC POLICY:
MIcrRO TRANSITIONS AND MAcCRrRO PolLicy

IN A FEDERAL STATE

One of the problems of agenda setting in social policy is that the
~discussion tends to focus on specific programs and their influence on
individual outcomes — e.g., the probability that particular types of
- individuals will make transitions onto or off social assistance, or whether
training will accelerate entry into the labour force. Most analyses tend to
emphasize the characteristics of individuals, and the explanatory role of
personal characteristics in predicting outcomes. In sum, social policy
discussion often focusses on the supply side of labour markets.

I want to focus on the demand side of labour markets. I do so
‘because I take it as a major objective of social policy that individuals
should move from dependence on social assistance to paid employment,
and I take it as obvious that whatever their motivation or training, indi-
wviduals cannot make such a transition if no jobs are available. To be more
precise, if there are not enough jobs available, social assistance clients
will remain on social assistance, because the jobs that do exist will go to
‘those who are favoured by age, gender, race, class background and/or
education. '

The plan of this essay is to begin by summarizing the existing state
of Canadian labour markets and medium-term projections of future
macroeconomic performance in Canada. Since the continuation of cur-
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rent macroeconomic policy implies a continuation of double-digit unem-
ployment rates, section two discusses the implications of this trend for
social policy. High unemployment, especially when it persists for many
years, adversely affects the abilities of individuals to cope in social life
and in the labour market. High unemployment diminishes the probabil-
ity that remedial programs, or altered incentives, will be effective in
assisting transitions to paid employment; and the outpur loss of high
unemployment constrains the fiscal resources available for social transfers
or remedial programs.

Given that most social policy is delivered at the provincial level and
macroeconomic policy is set by the federal government, section three
considers the time consistency of social and economic policy and the
coordination of policy in a federal system. In Canada, the short-run
macroeconomic demand management objective of zero inflation has
taken precedence over other objectives, and has produced a rate of unem-
ployment in labour markets that dooms long-run structural adjustment
policies to failure. Provincial governments cannot deliver, in the short
run, the jobs which their electorates demand, while the federal govern-
ment continues to bewail the lack of success in provincial social assis-
tance reform and training policies that stems from its very own macro-
economic policies. Section four is a conclusion.

THE LABOUR MARKET IN THE 1990s

Figure 1 is taken from the 1993 Reference Outlook Forecast of
Informetrica Ltd. All forecasts are conditional, and changes in economic
policy, or in the international economic environment, could produce dif-
ferent outcomes. The Reference Outlook Forecast basically assumes the
continuation of current macroeconomic policy. If monetary policy in
Canada remains focussed on eliminating inflation and fiscal policy
remains preoccupied with reducing the federal budget deficit, the impli-
cation of restrictive macroeconomic policy settings, assumed constancy
of the exchange rate (at US$0.79) and modest growth in the world econ-
omy is a forecast of annual GDP growth of 3.2 percent over the period
1993 to 1997 (in constant dollars). Since labour productivity is expected
to grow at 1.4 percent per annum, the growth in employment (at 1.8
percent) is only marginally greater than growth in the labour force (1.7
percent). As a result, unemployment is forecast to decrease with painful
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Figure 1
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slowness between 1993 and 1997, averaging 10.9 percent for the period
It is only when the model is run out into the very long run, to 2020
that demography kicks in and the slower rate of labour force growth of
an aging population eventually produces a decline in unemploymen
rates (to 8.2 percent).

In my own work, I have emphasized the uncertainty surrounding
estimates of the non-accelerating inflation rate of unemployment
(NAIRU), the importance of distinguishing carefully between the
NAIRU and the “natural rate” of unemployment and the dependence of
the “natural rate” on past levels of actual unemployment.! These distin¢:
tions are not always made, so in order to minimize controversy, let me
adopt for the sake of the current argument the estimates of a researchet
at the Department of Finance?® that the long-run “natural” rate of unem:
ployment in Canada is now about 7 percent. Naturally, this estimate
reflects the efficiency of current training and educational programs and
the incentives to individual behaviour implicit in existing social pro-
grams. If Canada adopts more effective educational, training and social
policies, the “natural” rate of unemployment will fall, since the potential
capabilities of unemployed individuals will be matched more effectively
with the actual needs of employers. However, without an improvement
in the aggregate demand for labour, such policies will only add to the
gap between the natural rate of unemployment and the actual rate of
unemployment.

