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Foreword

Over the past decade, direct job creation programs have grown dramatically throughout the
western industrialized world. In Canada, the federal government has substantially increased
support for such programs, which are designed to provide jobs for both the structurally and
cyclically unemployed. Outlays averaged about $500 million per year during the 1977-85
period. Most of these expenditures were for public-service employment, with more modest
efforts undertaken to subsidize job creation in the private sector.

Despite the growth of job creation programs, analytic information has been lacking on
such basic issues as: How many net jobs can they create, and at what cost? How effective
are these programs in increasing employment for workers with structural employment
problems? How do they fare according to the criterion of economic efficiency? To what
extent do the programs improve the longer-term employment prospects of program
participants?

In order to examine these issues and their policy implications, Dr. Surendra Gera, a senior
economist on the staff of the Economic Council of Canada, has analysed the 1978-81
Canadian Employment Tax Credit Program (ETCP). The program was a temporary wage
subsidy scheme offering tax credits of up to $2.00 an hour to stimulate incremental
employment in all Canadian regions.

The main objectives of the study are to evaluate the efficiency of the ETCP in terms of
social benefits and social costs; to measure the incremental employment effect of the
program; to calculate the cost, from the policy maker’s perspective, of creating an
incremental work-year of employment; and to determine whether the future employability
of participants improved. The study uses a data base provided by Employment and
Immigration Canada that contains information on the program participants’ pre- and post-
program employment and unemployment experiences. The results of the study suggest that,
on balance, wage subsidies along the lines of the ETCP should be viewed as a promising
policy approach.

Since job creation appears likely to remain an important policy issue in Canada for some
time to come, this study will be useful for those involved in the development and evaluation
of government programs in this area. The findings should, for example, encourage the use
of private-sector employment subsidies to create employment opportunities for youth, low-
skilled adults, and long-tcrm unemployed individuals.

Judith Maxwell
Chairman
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1 Introduction

During most of the 1960s, public policy throughout the
western industrialized world relied mainly on general ex-
pansionary monetary and fiscal measures to solve labour
market problems. In the late 1960s and early 1970s, how-
ever, faced simultaneously with soaring unemployment and
double-digit inflation, governments became disenchanted
with traditional demand-management policies and began
resorting increasingly to a variety of “new” employment
measures. One of these was direct job creation - i.e.,
measures to stimulate employment without prior stimula-
tion of the demand for goods and services. Direct job
creation can take many forms. The two dominant types are
public-service employment programs and wage (or em-
ployment) subsidies to the private sector.

Itisargued thatdirect job creation policies can contribute
to the reduction of cyclical and structural unemployment
without compounding inflation. Such measures operate on
the demand side of the labour market and thus can promote
employment during the recovery of the economy. These
policies can also serve a structural objective if they are
designed to alter the mix of employment in favour of
individuals who experience exceptionally high rates of
unemployment and/or of regions that are hit by above-
average structural unemployment. By targeting such poli-
cies at workers who have less bargaining power on wages
than more advantaged workers or at sectors with low
upward wage responsiveness, increased employment can
be achieved with lower inflationary pressures.

Direct job creation measures have been many and varied.
Their common aim is to stimulate employment in an effort
to reduce unemployment rates. It is argued that it is less
costly to stimulate employment by such measures than by
income tax cuts, for example (OECD, 1983); that direct job
creation generates more employment and reduces unem-
ployment to a greater extent than do tax cuts because so
much of any income increase associated with the latter leaks
overseas or into private savings; that by targeting groups
with a relatively low inflationary impact, job creation pro-
grams may be less inflationary; and that job creation has a
smaller impact on budget deficits because of the greater
flowback to the public purse from lower unemployment
benefits and increased tax revenucs.

The case for direct job creation can also be viewed from
a microcconomic standpoint. In a complex labour market,

there may exist factors that constrain purely economic
forces and lead to distorted resource allocation and less
economic efficiency. Factors like minimum wages, payroll
taxes, and unemployment insurance benefits (which are in
place for very good reasons of their own) have often been
viewed as driving a wedge between the social opportunity
cost of labour (that is, the value of the alternative output
forgone) and market wages. The effect of this distortion is
to give the employer a different and higher view of the
marginal cost of labour than that which society as a whole
holds. It is precisely the reduction of this gap that may be
accomplished by direct job creation programs. The argu-
ment for such programs is therefore one of efficiency: by
reducing the cost of hiring labour to potential public or
private employers and narrowing the gap between the true
and perceived marginal cost of labour, a distortion is cor-
rected. The equity objective is also served as the position of
the target groups is improved.

Direct Job Creation
Programs in Canada

In Canada, direct job creation programs have been
viewed as a tool of manpower policy to increase employ-
ment, particularly for low-wage workers, since the early
1970s. The federal government, motivated by both counter-
cyclical and structural unemployment concems, has sub-
stantially increased support for such programs. Outlaysrose
from about $170 million in fiscal year 1975/76 to an annual
average of about $500 million during the period 1977-85
(Table 1-1). Although most of these expenditures were for
public-service employment (PSE) programs, the emphasis
has certainly changed in recent years.

PSE programs in Canada have generally been designed
to accomplish one or more of the following objectives: 1) to
increase total employment in general and to provide jobs for
particular groups of individuals such as youths, natives, the
handicapped, and those with little education or few skills,
who face the greatest difficulties in obtaining regular jobs;
2) to improve the earnings or “future employability” of
individuals who participate by developing their marketable
skills; and 3) to produce a more equitable income distribu-
tion. Based on these principles, the Local Initiatives Pro-
gram (LIP) and Opportunities for Youth (OFY) were intro-
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Table 1-1
Direct Job Creation Programs, Number of Participants and Expenditures, Canada, 1977-85
1977718 1978779 1979/80 1980/81 1981/82 1982/83  1983/84'  1984/85'

(Thousands)

Direct job creation programs:"

Participants 113.4 9%9.6 1284 1319 786 2151 2962 2252
Millions of $)

Expenditures 4106 2764 2813 2561 2779 6088 9523 9432

1 The figures for 1983/84 and 1984/85 exclude summer jobs and expenditures.

2 The Employment Tax Credit Program was in effect from 1978/79 to 1980/81. Since it was not an expenditure program as such, it is not included in the expenditures, but

its participants are included in the total.

Source  Economic Council of Canada (1983); and Employment and Immigration Canada, Annual Report, various years.

duced in 1971, and the Local Employment Assistance
Program (LEAP) was established in 1973, Other schemes
followed, such as the Canada Works and the Local Eco-
nomic Development Assistance (LEDA) programs.

In April 1983, the federal government announced the
consolidation of 12 job creation programs into four major
programs: Canada Works, which included earlier initiatives
such as the New Employment Expansion and Development
(NEED) program and the Unemployment Insurance/Job
Creation program; the Jobs Corps program, designed to

assist disadvantaged workers in developing the skills and
work habits that they need to become productive members
of the regular labour force; the Local Employment Assis-
tance and Development (LEAD) program, aimed at sup-
porting long-term, community-based planning and employ-
ment development in slow-growth regions and in commu-
nities where chronic high unemployment persists; and the
Career-Access Program for Stimulating Employment in the
private sector.! In April 1986, the federal government re-
placed these programs by the Canadian Job Strategy (CJS),
the details of which are provided below.

The Canadian Job Strategy

Here is a brief description of the six components of the CJS:

to hard times because of industrial restructuring.

Program.

Source  Employment and Immigration Canada (1984).

Job Development ($395 million). The target group for this program is the long-term unemployed (24 out of the past 30 weeks without
work). The earlier job creation programs — for the most part with training features added — are now under this component.

Job Entry (3230 million). There are three options here: youths (under 25) in transition from school to work; women who have been
out of the labour force for three years or more and are re-entering it; and summer-student work programs.

Community Futures ($93 million). A “hodge-podge” of programs, primarily focusing on adjustment to structural change — for
example, the Canadian Industrial Renewal Program. This component is triggered by the designation of a community as eligible due

Skill Investment ($57 million). A program aimed at training the already employed.

Skill Shortages ($50 million). This program basically extends the Critical Trades Skill Training initiative under the National Training

Innovations (391 million). This component is designed to develop new ways of training.




The Canadian Job Strategy operationalized the philoso-
phy articulated in the Training Consultation Paper released
by the Minister of Employment in December 1984. The
CJS has six component programs, with a total budget of
$1.5 billion in 1986/87. While, at first blush, this global
figure would seem to suggest a heightened federal commit-
ment to training, in fact it includes programs previously
categorized as job creation, mobility, and structural adjust-
ment. The CJS makes no conceptual distinction among
different types of programs ~ they all fall under the training
umbrella. The major emphasis of the CJS initiative is on
training. The overall level of funding on employment pro-
grams is low. The new training strategy retains a focus on
labour market demand, but it is heavily influenced by two
new themes: fewer federal dollars and, related to this, more
vigorous supply-side targeting. The targets of the CJS are
substantial long-term unemployment, special problems for
young people and women, and hard-hit communities.

At the federal level, initiatives for the private sector
included the Job Experience Training Program, which
operated from 1977 to 1979 and was designed to offer
summer jobs to young people who found it difficult to
integrate into the work force. The Employment Tax Credit
Program, begun in 1978, was a temporary wage subsidy
scheme offering tax credits of up to $2.00 an hour to
stimulate “incremental” employment in the private sectorin
all Canadian regions. The program remained in effect until
March 1981. The New Technology Employment Program,
atargeted wage subsidy scheme, was launched in Septem-
ber 1980 to create jobs for highly educated graduates in
scientific and technical fields who are unable to find em-
ployment in their disciplines. Other wage subsidy schemes
followed, such as the Portable Wage Subsidy and the
Program for the Employment-Disadvantaged; these were
consolidated into the Career-Access program in September
1983.

The Focus of the Study

This study focuses on wage subsidies for job creation in
the private sector.2 Wage subsidies were chosen for inten-
sive analysis for a number of reasons. First, while PSE
programs were the centrepiece of direct job creation policy
during the 1970s, both here and abroad, there has been a
growing interest in the use of wage subsidies inrecent years.
Second, most economic assessments of employment pro-
grams to date have focused upon public-scrvice employ-
ment, and information has been lacking on many important
policy issues with respect to subsidizing private-sector job
creation. Third, there appears to be a growing consensus
regarding the limitations of PSE programs (Tannenwald,
1982, p. 25). They have ofien created superfluous, short-
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duration, ““dead-end” jobs providing little useful skill train-
ing, which often simply led participants back to the unem-
ployment queue. Furthermore, the net impact of PSE pro-
grams on employment has been minimal because the availa-
bility of these funds has induced local governments to
reduce their own fiscal expenditure for hiring.

By contrast, wage subsidies, it is argued, create jobs in
the private sector where employers already have a known
production process and a set marketing channel for the
goods and services they produce (Haveman and Chris-
tiansen, 1978; Jenness, 1984). The discipline of the market
leads employers to train their workers in useful skills and
create jobs directly in regular employment, so that workers
are not making a transition from special temporary pro-
grams. Furthermore, wage subsidies can be designed so as
to limit the value of windfalls to employers. Finally, govern-
ments in both Canada and the United States are pursuing
economic policies that place far greater emphasis on the
overall expansion of private-sector job opportunities.

Despite the growing use of wage subsidies to create jobs
over the past few years, their efficacy is a matter of consid-
erable dispute, primarily because little has been undertaken
in the way of quantitative evaluations. A number of ques-
tions need to be answered:

First, do employment subsidies meet a strict economic
efficiency test in terms of social bencfits and social costs?
Such programs lead to an increase in economic wellare of
the community if the social benefits exceed the social costs.
The major item on the benefit side is the value of output
produced by the workers directly employed through the
program. On the cost side, the key element is the social
opportunity cost of program participants, i.e., the value of
what the workers cmployed would have been doing if the
program had not existed. The social opportunity cost of
labour represents the value of a composite package (gross
wages, unemployment insurance payments, the value of
leisure or nonmarket time, and so on) that is given up when
a worker accepts a new position.

Second, what is the net or incremental employment
impact of wage subsidy programs? There are certain unde-
sirable side effccts associated with wage subsidies. Em-
ployers can raise the amount of subsidy received by accel-
erating labour turnover. By simultancously hiring subsi-
dized workers and firing unsubsidized workers, employers
can collect subsidies without there being any increase in
total employment. This problem is known as “churning”
(OECD, 1982, p. 11). This can be minimizcd by marginal-
employment subsidics that are bascd on an increase in the
stock of employment rather than on the flow. Furthermore,
some deadweight isincvitable. Decadweight reflects the fact
that some of the subsidy goes to firms that would have




4 Creating Jobs in the Private Sector

increased their employment even without the subsidy and
represents a windfall to those firms. Finally, some displace-
ment may occur, whereby employment associated with the
subsidy in one firm displaces jobs elsewhere.

Finally, to whatextent do employment subsidy programs
have a positive effect on the future employability of partici-
pants? One possible component of social benefit is the
increased productivity of the participants in the program.
That is, the program participants may be able to provide
increased future output because the work experience or on-
the-job training acquired within the program increases their
productivity.

Objectives of the Study

This study attempts to conduct a comprehensive empiri-
cal evaluation of the 1978-81 Canadian Employment Tax
Credit Program (ETCP) with three objectives in mind. The
first is to evaluate the efficiency of the program in terms of
the social benefits and social costs it generated. The net gain
from the ETCP is calculated as the value of the output of
labour in the new activily, less the value of the alternatives
that workers forgo in accepting new employment. Thus the
first set of principal questions posed in the study are: What
is the social opportunity cost of a job created by the ETCP
in various regions, and is it higher or lower than the value of
the output produced by the job? In other words, was the job
creation brought about by the ETCP socially efficient?

The second question posed is: What is the net or incre-
mental employment effect of the ETCP? This is defined as
the employment level inthe economy with the program, less
that without it. To evaluate the cost effectiveness of the
ETCP, it is important, from a policy maker’s point of view,
to be able to determine what proportion of the apparent
incrcase in employment would have existed even in the
absence of the subsidy.

Finally, an important potcntial by-product of the ETCP
was an improvement in the longer-term employment pros-
pects of program participants. In this regard, we have

analysed the labour market impact of the ETCP on those
individuals who participated in the program in order to
determine whether they received some on-the-job training
and, hence, whether they enjoyed long-run benefits such as
increased employability, increased length of subsequent
employment per spell, and increased weekly wages at future
job(s).

Organization of the Study

This study is comprised of seven chapters. Chapter 2
presents a discussion of wage subsidies in general and a
brief review of temporary wage subsidies implemented in
major industrialized countries since the early 1970s. It also
provides the economic rationale underlying these meas-
ures.

Chapter 3 discusses the main provisions of the Canadian
Employment Tax Credit Program. A brief description of the
firms and workers hircd under the program is also provided.

Chapter 4 examines the empirical efficiency basis of the
ETCP and explores whether there is a case for differential
subsidization of workers between high- and low-unemploy-
ment regions. The methodology and the results of the
estimation of the social opportunity cost of a job created
through the ETCP are also discussed in this chapter.

In Chapter 5, we look at the net employment effect of the
program and evaluate its cost effectiveness. The chapter
presents both the mcthodology and results of the analysis.

Chapter 6 looks at the postprogram performance of the
people involved in the program to determine whether it
succeeded in improving their skills and in providing long-
run benefits such as increcased cmployability and increased
weekly wages at future job(s).

Finally, Chapter 7 summarizes the study and draws
further policy conclusions. In particular, we draw lessons
regarding program structure and effcctiveness from the
experience with employment subsidies in Canada and other
western industrialized countries.




2 Wage Subsidy Schemes:

Nature, Rationale, and Review of Experiences

In recent years, virtually all the major industrial countries
have used wage subsidies in one form or another to combat
unemployment.! The employment subsidy schemes imple-
mented so far have usually been aimed at reducing cyclical
unemployment and are thus intended to be temporary. But
the problems they are designed to counter sometimes persist
for long periods; frequent renewals of existing schemes,
with important modifications, are therefore common. After
a brief discussion of the nature of wage subsidies, we shall
present selective examples of wage subsidy programs
implemented in selected industrial countries,

The Nature of Wage Subsidies

Wage subsidies may be paid either to employers or
directly to workers. Employer-based subsidies are intended
to stimulate the demand for labour (especially for low-
skilled labour) by subsidizing wage costs to employers.
Worker-based wage subsidies to increase employment
operate through supply-side changes in the labour market.
By raising the amount of labour supplied at presubsidy
market wages, a worker subsidy can lower the market wages
paid by employers and thus raise employment (Lerman,
1982). With the exception of the earned income-tax credit,
the only subsidy paid to workers in the United States,
governments in most countries have attempted to stimulate
employment through wage subsidies paid to employers.

Employer-based wage subsidies have appeared in vari-
ous guises. Most commonly, they are one of the following
three variations:

Marginal-Employment Subsidy — A subsidy that is
provided to employers to offset a portion of their wage
payments to workers and that is paid only on increments to
the employment level in a firm. Such a subsidy favours
expanding firms rather than weak and declining ones.

Recruitment Subsidy — This subsidy is provided to
employers for each new worker hired. Unlike the marginal-
employment subsidy, the recruitment subsidy does not
require the firm to increase the stock of employment above
astipulated level. A potentially serious flaw of this subsidy
measure is known as the “churning effect,” which occurs
when employers raise the amount of subsidy received by

accelerating labour turnover within the firm and collecting
the subsidy for each new worker hired.

Redundancy-Averting Subsidy — The purpose of this
subsidy is to avert or at least defer layoffs by subsidizing
workers who are at risk of being made redundant. This
subsidy is introduced as a countercyclical measure and is
generally concentrated on declining industries that face
severe pressures from international competition. A danger
implicit in this subsidy is the risk of propping up structurally
weak firms.

Each of these subsidies may be categorical, if they are
targeted at employers or employees with particular indus-
trial, regional, demographic, or other characteristics (age,
sex, region, unemployment duration, or skills, for ex-
ample), or general, if they are applied regardless of such
characteristics. In addition, the subsidy may be a flat
amount or may vary with the level of earnings, the wage
rate, the overall wage bill, or the duration of coverage. The
subsidy can be paid to the employer either directly or
through a tax credit (OECD, 1982; Haveman and Chris-
tiansen, 1978).