The Okun'’s law approximation of the output gap (i.e., the difference
between potential output and actual output) is 2.5 percent x (actual
unemployment rate minus natural unemployment rate) or, in Canada in
the 1990s, 2.5 percent x (11-7) = 10 percent of GDP. Since GDP in
Canada is now approximately $700 billion (in current dollars), this sort
of “back of the envelope” calculation produces an estimated output gap
of about $70 billion per annum. One gets a very similar estimate from
large, multi-equation econometric models. Figure 2 indicates that the
output gap, in 1993 dollars, is approximately $70 billion in 1993, and
the fact that actual output is only expected to grow at approximately the
growth rate of potential output implies that the output gap will not
shrink appreciably for the remainder of the 1990s.

86



egrating Social and Economic Policy: Micro Transitions and Macro Policy in a Federal State

Figure 2
Potential and Actual Gross Domestic Product
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IMPLICATIONS OF HiGH UNEMPLOYMENT FOR SOCIAL
PoLICcYy

Demand for Social Services

As unemployment increases, it is obvious that the labour income of
households decreases, because of job loss, the non-entry of individuals into
paid employment and the impact of depressed labour markets on wage
rates. In addition, the ready availability of a queue of qualified potential
employees has made it easier for employers to shift to a “just-in-time”
labour strategy, in which they hire part time, casual or contract employees,
as and when necessary to fill in peaks in labour demand. The Economic
Council of Canada estimated that “non-standard” forms of employment
accounted for 44 percent of the employment growth of the 1980s.3 Asa |
result, the workers who shift to the casual sector because they cannot find
permanent employment face greater insecurity of income flows, as well as
depressed expectations of earnings. Both the instability and the lower level
of labour earnings increase the demand for social services.

In the short run, the implication is that households with given char-
acteristics face an increased risk and a greater depth of poverty. Despite
the recent increase in Unemployment Insurance (UI) and social assis-
tance expenditures, the National Council of Welfare estimates that the
poverty gap (the difference between a poverty line income and actual
incomes, taking into account all poor households) increased from $11.2
billion in 1990 to $13.4 billion in 1991.* As a percentage of GDP, the
poverty gap (at 1.6 percent in 1990 and just under two percent in 1991)
is far smaller today than the output gap. However, a good part of the
poverty gap can be attributed directly to excess unemployment. When
unemployment is 7.5 percent nationally (as in 1981 or 1989) the pover-
ty gap is about 1.3 percent of national GDP.

In the longer run, high unemployment increases the demand for
social services because the characteristics of households change.
Prolonged unemployment does bad things to people. The correlation
between high unemployment and mental and physical illness, suicide,
crime, drug abuse, child abuse, and divorce is well established.” For pre-
sent purposes, the important issue is that all these events increase the
probability that individuals will have to rely on social assistance and
decrease the probability that they will be able to make a successful tran-
sition to paid employment.
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The Success of Training Initiatives

~ In the 1960s, one of the slogans of the “War on Poverty” in the US
was that “a rising tide lifts all boats.” At that time, there was a conscious
decision to stimulate the macroeconomic demand for labour in order to
ensure that jobs would be there for the graduates of the new training
programs for the disadvantaged. In the 1960s there was a greater consen-
sus on the efficacy of macroeconomic policy than was fashionable in the
1970s and 1980s, and with hindsight it has become apparent that
although a rising tide may lift many boats, some will still need repairs.
However, in the 1990s it is also clear that without enough water, even
the best repaired boats do not float at all. Emphasis on the supply side of
labour markets — on education, training and the incentives of social
policy — is important, but when jobs are not available, policies to
increase the supply of trained labour are pointless.

Government policies affect the quantity and quality of training both
through the amount of training governments provide directly, and
through government influence on the level of training provided in the
private sector. Many commentators have noted the relatively low levels
of investment in training by Canadian employers. What one needs to
stress are the reasons for this strategic choice by Canadian firms.
Employers who face depressed conditions in product markets, and who
are laying off skilled workers, have no need for training programs to
increase their supply of skills. Employers who have a queue of qualified
workers available in the labour market have no incentive to bear the
costs of establishing training programs.