A Review of Experiences

Several of these variants have been implemented in
recent years, as Canada has used a number of wage subsidy
measures to induce job creation in the private sector (see
Table 2-1). The Job Experience Training (JET) program
was introduced in 1977 as a temporary wage subsidy
scheme to create jobs in the private sector, offering 50 per
cent of hourly wages up to $1.50, up to a maximum of
$1,560 per worker. The program was targeted at those under
25 who were registered as unemployed for at least three
months and had few prospects of finding regular employ-
ment. The jobs created through this program were to be
incremental and to last at least 26 weeks, and program
participants were to be considered for permanent employ-
ment at the end of the subsidy period. The program re-
mained in effect until 1979.

The Employment Tax Credit Program (ETCP), a mar-
ginal-employment subsidy scheme, was initiated in 1978 to
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Table 2-1

Wage Subsidy Programs in Canada,! 1977-85

Jobs created and/or

Fiscal year Expenditures number of participants
(Millions of $)
Job Experience Training 1977778 18.0 20,588 jobs
(October 1977 — March 1979) 1978779 45.0 39,185 jobs
Employment Tax Credit Program 1978/79 17,337 jobs
(April 1978 — March 1981) 1979/80 48,427 jobs
1980/81 47,418 jobs
New Technology Employment Program 1980/81 242,
(September 1980 — March 1983) 1981/82 6.4 820 participams2
1982/83 35 1,358 participants
Pontable Wage Subsidy® 1981/82 7.0 1,743 vouchers issued
(March 1981 — September 1983) 1982/83 3.1 1,721 vouchers issued
1983/84* 13 316 vouchers issued
Program for the Employment-Disadvantaged 1981/82 109 7,102 participants
(May 1981 — March 1984) 1982/83 34.9 21,657 participants
1983/84° 1.1 431 participants
Career-Access 1983/845 93.6 44,100 participants
(September 1983 — August/September 1985) 20,300 person-year equivalent
1984/855 209.1 58,400 panticipants

1 Excludes the Canada Manpower Industrial Training Program, introduced in 1974, which was designed as a recruitment and redundancy-averting subsidy to provide on-

the-job training.
Cumulative since the program started in September 1980.
Incorporated into the Career-Access program effective September 1983,

2
3
4 The figures represent only the Industrial and Labour Adjustment Program (ILAP) component.

S The figures represent the program statistics for designated communities as they relate to the ILAP.
6

S

These figures exclude Summer Career-Access.
ource  Employment and Immigration Canada, Annual Report, various years.

stimulate employment in the private sector. A detailed
discussion of this program is provided in Chapter 3.

The New Technology Employment Program (NTEP), a
targeted wage subsidy scheme, was launched in September
1980. It was designed to create jobs for highly educated
graduates in scientific and technical fields who were unable
to find employment in their disciplines. The program as-
sisted small-scale organizations through wage subsidies for
new jobs in research and development and for R & D
applications in a number of priority areas. The program
supported activities in the development and application of
technological innovations in manufacturing, product and
process development, and the development and application
of small-scale energy conservation programs and alternate
energy technologies. A federal contribution of up to 75 per
cent of the wages of each eligible employee was paid to a
maximum contribution of $290 a week per job, for a
maximum of 12 months. The maximum reimbursement to

an employer was $150,000 (EIC, Annual Report, 1980-81,
p. 10).

The Portable Wage Subsidy (PWS) program, a general
targeted wage subsidy scheme that was part of anew labour-
adjustment program, was introduced in March 1981 to help
displaced workers 45 years old or over find alternative
employment. To be eligible for the program, workers were
required to have worked at least two years for a firm within
an industry and community designated under the Industrial
and Labour Adjustment Program (ILAP) or for a firm
covered by aManpower Consultative Service (MCS) agree-
ment. The subsidy was granted at the rate of $2.00 per
participant per hour, for up to40 hours per week and a period
of up to 12 months. Eligible participants were given PWS
vouchers, which they presented to a prospective employer.
If the employer hired the participant, he would present the
voucher to the federal government for reimbursement (EIC,
Annual Report, 1981-82, p. 27).




The Program for the Employment-Disadvantaged (PED)
- a major initiative in the field of wage subsidies in the
private sector designed to develop the human resource
potential of employment-disadvantaged Canadians — was
launched on May 1, 1981. The purpose of the program was
to encourage private-sector employers to hire, and maintain
in employment, physically and mentally handicapped per-
sons and other unemployed persons who had experienced
serious difficulties in securing and keeping employment. It
provided a subsidy equal to 85 per cent of gross wages
initially, thereafter decreasing progressively to SO and
25 per cent, for a total subsidy period of 65 weeks for handi-
capped workers, and of 39 weeks for other employment-
disadvantaged persons. In addition, up to $5,000 was to be
reimbursed to employers hiring handicapped persons under
the program to assist in defraying costs related to the
restructuring of the workplace or to the purchase of special
equipment in order to facilitate the employment of handi-
capped persons (EIC, Annual Report, 1981-82, p. 27).

Finally, under the consolidated job creation process of
1983, Career-Access, a targeted wage subsidy program
designed to provide employment opportunities for the inex-
perienced, the disabled, and others facing barriers to em-
ployment, was launched on September 13, 1983. Career-
Access absorbed a number of earlier programs, such as the
New Technology Employment Program, the Portable
Wage Subsidy program, the Canada Community Services
Projects (CCSPs), and the Program for the Employment-
Disadvantaged. Under Career-Access, the employment
must be full-time, except for disabled persons and students
in work-study situations, and it must provide learning and
work experience with on-the-job supervision. The program
also provided employment services under the Industrial and
Labour Adjustment Program, the Canada Industrial Re-
newal Program, and the Manpower Consultative Service.

Employers could be businesses, organizations, or indi-
viduals in business for six months or more. Municipalities
were eligible to become employers if provincial govem-
ments raised no objcction. Federal departments and agen-
cies were eligible employers for students returning to
school.

Employers’ wage subsidies could range up to 12 months
and could be equal to as much as 85 per cent of employees’
gross wages, up to a maximum of $500 per week. The
maximum wage contribution per subsidized employee was
$15,000.

The subsidy payable varied with the characteristics and
needs of the program participants. In addition to the contri-
bution for wages, $10,000 per establishment could be
contributed for restructuring the workplace or for providing
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special equipment to allow for the hiring of disabled per-
sons. Protective clothing could be provided to a subsidized
employee up to a cost of $100. Employers of nonprofit or
charitable organizations could receive an additional $80 per
subsidized employee per week for costs incurred as a result
of the placement. The maximum amount per subsidized
employee was $30,000.

When an association composed of more than one com-
munity group or agency was working on behalf of program
clientele at the metropolitan, provincial, or territorial levels,
it could receive up to $100,000 for 12 consecutive months.
A single community group or agency could receive a
$50,000 contribution for the same period.

The Voluntary Initiatives Program (VIP), delivered
through the Career-Access program, was introduced in the
summer of 1984 on an experimental basis, with the objec-
tive of providing an opportunity to those on unemployment
insurance to perform useful and productive activities with
charitable organizations.

Participants in the VIP continued to receive their regular
unemployment insurance benefits plus an enhancement.
Placements lasted from six to 50 weeks. Organizations
received up to $50 per participant weekly to contribute to
the additional costs actually incurred.

Inthe United States, the work incentive tax credit (WIN),
enacted in the Revenue Act of 1971, provided a subsidy
through the income tax system in the form of nonrefundable
credits. The work incentive tax credit, a nation-wide cate-
gorical subsidy, paid firms that hired welfare recipients
enrolled in the work incentive program and required that
they be retained for two years. It provided a 20 per cent tax
credit up to a limit of $1,000 on the annual wages of each
employee, with the rate falling to 10 per cent after a firm’s
credits for the year reached $25,000. The program was
changed in 1975 to extend it to all welfare recipients
covered under the aid to families with dependent children
and, in 1979, to increase the tax credit to 50 per cent of
wages up to $6,000 for the first year of employment and
25 per cent of wages up to $6,000 for the second year.

The New Jobs Tax Credit (NJTC) in the United States
was one of the four programs in the 1977 economic stimulus
package. It was a temporary, general, marginal-employ-
ment subsidy program, providing tax credits for firms that
increascd theiremploymentin tax years 1977 and 1978. The
program was general in that it subsidized employment
without regard to the personal characteristics of the unem-
ployed. It was incremental in that, in order to avail itsclf of
the subsidy, a firm had to increase the size of its work force
above a predcfined level. The program had the following
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key provisions. First, the credit was limited to the lower of
either 50 per cent of the excess over 105 per cent of the
previous year’s total wages or 50 per cent of the excess of
wages covered by the federal unemployment insurance
(FUTA) wages in the 1977 or 1978 tax year over 102 per
cent of FUTA wages from the previous year. Second, the
total amount of the tax credit was limited. The credit could
not exceed the lower of 25 per cent of FUTA wages or
$100,000. Third, a main feature of the program was the
varying employment base against which employment must
be compared in order to receive the tax credit. The tax credit
applied only to tax years 1977 and 1978. Since the base year
over which employment must expand in order to receive a
tax credit moved forward with each new tax year, this meant
that the credit was received only in the year that new
employees were hired. Finally, the program contained a
special uncapped, additional 10 per cent credit for hiring
certain handicapped workers (Ashenfelter, 1978a). The
program turncd out to be an ambitious fedcral wage subsidy
program, paying benefits of $2.3 billion in 1977 and
$4.5 billion in 1978.

The Targeted Jobs Tax Credit (TITC) program replaced
the NJTC. It was originally available for the 1979 and 1980
tax years but later extended to the 1985 tax year. The
program subsidized wages paid during 1979-81 for certified
employees hired after September 26, 1978. This subsidy,
unlike the NJTC, was targeted at special groups of workers:
welfare recipients, the handicapped, Vietnam veterans, and
youths who were economically disadvantaged or taking
part in co-operative programs. To prevent targeted workers
from substituting for nontargeted workers, the program
provided a limited tax credit equal to 50 per cent of wages
up to $6,000 in the first year, and to 25 per cent of wages up
10 $6,000 in the second year. Tax expenditures on the TITC
amounted to about $365 million per year. The program
expired in December 1985,

In the United Kingdom, the Temporary Employment
Subsidy, a marginal redundancy-averting scheme, was in-
troduced in 1975. Its purpose was to forestall planned
layoffs. Eligible employers received £20 per week (about
30 per cent of the wage costs) for up to one year for workers
who would otherwise be laid off. However, if the job
remained at risk at the end of this period, a subsidy of £10
per week was paid for an additional six months. In order to
be eligible, an employer had to give advance notification of
layoffs to the government. The local union had to certify the
impending layoffs.

On the other hand, the 1977 British Small Firms Employ-
mentsubsidy schecme was both marginal and targeted. It was
marginal in that the subsidy was paid for each additional
full-time job above the basc on a given date. It was targeted

at manufacturing firms with fewer than 50 employees and
located in “designated development areas.” Eligible firms
received £20 per week for amaximum of 26 weeks for each
job added after March 29, 1977. Later, the coverage of the
scheme was broadened to include small manufacturing
firms throughout Great Britain and nonmanufacturing firms
in designated development areas.

In West Germany, a temporary targeted recruitment
subsidy with a marginal stock constraint was introduced in
1974. For six months, a wage subsidy of 60 per cent was
paid to firms that hired registered unemployed workers with
more than 12 weeks of joblessness in designated high-
unemployment regions. The hiring decision could be made
at any point during the scheme’s six-month duration. The
base level of employment was set at that of a date prior to the
passage of the legislation.

In France, the Incentive Bonus for job creation offered
all private-sector firms a subsidy of F500 per eligible
worker per month for expansion over and above the firm’s
employment level on June 4, 1975. Designed to last only
until November 30, 1975, the program was extended
through 1977 for firms with less than 10 employees. In 1977
the base level of employment was subsequently brought
forward to that on January 26, 1977. In 1978 the French
government introduced the second national pact, a mar-
ginal-employment subsidy scheme, targeted at young
workers (under 25). Employers were exempted from their
social security contributions on the wages of eligible work-
ers hired between July 1978 and December 1979. The
scheme acted as a marginal stock subsidy: to be eligible, the
firm had to increase its total employment.

A detailed outline of wage subsidy schemes enacted
between 1970 and 1983 in Canada, the United States, the
United Kingdom, and Japan is given in Appendix A2

In closing this review of wage subsidies, the following
observations may be noted.

First, while most countries have used wage subsidy
schemes in one form or another, some countries — Belgium,
France, Sweden, the United Kingdom, Canada, and the
United States, in particular - have experimented withalarge
variety of schemes (Table 2-2).

Second, recruitment subsidy schemes have been the
predominant form in most countries, followed by marginal-
employment subsidy schemes and redundancy-averting
subsidy schemes, which have been most popular in the
Netherlands, Sweden, and the United Kingdom (Table 2-2).

Third, most of the programs have been targeted at young
people, a group that has expericnced excessively high rates
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Summary of Wage Subsidy Programs in Selected Industrialized Countries, 1970-83

Type of program

Recruitment

Incremental

Redundancy-averting Total

Belgium
Denmark
Finland

France
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Japan
Netherlands
Norway
Sweden
United Kingdom
West Germany
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Source  Based on United Nations (1984); OECD (1982); and Employment and Immigration Canada, Anaual Report, various years.

of unemployment. To a lesser degree, wage subsidy
schemes have focused on the long-term unemployed (Table
2-3).

Fourth, while some countries (such as the United King-
dom) have favoured short-term subsidies — those lasting
less than one year—to preserve or create jobs during a period
of temporary labour-market slack, other countries (notably
Belgium and Sweden) have implemented programs whose
period of subsidization exceeded two years to improve the

Table 2-3

employability of structurally disadvantaged groups (Table
2-4). Finally, most schemes have taken the form of cash
grants to eligible employers, except the recent U.S. and
Canadian tax credits, and the French and Belgian social-
security-tax-exemption schemes.

Economic Rationale for Wage Subsidies

The economic rationale for wage subsidies is straightfor-
ward: by lowering the price of labour relative to that of other

Wage Subsidy Programs in Selected Industrialized Countries, by Target Group, 1970-83

Long-term No Total number

Youth Unemployed unemployed Other restrictions of programs!
Belgium 3 1 2 - - 6
Denmark 4 - 1 - - S
Finland 1 1 - 1 1 4
France 6 - - - 2 i/
Ireland 1 1 - 1 1 3
Italy 1 - - - - 1
Japan - 1 - 2 1 4
Netherlands 2 - 1 2 2 6
Norway 2 - - - - 2
Sweden 2 1 1 4 3 10
United Kingdom 6 1 1 - 4 112}
West Germany - - 1 - 2 4
Canada 1 S) - 4 - 7
United States 2 1 - 3 1 il

1 The figures may not add up to the totals because some programs include more than one group.
Source  Based on United Nations (1984); OECD (1982); and Employment and Immigration Canada, Annual Report, various years.
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Table 2-4
Wage Subsidy Programs in Selected Industrialized Countries, by Duration of
Subsidy, 1970-83

Less than More than Total number

1 year 1 year 18 months 2 years 2 years Not known of programs'

Belgium 1 1 - 2 3 - 6
Denmark 1 1 - - - 3 5
Finland - 1 1 - 2 - 4
France 2 2] - 2 - 1 7l
Ireland - - 1 1 - 1 3
Ttaly - - 1 - - - 1
Japan 2 2 1 - - - 4
Netherlands - 2) = = = 4 6
Norway 2 = = = - 2
Sweden 3 - - - 3 4 10
United Kingdom 5 3 1 - - 3 12
West Germany 1 - 1 2 = = 4
Canada 2 - = = 57
United States 1 1 2 - - 3 7

1 The figures may not add up to the totals because some programs include more than one period of entitlement.
Source  Based on United Nations (1984); OECD (1982); and Employment and Immigration Canada, Anaual Report, various years.

inputs in the production process, wage subsidies encourage
the substitution of labour for these other factors of produc-
tion (for example, capital), with an accompanying increase
in employment and decrease in unemployment. Wage
subsidies may also affect the scale of production by induc-
ing firms to produce more goods. If part or all of the lowered
labour cost is passed on to the consumer in the form of lower
product prices, the demand for the product may increase,
causing increases in output as the extra spending spreads
throughout the economy.

In inflationary circumstances, while employment is in-
creased and unemployment is reduced - the major objective
of wage subsidy programs - it is possible that increased
employment can be achieved with lower inflationary pres-
sures. The basic strategy is simple: by targeting such pro-
grams at workers who are relatively disadvantaged because
of high unemployment, less bargaining power, rigid wages,
or other characteristics, no upward pressure is generated on
wage costs in the aggregate. Thus, substantial increases in
both the employment of these workers and GNP could occur
without substantial upward wage pressure. Some econo-
mists have referred to this as “cheating the Phillips curve”
(the classical trade-off between unemployment and infla-
tion) by concentrating employment increases on sectors of
the labour market that experience excess supply (Baily and
Tobin, 1977). For the long run, it means diminishing the
natural rate of unemployment? (the rate of unemployment
that does not accelerate inflation) and increasing the poten-
tial GNP.

Further, wage subsidy policies may well have favourable
effects on the country’s balance of payments at any given
exchange rate. For firms engaged in international trade, a
wage subsidy policy operates as an export subsidy. Indeed,
for anumber of western European countries, this character-
istic has been viewed as a primary rationale for wage
subsidy programs (Bishop and Haveman, 1979). A subsidy,
by lowering the costs of production, may enable domestic
producers to better compete in export markets. The avail-
able estimates suggest that in the United Kingdom, the
balance-of-payment effect of a marginal-employment sub-
sidy equal to one-third of average earnings is equivalent to
a devaluation of about 1.5 per cent (Layard and Nickell,
1980). The 1975 British Temporary Employment Subsidy
was discontinued after four years as a result of complaints
from the Commission of the European Economic Commu-
nity that it conferred an unfair trade advantage upon British
firms. It was found that during the period 1975-78 the export
performance of the United Kingdom improved, while
import penetration declined (Deakin and Pratten, 1981).