Although it may be widely recognized that in the long run Canadian
productivity and Canadian jobs depend upon the skill level of the labour
force and the quality of training programs, it is pointless to bemoan the
lack of a “training culture” in Canadian industry if the maintenance of

“high unemployment, for prolonged periods of time, means that it is not
rational for employers to invest heavily in training. It should not be par-
ticularly surprising that employers do not usually bother with the

expense of an ongoing training program when excess supply of labour

- means that the skills that they need are easily available on the open mar-
ket. As the Canadian Labour Market and Productivity Centre has noted,

labour market mismatch may have been an important source of unem-
ployment in the 1988/89 period in Canada, but the recession has created

“a generalized surplus of labour in almost all skill categories.
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Government provides training directly to individuals via the stan-
dard system of primary, secondary and post-secondary education and also
through the specialized set of remedial programs provided to social assis-
tance clients and, increasingly, to unemployment insurance recipients.
High school retention and enrolment in university and community col
leges increased substantially in Canada during the 1980s. (Between
1980 and 1990, for example, the grade 12 retention rate in Nova Scotia
increased from 57 percent to 82 percent.) Economists have always
emphasized that the opportunity cost of foregone wages is one of the
major costs of continued education, and one implication of high unem-
ployment is that education has become the counter-cyclical investment
sector of the 1990s. In a relative sense, this investment in improved edu-
cational credentials is a successful strategy for individuals, as evidenced
by the continued differential in unemployment rates and earning levels
between university and high school graduates.

However, the other side of this coin is the fact that the increased
educational qualifications of the mainstream population do not make it
any easier for the disadvantaged to succeed in the competition for jobs,
A relative lack of educational credentials can also make it increasingly
difficult for the disadvantaged to gain access to job training. For exam-
ple, although one of the intended functions of the Nova Scotia
Community College system was to service the need for job-relevant
training of high school dropouts, the queue of well-qualified applicants
for Community College places means that grade 12 graduation is now
the de facto entry requirement for almost all training programs.

In addition to the standard courses available at secondary schools,
community colleges and universities, government also finances a wide
range of special remedial services targeted on those reliant on transfers.
Counselling, supported work and life skills programs are aimed at help-
ing individuals to acquire the self-esteem, inter-personal skills and job
attitudes which are even more fundamental to employability than cogni-
tive skills. Remedial literacy programs can assist in bringing individuals
to an educational level at which they can begin to assimilate training,
and there are customized training modules (e.g., for clerical workers) to
teach job-relevant skills, such as word processing. And for the fastest-
growing segment of the social assistance population — the “Steady-
Eddies” who have decades of habituation to going to work, a stable fami-
ly life and no disabilities, but who also have no job and have run out of
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UI — there are “job finding clubs” to help with the unfamiliar task of
job search.

As part of a wider research program on social policy, I have spent
some time interviewing some of the people who deliver these remedial
programs. Their programs seem, in many cases, to be well-conceived and
well-executed. However, although they report success in previous years,
their depression and sense of futility in today’s labour market is tangible.
After all, their “graduates” have to compete in the labour market with
the unblemished new graduates of universities, community colleges and
high schools, many of whom will take most anything today.

When the advertisement of a low-level clerical position can produce
as many as 100 applications, it is not surprising that the skills taught in
remedial programs (and the work history of the clients of these pro-
grams) are unattractive compared to the qualifications of other appli-
cants. It may well be the case that remedial training programs are pro-
viding the skill set that one would reasonably expect to be actually
required on the job. As well, many of the other applicants are likely to
be over-qualified and would, essentially, be “under-employed.” Even so,
one can hardly criticize employers for wanting to get the best possible
level of skills at the going wage.

High unemployment may also affect the “internal efficiency” of
retraining programs. Trainees who have a history of not succeeding in
the labour market have to choose between hope and cynicism in their
attitudes to training. In today’s labour market, training programs often
create expectations that are subsequently not fulfilled; depression can be
the result. If the response of individuals is cynicism, the efficacy of train-
ing programs can be undermined by the widespread belief of trainees
that they are simply in a “holding tank” for the unemployed.

The length of time spent on social assistance, like unemployment
duration or the length of a hospital stay, has a statistical distribution
- with a very long tail. Quite a large fraction of the population touches the
social assistance system for a brief period’ but a few are dependent for
much longer (and cost most of the money). In social assistance, as in
health care, (1) a few people are very expensive and (2) prevention is often
much cheaper than cure.

However, in a high unemployment environment the few tend to
become many. High unemployment causes a trend toward greater num-
bers of the single parent families, abuse victims, psychologically dis-
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abled, etc. who are at great risk of long-term dependency. At the same
time, both prevention and cure become much more difficult, since it
becomes harder for counselling and training programs actually to pro-
duce transitions into paid employment.