Finally, in addition to its effects on actual and potential
GNP and prices, and, at the same time, to increased employ-
ment with beneficial balance-of-payment effcct, targeted
wage subsidy policies tend to shift the composition of
employment and earnings towards low-skilled, low-wage,
target-group workers. If promoting more equitable distribu-
tion of income is one of the desired goals, this is a major
benefit.

o |




Evaluating the Impact of
Wage Subsidies

Impact assessments of wage subsidy programs are al-
most nonexistent. Most European evaluations have been
confined to sample surveys of employers who had received
subsidies. The results of the sample surveys are not fully
reliable as the employers, for obvious reasons, have an
incentive to respond erroneously. These evaluations have
focused on program design, control, and administration in
order to improve the administrative effectiveness of the
schemes. There have been no attempts to estimate the
employment, efficiency, inflationary, or distributional ef-
fects of employment subsidies. Nevertheless, some studies
have attempted to estimate the net employment effects of
wage subsidies by taking into account various factors such
as “churning,” displacement, and deadweight costs. A dis-
cussion of their results is postponed until Chapter 5. How-
ever, none of these studies have used a general-equilibrium
model. In order to estimate accurately the net effects of a
wage subsidy policy, a fully specified general-equilibrium
model is necessary.

Some attempts have been made to estimate the macro-
economic effects of hypothetical wage subsidy policies on
aggregate employment, output, wage and price levels, and
netgovernmentrevenue. A study using an aggregate macro-
economic model measured the multiplier effects of a hypo-
thetical tax credit with a variable base level and discovered
that, for the United States, such a policy would have
significant effects on employment, output, and prices at a
relatively small net cost to government (Fethke and Wil-
liamson, 1976).

Another U.S. study analysed the relative effectiveness of
an investment tax credit versus an employment tax credit
(Kesselman, Williamson, and Berndt, 1977). For the period
1962-71, the study simulated the impact on U.S. manufac-
turing output of replacing the investment tax credit with an
employment tax credit of equivalent cost to the government.
The main conclusions were that total employment would
have been from 0.5 per cent to more than 1 per cent higher
in many of the years undcr study; that use of capital services
would have been from 1 1o 6 per cent lower during the
period; and that an employment tax credit would have
induced firms to substitute blue-collar workers for capital
and white-collar workers.

More recently, a study investigated the macroeconomic
effects of wage subsidy options (Burdett and Hool, 1982)
and concluded that these subsidies are especially potent
tools for achieving employment, price-level, and distribu-
tional goals during both the upswing and downswing phases
of the cycle, with aggregate demand policies being more
effective at the trough and peak.
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Finally, a study estimated the economic impact of a
proposed marginal-employment subsidy on the basis of a
simple algebraic model of the economy (see Layard and
Nickell, 1980; for a critical response to this case, see
Whitley and Wilson, 1983, Layard and Nickell, 1983, and
Luskin, 1986). Under such a scheme, firms would be
entitled to receive a subsidy for each additional job created
above a given reference level of employment. This analysis
concluded thata marginal-employment subsidy would have
significant expansionary effects. The scheme compared
quite favourably with alternative means of stimulating
employment (such as an increase in government expendi-
tures) and, in particular, with the policy of a general employ-
ment subsidy. Subsequent studies, however, claimed that
marginal-employment subsidies are less effective than
shown above.

While discussing macroeconomic evaluations of wage
subsidy programs, one problem deserves a special mention.
The treatment of government budget effects in these stud-
ies, in general, is found somewhat less clear. Increases in
public expenditures on a wage subsidy program must be
financed by changes elsewhere in the government budget
(tax increases, expenditure cuts, borrowing), to the extent
that their stimulative effects do not induce increases in tax
revenue such that the program “pays for itself.” A more
explicit treatment of the budget constraintissue is desirable.

In this study, we use the micro benefit-cost approach to
analyse the specific, direct, indirect, and dynamic benefits
and costs of an employment subsidy. Within this focus, we
have made an attempt to be selective but reasonably com-
prehensive, with emphasis on those issues and items that are
of most interest to policy makers. This approach, however,
is not without its limitations. The purpose here, however, is
not to review these limitations comprehensively but to
highlight two issues that are particularly important to the
evaluation of subsidies. First, since costs and benefits are
generally presented in aggregate terms, distributional ques-
tions arc difficult to handle in a bencfit-cost framework.
Second and one of the most difficult problems is the
treatment of expectations. The nexus of the problem is that
the behaviour of the firms and workers would be altered if
they anticipated some form of government subsidy (OECD,
1983). Suppose, for example, that a firm is faced with
declining demand due to a shift in comparative advantage.
If no direct or indirect subsidy is anticipated, the firm’s
output and employment would contract. As workers antici-
pate job losses, they will seek employment opportunitics
elsewhere. In the presence of subsidy expectations based on
government policy in the past, however, the firms may altcr
their employment and output behaviour. On the other hand,
anticipation of such assistance may affcct the workers' ad-
justment process.




3 The Employment Tax Credit Program

Spurred by the introduction of the New Jobs Tax Credit
program in the United States, representatives of the
Canadian Federation of Independent Business in Septem-
ber 1977 presented a brief to the federal government in
which they argued for immediate implementation of a
Canadian employment tax credit program in order “to meet
the twin requirements of increasing employment and
reducing inflationary pressure.” The federal government
responded by introducing the Employment Tax Credit
Program (ETCP) in March 1978 to generate employment
in the private sector of the economy. The employment tax
credit is a form of marginal-employment subsidy that
operates through a business tax credit. The use of an
employment tax credit for fiscal stimulation was arelatively
novel effort.

The main objective of the ETCP was to “stimulate
incremental employment in the private sector.” A potential
by-product of the program was “to improve future employ-
ability of participants above that which would have
occurred in its absence.”

Period of Validity, Form, and
Amount of Subsidy

The program provided a tax credit of $1.50, $1.75, or
$2.00 per hour, with higher rates for higher-unemployment
areas, to employers who would create jobs defined as
additional to their normal work force —i.e., jobs that would
not have existed in the absence of the program. The
maximum credit of $2.00 per hour per employee was given
to the four Atlantic provinces and the Gaspé region (these
regions were also entitled to a 20 per cent investment tax
credit). In designated areas of Quebec, Saskatchewan,
Manitoba, Ontario, Alberta, and British Columbia (entitled
to a 10 per cent investment tax credit), the rate was $1.75
per hour. In all other areas (entitled to a 7 per cent invest-
ment tax credit), the rate was $1.50 per hour.

It was anticipated by the federal government that
employers would create close to 50,000 jobs across Canada
each year as a result of the subsidies, at an annual net cost
to the Treasury of approximately $100 million. Authori-
zation for the program came from the Employment Tax
Credit Act, which set out its basic structure (EIC and
Revenue Canada, 1978). The ETCP was originally de-

signed to be a two-year program, but it was extended for
a third year and was terminated at the end of March 1981,

Conditions for Obtaining a Subsidy

Under the ETCP, an eligible employer could claim a tax
credit for each hour of eligible employment by an eligible
worker, up to a maximum of 40 hours per week, for a period
not exceeding nine months (later changed to 12 months).
The terms were defined as follows:

* An “eligible employer” was one who had been
carrying on business in Canada for more than 52 weeks
immediately preceding the date of participation in the
ETCP. The only exception to the above was a person
operating an employment or temporary help agency, where
the employees would be required to work for or under the
supervision of another employer.

* An “eligible worker” was a Canadian citizen or
permanent resident of working age, who had been unem-
ployed and registered with a Canada Employment Centre
(CEC)asactively seeking work for eight consecutive weeks
or more (later changed to two weeks or more), and who
had been referred to the eligible employer by a CEC. If
an employer finds a suitable and eligible worker, the
employer may ask a local CEC torefer that worker to them.

* An “eligible employment” was any job created that
met the following conditions: a) it was the result of the
tax credit offered by the program - i.e., the employment
was additional to the normal work force of the employer;
b) the weekly hours of work available to the eligible worker
were normally not less than 35; ¢) the job paid at least the
appropriate minimum wage or an hourly wage that ex-
ceeded the rate of the tax credit by $0.25 per hour if the
job was not subject to minimum-wage legislation; d) the
employment lasted for a minimum of three consecutive
months; and e) the employment was not directly subsidized
by any other government program.

Methods of Operation

Firms recovered a tax credit by deducting it from their
federal income tax. Any company paying taxes by in-
stalment could deduct, at the time of each payment, the
amount of tax credit for which it had become eligible but




14 Creating Jobs in the Private Sector

which it had not yet claimed. The tax credit was taxable,
however, and employers had to add an equivalent amount
to their taxable income. To understand its operation,
consider a firm receiving a credit of $1.75 per hour for
40 hours a week during 12 months. The total credit is thus
$1.75 x 40 x 52 = $3,640. The tax credit must be added
to income. If the firm is paying taxes at a 40 per cent rate,
the net credit available is $3,640 — (0.40 x $3,640) = $2,184
per new employee. If a firm’s federal income tax was less
than the total amount of the tax credit earned in the year,
it was allowed to carry all or part of the tax credit forward,
up to a maximum of five years. The credit was neither
transferable nor refundable.