Fiscal Implications

Clearly, any society that decides to do without 10 percent of its
potential income is going to have difficulty in satisfying competing
demands for resources. As noted earlier, the poverty gap in Canada at rel-
atively full employment is about 1.3 percent of GDP, while the output
gap is now about 10 percent of GDP. An incremental tax of 13 percent
on the increase in output from moving to full employment would entire-
ly finance the transfer payments required to eliminate poverty in
Canada. And there would be lots left over to eliminate the budget
deficits of provincial and federal governments, as well as some to increase
aggregate consumer expenditure.

In the popular press, one sometimes hears talk of “jobless growth”
and sees references to particular firms which have increased output while
decreasing employment — as if growth in labour productivity was a new
phenomenon. As Figure 2 illustrates, however, the output gap and the
rate of job creation depend primarily on the rate of growth of aggregate
output. If output grows fast enough, unemployment will decline. As the
recent history of employment in Ontario manufacturing illustrates, high
real interest rates can produce capital inflows and an overvalued
exchange rate that will price firms out of export markets, as occurred
between 1988 to 1991. However, prices in general (and exchange rates
in particular) do matter, although they operate with a lag, and the depre-
ciation of the exchange rate from US$0.88 to US$0.76 has produced
some resurgence in exports and in manufacturing employment. One of
the advantages of being a small country is that one could allow further
depreciation of the exchange rate without provoking major international
retaliation.

I would argue that higher GDP growth rates and lower unemploy-
ment rates are entirely feasible. I would also argue that it is the
depressed tax revenues accompanying slow growth that are primarily
responsible for the currently perceived “deficit crisis.” Panic over the
government debt/GDP ratio constrains the resources available both for
direct social transfers and for remedial social policies.
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However, although in a financial sense we could “solve” the poverty
problem entirely with a small proportion of the output gap, I am not
arguing for “chequebook social work.” Although social assistance sup-
port rates are well below the poverty line in all provinces in Canada, and
although many of the social assistance population primarily need more
income (preferably through paid employment), there remains a very sig-
nificant group who need more than money. For those people who have
been damaged by abuse or handicapped by psychological problems or
substance dependency, counselling, retraining and supported work ini-
tiatives are essential supplements to cash transfers. However, if the num-
bers of such casualties are not to grow, or if their training programs are
to have a hope of success, lower unemployment is essential.

THE CONSISTENCY OF MACRO AND Micro PoLICY
IN A FEDERAL STATE

In the recent Nova Scotia provincial election, polling data revealed
that the primary concern of the electorate was unemployment. All the
aspiring provincial politicians therefore promised that their party would
deliver “jobs, jobs, jobs.” Each suggested that the promises of the others
would be ineffective, but no one was willing to say that it is not within
the power of a provincial government (especially the government of a
small province) to make a major dent in unemployment within a single
electoral mandate of four years.

By the Constitution of Canada, provincial governments control:

m the labour legislation that frames the industrial relations system;

m the primary, secondary and post-secondary education system that

trains the labour force;

m the health care system that keeps the population healthy; and

m the delivery of social assistance.

Although Employment and Immigration Canada has a major fund-
ing role in training, it is provincial government community colleges
which actually deliver most training.® The “structural” policies of gov-
ernment which help to ensure that a healthy, well-trained and highly
motivated labour force is available for business are, in Canada, provincial
responsibilities.

Structural policies are crucial to the long run health of the Canadian
- economy and in the long run provincial government decisions do make a
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major difference. However, it is simply not possible for structural poli-
cies to have a major impact in the short run; and since a lot of attention
has been given recently to failures in the educational system, and since
the issue can be fairly easily quantified, education is a good example.
Even if the best possible educational system in the world could be
implemented in time for next year’s opening of school, the impact of
educational reform on the average quality of the labour force would be
rather small in the short run because:
m the number of people who graduate from high school each year is
a small percentage of the labour force (approximately 2.5 percent);

m the immediate impact of educational reform would be blunted by
the fact that students have already had most of their education
under the old system — it would take 12 years for a reform of pri-
mary and secondary education to have its full impact on gradu-
ates; and

m the potential benefit of educational reform is the difference between

current educational achievement in Canada and that obtained in
other countries. Although some other countries’ students do bet-
ter than Canadian students in international comparison testing,
the differential is not huge.’