Employers were given detailed instructions on how to
calculate the size of their “normal work force” — the
standard against which they were to compare the number
of their employees during each week of the ETCP agree-
ment in order to determine their allowable tax credit for
that week. Briefly, two types of “normal work force” were
identified: a “nonfluctuating” work force and a “fluctuat-
ing” work force (the latter referring to work forces that had
increased by over one-third during the preceding 12-month
period). All firms that normally employed less than
10 persons were considered as having “nonfluctuating”
work forces.

Program Modifications

The original expectation that the ETCP might be able
to create close to 50,000 jobs per year was not realized
during its first year of operation: only 19,934 jobs were
approved. The employers’ response to the program was not
encouraging, despite the fact that a nation-wide advertising
campaign (at a cost of $800,000) was launched by
Employment and Immigration Canada in May 1978.
Concern over this situation led to a survey of employers
during June 1978 in an attempt to identify the factors
associated with the apparent lack of interest. The survey
revealed that the majority of companies viewed the program
favourably, but that some had objections to the low level
of subsidy (i.e., the size of the tax credit); to the requirement
that the new employees had to have been unemployed for
a period of at least eight weeks prior to being hired; and
to the requirement that the job be incremental in nature and
be certified as such by the employer in the agreement to
hire. Some employers feared an audit by Revenue Canada
Taxation. The employers’ reluctance to participate resulted
in a very slow takcoff of the program: by the beginning
of August 1978, only 5,000 jobs had been approved.

Specific program-design changes' were initiated in the
fall of 1978, and a second advertising campaign to promote

employer and public awareness of the revised ETCP was
implemented in October 1978 at a cost of $490,000. The
modified program included provisions to extend the
duration of the subsidy from nine to 12 months, and to
reduce the eight-week “unemployment qualification”
period for all eligible workers to two weeks.

In response to program changes, acceptance of the
program increased markedly. By the end of December
1978, 11,168 jobs had been approved; and in the final
quarter, a further 8,766 jobs were approved, for a total of
19,934 by the end of March 1979.

In closing the discussion of the main features of the
ETCP, the following points should be noted: First, the
subsidy was paid to employers rather than workers, which
would shift the demand, rather than the supply, curve of
labour. By lowering the firm’s net costs of employing
labour, the ETCP might induce a shift away from capital
towards labour within the firm. Second, a fixed-dollar
subsidy under the ETCP would result in a relatively higher
subsidy for unskilled labour than for skilled workers. Third,
the ETCP provided a marginal credit that affected incre-
mental hirings rather than a wage subsidy covering total
employment. Fourth, the rules provided an additional
stimulus to growing industries and, to a lesser extent, 10
small establishments. Finally, since the program was
temporary, there was no reason to expect firms to provide
extensive on-the-job training to subsidized workers.

Descriptive Statistics

Though the initialemployer response to the program was
disappointing, in fiscal years 1979/80 and 1980/81 the
initially expected target of 50,000 jobs annually was
attained. By the end of the program, some 113,182 jobs
had been created. Table 3-1 shows the number of jobs
created per year undcr the program.

Table 3-1
Number of Jobs Created under
the ETCP, 1978-81
Jobs Number of Number of
created employers agreements
1978/79 17,337} 1217 12,506
1979/80 48,427 19,027 37,194
1980/81 47418 18,575 36,621
Total 113,182 44,819 86,321

1 There were 19,934 jobs approved by the end of March 1979.
Source  Unpublished data supplied by Employment and Immigration Canada.




Some 64.4 per cent of these jobs were created in regions
where the tax credit rate was $1.50 per hour; 26.2 per cent
in regions with a rate of $1.75 per hour; and 9.4 per cent
in regions with a rate of $2.00 per hour (Table 3-2).

Table 3-2

Distribution of Jobs Created under
the ETCP, by Tax Credit Rate, 1978-81

1978/79 1979/80 1980/81 Total
(Per cent)
Tax credit rate:
$1.50 56.0 64.9 67.4 64.4
$1.75 328 26.1 23.6 26.2
$2.00 11.2 9.0 9.0 9.4
Total 100.0 100.0 100.0 100.0
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Table 3-3

Number of Jobs Created under
the ETCP, by Province, 1978-81

Number Number
of jobs of employers
Newfoundland 1,360 753
Prince Edward Island 655 333
Nova Scotia 2,362 1,263
New Brunswick 3,262 1,210
Quebec 42,699 16,213
Ontario 43,553 16,251
Manitoba 2,625 1,189
Saskatchewan 1,629 1,084
Alberta and the Northwest
Territories 2,617 1,516
British Columbia and
the Yukon 12,420 5,007
Canada 113,182 44,819

Source  Unpublished data supplied by Employment and Immigration Canada.

Source  Unpublished data supplied by Employment and Immigration Canada.

Chart 3-1

Number of Jobs Created under the ETCP, by Province, 1978-81

(Thousands)
50

40

30

20

10

o | Ay a=p

.ol

= =y

Nfid. PE.L

Que.

=y

Ont. Sask. Alta. B.C.




16 Creating Jobs in the Private Sector

The provincial breakdown of jobs created under the
ETCP shows a particularly strong use of tax credits in
Ontario and Quebec, followed by British Columbia,
Alberta, and New Brunswick (Table 3-3 and Chart 3-1).

During the period 1978-84, tax credits totalling $93.6
million were claimed by participating corporations. The
data on the use of this program, reported in Table 3-4,
indicate that the benefits paid under it were low throughout
its life. In its peak tax year (1980), $26.9 million in credits
was claimed by 6,980 corporations. The average amount
of tax credit claimed by large corporations (with assets over
$25 million) was much higher than that claimed by small
corporations (with assets under $1 million).

Unpublished figures shown in Table 3-5 indicate that
the average amount of employment tax credits claimed by
corporations with assets of more than $25 million was
$23,000 and $41,368 in 1983 and 1984, respectively,
compared with $3,403 and $4,724 for all corporations.

Characteristics of
Program Participants

The data pertaining to the characteristics of program
participants were provided by Employment and Immigra-
tion Canada. The basic dataon eachemployerand employee
were drawn from the Agreement (EMP 2204) and the
Notice of Hiring Form (EMP 2280). The employer data
were supplemented by a questionnaire mailed to 4,006
participating firms in March 1979. The survey had a
response rate of 65 per cent. Supplementary data on
employee characteristics were also obtained through a mail

Table 3-5

Table 3-4
Tax Credit Claimed under
the ETCP, 1978-84
Number of corporations Amount of credit
claiming a tax credit! claimed
(Millions of $)
Tax year:
1978 660 1.6
1979 4235 16.5
1980 6,980 26.9
1981 6,458 25.7
1982 3,362 112
1983 1,622 55
19842 1,099 52

1 Based on all corporations filing a T2 retumn for the tax year.
2 Preliminary data, subject to minor changes.
Source  Unpublished data supplied by Revenue Canada.

survey covering the periods July 1978 and October 1979.
Though the response rate 10 this survey was low (27 per
cent), 4,807 employee questionnaires were received.
Additional information ona 10 per cent sample of employee
participants was generated by the Department from its
longitudinal Labour Force Data Base. This data base
contains records of employment and participants’ interac-
tions with the Unemployment Insurance Program.

Employers

The results of the employer survey of first-year partici-
pants indicate that the program attracted small enterprises

Tax Credit Claimed under the ETCP, by Corporation Size, Tax Years 1983 and 1984

Number of corporations

Amount of credit claimed

1983 1984 Total 1983 1984
(Millions of $)
Size of corporation:
Small! 1,300 836 2,136 2.7 1.8
Medium? 298 244 542 28 26
Large? 24 19 4 0.6 0.8
Total 1,622 1,099 2,721 55 5.2

1 Less than $1 million in assets.

2 $1 million to $25 million in assets,

3 More than $25 million in assets.

Source  Unpublished data supplied by Revenue Canada.




Table 3-6

Distribution of Participants Hired under
the ETCP, by Size of Firm, 1978/79

Average
Hirings hiring per firm
(Per cent)

Number of permanent
full-time employees:
None 18 15
15 169 14
61020 226 22
211050 13.0 3.7
5110 150 23.6 10.2
151 10 300 11.1 16.1
301 10 500 6.5 219
More than 500 45 283

Total 100.0 3:3

Source  Employer survey conducted by Employment and Immigration Canada.

for the most part: some 77 per cent of participating firms
employed fewer than 20 employees, and 40 per cent of
employers had a maximum of only five full-time employ-
ees. Small firms (fewer than 20 employees) created a
substantial portion of the jobs under the program. Based
on our sample, of all the jobs created in the first year of
the program, about 40 per cent were created by firms with
20 or fewer employees, and approximately 80 per cent by
firms with 150 or fewer employees (Table 3-6). Job creation
by small firms under the ETCP was significantly higher

Table 3-7

Distribution of Employers Participating in
the ETCP, by Number of Jobs
Created, 1978/79

Distribution
of employers

(Per cent)

Number of jobs created:
1 63.3
2105 29.0
61010 43
1110 20 1.8
More than 20 1.6

Total 100.0
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than their share of total employment in the economy (24 per
cent). Recent research has shown that small firms are the
most dynamic when it comes to hiring and firing. Smaller
businesses more than offset their higher failure rates with
their capacity to start up and expand dramatically (Birch,
1981).

Table 3-7 shows the distribution of employers according
to the number of jobs created. Some 63 per cent of
employers created one job, while a total of 92 per cent
created five jobs or less. Close to 70 per cent of the
agreements to hire were for the maximum contractual
period of 12 months. Nearly half the employment was
provided by firms in the manufacturing sector. Retail and
wholesale trade accounted for about 19 per cent; commu-
nity, business, and services, for about 14 per cent; and the
construction industry, for 8 per cent (Table 3-8).

The manufacturing industry was significantly over-
represented in the program in comparison to its share of
total employment in the economy (for example, 20 per cent
in 1979). In contrast, service industries, with only about
36 per cent of ETCP hirings, were under-represented.

Table 3-9 provides the breakdown of ETCP employment
by occupation; the results show that the majority of new
jobs are in the manual-occupations group. Within this
group, the fabricating and assembly category accounts for
about 26 per cent, followed by the processing and machin-
ing category at about 16 per cent. Within nonmanual

Table 3-8

Distribution of Hirings under
the ETCP, by Industry, 1978-81

Hirings
197879  1979/80  1980/81
(Per cent)

Primary industries 3.0 34 3.0
Manufacturing 56.0 473 48.6
Construction 5.8 79 6.3
Transportation, communication,

and other utilities 2.1 2.3 22
Trade 17.0 19.5 20.0
Finance, insurance, and

real estate 24 27! 23
Community, business, and

personal services 9.5 13.2 15.5
Public administration - - -
Other 42 42 2.1

Total 100.0 100.0 100.0

Source  Employer survey conducted by Employment and Immigration Canada.

Source  Unpublished data supplied by Employment and Immigration Canada.




18 Creating Jobs in the Private Sector

Table 3-9

Table 3-11

Distribution of Jobs Created under
the ETCP, by Occupation, 1978-81

Employment Status of Participants Prior to
Present ETCP Job,! 1978/79

1978/79  1979/80  1980/81 Male Female Total
(Per cent) (Per cent)
Managerial and administrative 1.2 1.8 2.1 Employed full time
Engineering and mathematics 1.5 23 31 (35 hours or more
Medicine and health 0.6 0.7 0.9 per week) 213 18.9 20.4
Performing ants 0.7 0.6 1 (0) Employed part time
Clerical 13.2 15.0 15.9 (less than 35 hours
Sales 6.6 7.1 74 per week) 4.0 75 5.4
Services 3.2 5.1 5.7 Temporarily laid off 52 3.6 4.6
Farming, fishing, and forestry 2.1 317 1.8 Unemployed and
Processing 9.6 8.7 7.8 seeking work 54.5 482 51.9
Machining 9.0 7.8 7.9 Unemployed and not
Fabricating and assembly 279 23.1 25.7 seeking work 0.7 2.1 13
Construction 73 82 5.9 In school full time 4.8 6.7 55
Material handling 7.1 6.8 7Al In Canada Manpower
Other 10.0 9.6 11 Training Program 2.4 22 2.3
Other 7.1 10.8 8.6
Total 100.0 100.0 100.0
Total 100.0 100.0 100.0

Source  Unpublished data supplied by Employment and Immigration Canada.

occupations, the clerical, sales, and services occupations
account for about 26 per cent, and the professional category
for about 6 per cent.

Employees

The employee survey results showed that females were
under-represented in the program by comparison to their
share of the unemployed. Only about one-third of the ETCP
employees were female, while their share of the unem-
ployed was 45 per cent. More than half of all participants
(54 per cent) were under 25 years of age, with 35 per cent
of all participants being between the ages of 20 and 24
(Table 3-10). Seventy-three per cent of the participants had

Table 3-10
Distribution of Participants in the ETCP,
by Sex and Age, 1978/79
Male Female Total
(Per cent)
Age group:
1510 19 18.7 21.2 19.5
201024 345 35.0 34.7
25 and over 46.8 43.8 45.8
Total 100.0 100.0 100.0

Source  Employee survey conducted by Employment and Immigration Canada.

1 Sample based on replies from 4,750 participants.
Source  Employee survey conducted by Employment and Immigration Canada.

nodependents, and only 17 per cent had a grade 8 education
or less.

Perhaps the most important result to emerge from the
employee survey is that about 20 per cent of the ETCP
participants surveyed were in full-time employment and

Table 3-12

Main Source of Income of Participants Prior
to Employment under the ETCP,! 1978/79

Male Female Total

(Per cent)
Eamings from employment
or self-employment 15.8 13.6 14.9
Unemployment insurance
benefits 523 423 483
Welfare 38 33 3.6
Mother’s allowance 0.7 1.7 1.1
Support from other member
of family 6.0 16.3 10.2
Pension 0.5 0.5 0.5
Savings 9.4 54 78
Other 11.5 16.9 13.7
Total 100.0 100.0 100.0

1 Sample based on replies from 4,750 participants.
Source  Employee survey conducted by Employment and Immigration Canada.




approximately 5 per cent were employed part-time at the
time of joining the program. Approximately 58 per cent
joined the ETCP from the unemployment ranks, with a
further 8 per cent coming from school/college and man-
power training programs (Table 3-11).

The employee survey results showed that almost half
of the participants (48 per cent) in the first year of the
program were drawing unemployment insurance (UI)
benefits just before commencing their ETCP job, while
75 per cent had drawn Ul benefits during the previous
18 months. On average, participants who had been drawing
UI benefits had been unemployed for 23 weeks between
the termination of their previous job and the beginning of
their new job under the ETCP. During this period, these
employees drew Ul benefits for an average of 20 weeks
and received $1,877. About S per cent of participants were
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receiving welfare allowances prior to joining the ETCP.
Assistance by other family members, savings, or pension
earnings were the main source of income for the remaining
45 per cent (Table 3-12).

On average, those ETCP participants who had earnings
below the maximum UI insurable earnings level in their
previous job earned $162 per week in their last job — $175
for males and $134 for females. Approximately 90 per cent
of all the ETCP participants had earnings below the
maximum level. The subsidized ETCP job paid, on average,
$171 a week.

About 8 per cent of the ETCP workers had received
training under the Canada Manpower Training Program
before they were hired by ETCP employers — 11 per cent
of the males and 4 per cent of the females.




4 The Efficiency Basis of the Employment Tax Credit Program

In this chapter, we evaluate the efficiency basis of a wage
subsidy policy such as the ETCP. Can employment subsidy
measures provide any benefit to society? In other words, is
there a role for wage subsidy policy? The test is, of course,
whether it can raise the level of societal welfare. In competi-
tive markets with flexible prices and in the absence of
distortions, a wage subsidy policy would introduce ineffi-
ciency and lower welfare (Jackman and Layard, 1980)-i.e.,
it would result in a net cost to society. However, in the
presence of distortions in the labour market — taxes, for
example — can a wage subsidy policy reduce this efficiency
cost?

To properly evaluate the net benefits to society of a wage
subsidy that increases employment in a specific sector, one
must analyse the social opportunity cost of that labour
(Treasury Board Secretariat, 1976). But first, a fundamental
question must be asked: Why is there a need for the concept
of social opportunity cost? The answer is that the need for
this concept arises when market prices do not fully reflect
social opportunities. The simplest case of this is when the
presence of a distortion (for example, the presence of a
monopoly or of quotas) causes a divergence between the
demand price and the marginal cost. In labour markets, the
existence of distortions that cause unemployment, for ex-
ample, may create a divergence between demand and sup-
ply prices or wage rates. According to Harberger (19715),
the true purpose behind the use of social opportunity costs
in the evaluation of investment projects is that “where there
is an excess of wages actually paid over social opportunity
costs, this excess should be counted as part of the benefits
of the project. Put another way, instead of counting against
the project all of its wage costs, we charge it only with that
part which represents the true social opportunity cost.”

The Social Opportunity Cost of Labour

In the absence of any distortion, the fundamental deter-
minant of the social opportunity cost of labour is the
competitive supply price at which labour of a certain type
will make itself available for employment in a particular
area (Harberger, 1971b; Jenkins and Kuo, 1978; Harberger,
1980). To llustrate, consider Chart 4-1, which indicates the
demand for a certain class of skilled labour in a particular
region, as well as the supply. Let us assume that there are no
distortions present in this market. The labour market

reaches full employment equilibrium at the market clearing
wage W, yielding a quantity of demand and supply of
labour of L persons. Say the region decides to build a
subway system. This incremental source of labour demand
causes the wage rate to increase from W to W,. When in the
presence of the new demand, additional labour services are
offered in the amount L L,, the opportunity cost of those
additional services is measured by their supply price. This
is measured (at least in the simplified case) by the shaded
area Ejal L under the supply curve of labour in the
relevant range. Employers who were behaving according to
the old demand curve are induced by the rise in wage rate to
reduce the quantity of labour they employ from L to L,.
This entails an opportunity cost measured by the value they
place on the forgone units L L,, which (in this simplified
case) is measured by the area E L L, b under the old demand
curve.

According to Harberger (1980), in Chart 4-1, where the
demand and supply curves are linear in the relevant range,
the social opportunity cost associated with the incremental
demand L,L, can be expressed as L,L, X [(Wo + Wl)/2].
Thus, for small increments of dcmand from any new source,
the social opportunity cost equals the price in undistorted
situations, since for very small increments of demand, W
and W, will be close to each other.