Believers in “quick fix” social policies who have an exaggerated idea
of the size of labour supply elasticities may want to believe that changes
in the implicit incentives of social policies can have a major impact in
the very short run. However, there is a large econometric literature
which demonstrates that labour supply elasticities are typically quite
small, even for individuals who are not constrained by the availability of
employment hours.'® Changing the “incentives” implicit in social assis-
tance policies will have an impact on labour supply, but only a small
impact. And it needs to be emphasized that whatever the size of the
impact of lower marginal tax-back rates in social assistance and greater
financial incentives to work, these policy measures affect only the desired
hours of work of individuals, i.e., the supply side of labour markets.
They have no direct impact on the desired employment levels of firms.
And it remains true that getting a job is the joint event that an individual
wants a job and a firm wants to hire him or her. In a labour market with
excess supply of labour, greater incentives to labour supply only add to
the excess of labour supply.

The health care, counselling, re-training and educational policies of
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provincial governments can have a significant impact, over time, on
labour force productivity by changing the characteristics which the
clients of these programs bring to the labour market. However, since it
takes a long time to affect the average characteristics of the labour force
stock, these are policies with Jong-term payoffs. Provincial governments
control most of the policy levers which affect long-run structural change
in the labour market, but these cannot be expected to make more than a
marginal impact on unemployment within a single electoral mandate.
By contrast, it is clear that the swings of the business cycle can create or
destroy hundreds of thousands of jobs within a one- or two-year period.
The federal government can influence the timing and severity of the
macroeconomic business cycle through its control over fiscal, monetary
and exchange rate policy — but its control over short-run macro policy
determination is matched by its frustration in influencing the long-run
determinants of the “natural” rate of unemployment.

The debate on “hysteresis” in unemployment therefore has, in
Canada, a particularly federalist wrinkle. Federal government decisions
influence heavily the actual rate of unemployment, and higher actual
unemployment creates the social casualties, firm closings, long-term
unemployment, and depreciation of human capital that tend to increase
the natural rate of unemployment. Provincial government social policies
have to react to an increased demand for social services, a decreased avail-
ability of financial resources and a diminished probability of program
success, due to the unavailability of jobs. The failure of these provincial
policies increases the rate of inflation associated with any given level of
unemployment, worsening the trade-off between inflation and unem-
ployment that faces federal decision makers.

The policy problem in Canada is partly one of coordination and part-
ly one of time consistency. Canada has the significant advantage of a rela-
tively mobile and well-educated population to assist its adaptation to
structural change — but successful adaptation by the majority has left
behind an increasingly large minority. High unemployment impedes the
process of structural adaptation by “chilling” the labour market, reducing
the amount of voluntary labour mobility and increasing the difficulties
which the disadvantaged face in gaining access to the labour market.'!

The question of time consistency therefore arises because the short-
run reality of labour markets is not consistent with the long-run objec-
tive of structural change. The idea of “time consistency” has been used in
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the macro literature in the sense that a desired long-term goal of price
stability may not be consistent with the short-run incentives facing
elected governments to “cash in” their inflation credibility for a short-
run surge in growth (and popularity). Hence the argument is to remove
governments from this temptation by entrusting inflation fighting to
another body, such as a central bank. But models of representative agents
and central bank credibility cannot, by construction, recognize problems
of structural adaptation, hysteresis of employment, or inequality of
access. The term “time consistency” is used here in the somewhat differ-
ent sense of feasibility: since time unfolds one day at a time, one can only
get to the long run through a succession of short runs. How is it possible
to achieve the long-run goal of integrating the socially disadvantaged
into paid employment if these people face, year after year, a labour mar-
ket crowded with the competition of an excess supply of already quali-
fied, unblemished labour? How can one expect that high unemploy-
ment, year after year, will not generate more long-term dependence on
social assistance?

The problem of policy coordination arises because the failures of each
level of government impede the chances that the other level of govern-
ment can be successful. The policy levers that might influence the rate of
long-run structural change in labour markets are almost entirely under
provincial jurisdiction but their success depends heavily on whether there
are any potential jobs available for the clients of counselling, retraining or
mobility programs — i.e., success depends on federal macroeconomic
policy. Although macroeconomic policy levers are firmly under federal
control, their success depends on the effectiveness of the provincial poli-
cies that might help to prevent increases in the natural rate of unemploy-
ment. Federal government decision makers seem, however, either unable
or unwilling to recognize the inter-dependence of short-run macroeco-
nomic demand management and long-term structural change or the
implications of their decisions for provincial governments.
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