In labour markets, the presence of factors like minimum
wages, union contracts, and payroll and income taxes have
often been viewed as causing distortions. In the presence of
such distortions one can no longer simply identify the social
opportunity cost with market wages. Chart 4-2 illustrates a
case in which labour’s earnings arc subjcct Lo payroll and
income taxes. This creates a diffcrence between market
wage and the net wage that labour actually receives. Since
their take-home pay determincs their labour supply, the true
labour supply curve is shown by the dotted line. The
differcnce between these two supply curves reflects the
payroll and income taxes that have to be paid. In sucha case
the social opportunity cost of L L, units of labour services
would no longer be measurcd or approximatcd by the
market wage. The opportunity cost of those additional
labour services L L, is measured by the arca cdL | Lje under
the true supply curve, rather than by the arca under the
market supply curve. When the additional L L, units of
labour are supplicd, employers continue to pay W, per unit
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Chart 4-1
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of labour, the taxes are indeed part of this market wage, W,
and as such are part of their private cost, but they are not part
of the social cost of the additional labour services.

According to Harberger (1980), there are two ways to
express the social opportunity cost of labour (SOCL) in the
presence of the taxes mentioned. One would be as a
weighted average of the market wage, W, and the net-of-tax
wage, W,, with the weights being the relative shares of LL,
andL L inthe total distance L,L . This can be expressed as

SOCL = alWO + 02W2,

where

) o B

Iy = = e
Lol Lok,

In the second case, the SOCL would simply be the market
wage, W, adjusted downward to reflect the tax distortion
applied on increments of labour supply. This can be ex-
pressed as

SOCL=W,+ o,(W, - Wy).

The question with which we are concerned is: In the
presence of unemployment, what is the SOCL? The answer
will inform policy makers of the cost at which labour must
be evaluated in assessing government projects or programs
that are designed to increase employment, such as the
ETCP.

This case is illustrated in Chart 4-3, where the competi-
tive equilibrium is at £, the wage is W, and employment is
L. Let us assume that the minimum wage in this market is
setat W,. This prevents the wage from falling to W, and it
fixes the wage at W,, where a new equilibrium will be
established at E,. The supply curve has become W,xS. At
this new wage W, there will be L, workers who would like
to work but only L, are employed, leaving initial unemploy-
ment at L,— L,. The L, workers who remain employed
benefit by the wage increase. When the subway is built,
Lg— L, workers are hired, leaving L, — L, workers still un-
employed. The budget cost of these incremental employed
workers is the new wage W, times their quantity L,-L,
What is the social cost? In this simplified case, it can be
expressed as L — L, X [(W, + W,)/2].!

Unfortunately, this static approach of measuring the
social opportunity cost of labour is not suitable for our
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Social Opportunity Cost in the Presence of Distortions
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purposes. First, it ignores the interaction between labour
markets across and within regions. To determine the social
opportunity cost requires a dynamic analysis (EIC, 19815).
Second, the output of additional employment may displace
some output elsewhere in the economy, and if the resources
that would have produced the latter are not re-employed,
this forgone output is also a social cost. This suggests that
factors like *“output displacement” in other sectors of the
economy must normally be considered in the calculation of
the SOCL. In order to estimate the displacement effects of
job creation, a general-equilibrium model of the labour
marketin question is required (Jenkins and Montmarquette,
1979).

It is sometime argued that if unemployment is high, the
SOCL is zero. The report of the Task Force on Labour
Market Development in the 1980s (EIC, 1981b) pointed
out, however, that workers who are not employed perma-
nently often experience alternate spells of employment and
unemployment. Thus, in hiring an unemployed worker, one
is asking him to forgo the alternative earnings of normal

employment and unemployment experiences. Canadians
employed in the temporary sector of the economy represent
typical examples of workers who are intermittently em-
ployed. Clearly, then, the SOCL in such cases is signifi-
cantly different than zero.

To assess the social opportunity cost of an ETCP job, we
set up a general-equilibrium model that is both relatively
easy to manipulate analytically and broadly in accord with
the realities of the Canadian labour market. The efficiency
effects of the ETCP are evaluated in the following manner.
The net gain from the ETCP is calculated as the value of the
output of labour in the new activity less the social opportu-
nity cost of labour, i.e., the value of the alternatives that
workers forgo in accepting new employment. To be consis-
tent with the terminology used by our predecessors, the
SOCL will be called the social opportunity cost of a job
(SOCJ) created by the ETCP.2 Thus, the principal questions
posed in this study are: What is the SOCJ created by the
ETCP in various regions? and Is the SOCJ higher or lower
than the value of the output produced by the job? In other
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Chart 4-3
Social Opportunity Cost of Unemployed Labour
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words, was the job creation brought about by the ETCP
socially efficient?

A Framework for Analysis®
The Basic Model

Recent studies of unemployment in Canada suggest that
an important component of the problem is one of sectoral
chronic unemployment supported by unemployment insur-
ance bencfits (Harberger, 1980). The data upon which this
conclusion is based reveal that a substantial proportion of
measured uncmployment is concentrated in a relatively
narrow subsct of industrics or activitics, all of them charac-
terized by rather sharp scasonality, demand volatility, or
high incidence of casual employment. Characteristically,
the employment-uncmployment experience of individuals
in these activities suggests that they experience repeated
spells of unemployment with a significant concentration in
long spells of unecmployment (sce, forexample, ECC, 1982;
EIC, 1981b; Glenday and Jenkins, 1981b; Hasan and
de Broucker, 1985; Robertson, 1986; Beach and Kaliski,
1987). At the same time, the other sectors of the economy
appcar to gencrate rclatively little unemployment. The

individuals working in these sectors are almost never unem-
ployed. The difference between the experience of two
sectors dictates that they be treated differently in economic
analysis. Harberger describes these two sectors as a tempo-
rary sector and a permanent sector,

The basic model that we shall employ can be described
as a two-sector model with unemployment. One sector is
termed as “permanent” and the other as “temporary.” The
permanent sector consists of workers who never or rarely
experience unemployment. The temporary scctor consists
of workers who experience unemployment {requently and
with great regularity. The temporary sector contains un-
skilled workers who are either unemployced or employed in
jobs that are not expected to provide continuous employ-
ment. It is assumed that the presence of a minimum wage
causcs unemployment in this sector.* Temporary scctor
employment offers a package that consists of net-of-tax
wages for the proportion of time employed, net-of-tax Ul
benefits for the proportion of time unemployed, and the
value of leisure time when unemployed. The permanent
sector employs skilled workers whose wages are deter-
mined by competitive labour market forces. Workers in the
temporary scctor can acquire skills at their own cost and



moveto the permanent sector in response to wage (or utility)
differentials. Movement between the sectors is assumed to
be an equilibrating phenomenon.3 Equations B.1 to B.8 in
Appendix B describe the basic assumptions and the equilib-
rium mechanism of the model.

In the presence of taxes and UI benefits, the model
produces a long-run equilibrium condition, given by equa-
tion 4.1 below, which is derived from the hypothesis that
workers in the temporary sector will become skilled and
move to the permanent sector, as long as the utility of the
skilled labour (net of the cost of acquiring skills) exceeds the
expected utility in the temporary sector (that consists of net-
of-tax wages for the proportion of time employed, net-of-
tax Ul benefits for the proportion of time unemployed, and
the value of leisure time when unemployed). Clearly, then,
in the long-run equilibrium the movement from the tempo-
rary to the permanent sector will cease when the expected
utility to the (unskilled) worker from both sectors is equal-
ized.

W, (1-1)-C=TIW,(1-1)
+(A-Thh+ Q-+ bed(1-1), @.1)
where

Wl = the weekly pretax gross wage in the permanent

scctor;

t, = the average personal income tax rate on
income Wl;

C = the weekly cost of acquiring skills borne pri-
vaicly;

W, = the fixed weekly pretax gross wage in the tem-
porary seclor;

IT = the probability of employment in the tempo-
rary sector;

(1 -T1) = the probability of unemployment in the tem-
porary sector;

h = the value of nonmarket or leisure time when
unemployed;

b = the unemployment insurance benefit rate;

d = the proportion of time while unemployed that
an unskilled worker expects to collect Ul
benefits; and

t,= the average personal income tax rale on
income W,.

The Social Opportunity Cost of a Job in
the Presence of Taxes and Ul Benefits

Suppose one more worker is to be hired in this temporary
sector at the fixed wage W,. The social opportunity cost of
hiring a worker in the temporary scctor to fill a newly
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created job s the cost of achieving the output created by that
job. This will include changes in the imputed value of
nonmarket time and any skill-acquiring costs from not
hiring an additional worker in the permanent sector due to
the contraction of that sector. Note that in our analysis
labour is the only variable factor. Therefore, the SOCJ is the
cost of labour for creating an additional job.

To derive an expression for the SOCJ, we use the meth-
odology that involves determining the change in societal
welfare from creating a job in the temporary sector. The
general expression for a change in social welfare (dz) from
any comparative static change in our model is®

dz=dX1+dX2+h(dL2~dN2)+C-dL2, 4.2)
where

dz = the change in social welfare;
dX | = the change in output in the permanent
sector valued at unit prices;
dX,, = the change in output in the temporary
sector valued at unit prices;

h (dL, - dN,) = the change in unemployment in the tem-
porary sector and, hence, changes in
leisure valued a