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Foreword 

Unemployment in Canada has shown a steadily rising trend in the three decades since 1960, 
with the average for each decade surpassing the average for the previous decade. And there 
are already a number of disturbing signs that unemployment will remain a serious problem 
for some time to come. In June 1991, 10.5 per cent of the labour force - about 1.5 million 
Canadians - were unable to find work. The costs of rising unemployment are high. It im­ 
poses economic and social burdens on individuals and families, and financial burdens on 
governments, which face growing demands for income support and social welfare pay­ 
ments. 

Because of the recession of 1981-82, the unemployment rate jumped to about 12 per 
cent of the labour force in the early 1980s, and did not regain its pre-recession level until 
1989. This persistence is puzzling, given the impressive employment growth in the 1983- 
89 period. Why did it take so long for unemployment to return to its pre-recession level? 
Will the problem of high and persistent unemployment be repeated in the 1990s, following 
the current (June 1991) economic downturn? Are there lessons to be learned from the 1980s 
to help Canadians deal with the labour market challenges of the 1990s? 

The research reported in this volume was motivated by the observation of two troubling 
trends - rising and persistent unemployment. Other disturbing dimensions of the Canadian 
unemployment experience include growing regional, demographic, and industrial dispari­ 
ties, and increasing long-term unemployment. The contributors to this volume take a vari­ 
ety of analytical approaches to explain the distinctive patterns of Canadian unemployment. 
Their work offers valuable insights into the underlying causes of unemployment, pointing 
to some disturbing signs that the problem will not be easily solved using the same ap­ 
proaches that have been used in the past. It also outlines some possible solutions. 

The research - undertaken by the Unemployment Issues Group at the Economic Coun­ 
cil of Canada - has formed part of several recent Council publications - the 25th Annual 
Review, Back to Basics [1988]; the 27th Annual Review, Transitions for the 90s [1990]; 
Good Jobs, Bad Jobs [1990]; and Employment in the Service Economy [1991]. Given the 
importance of the subject, and the substantial contribution of this research to knowledge 
about recent Canadian unemployment experience, it is appropriate that it is collected to­ 
gether here in a single volume. 

The papers are organized into three blocks, which address the weakening commitment 
to full employment in the period after World War II, the cyclical and structural compo­ 
nents of unemployment, and the persistence of unemployment in the 1980s, respectively. 
Chapter 1 provides an overview of the volume. It describes the nature of the unemploy­ 
ment problem in Canada, and discusses some policy implications of the research. 

The major conclusion of the evidence presented here is that the causes of unemploy­ 
ment cannot be seen as falling into simple categories. Unemployment that starts out as 

xi 



cyclical, arising from weakness in demand, can evolve into much more intractable unem­ 
ployment that can permanently change individuals' prospects for re-employment, as hap­ 
pened in the 1980s. This conclusion points to two policy challenges: 1) can governments 
conduct aggregate-demand management policies more effectively and avoid severe dis­ 
placement in the labour market? and 2) can governments more effectively enhance the ability 
of the Canadian labour market to absorb adverse shocks? These concerns are particularly 
heightened by the new recession that has developed in Canada since mid-1990. 

These papers show clearly that unemployment is not simply a labour market issue. A 
wide range of economic factors have an impact on unemployment, and the effects of un­ 
employment are not always direct or clearly visible. It is hoped, therefore, that labour mar­ 
ket economists and policymakers in other economic fields will find much that is valuable 
in the material presented here. 

The research team for this project was led by Surendra Gera, and was under the direc­ 
tion of Harvey Lazar and Ross Preston. 

Judith Maxwell 
Chairman 
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READER'S NOTE 

The reader should note that various conventional 
symbols similar to those used by Statistics Canada have 
been used in the tables: 

figures not available 
amount too small to be expressed 
nil or zero. 

Details may not add up to totals because of rounding. 



severely curtailed and cyclical unemployment has risen 
sharply, then, is cause for serious concern. 

1 Unemployment in Canada: Issues, Findings, and Implications 

Surendra Gera and Kathryn McMullen 

For a large and growing number of Canadians, unemploy­ 
ment poses a serious problem. In each decade since the 
1940s, the average unemployment rate has ratcheted higher, 
reaching an average of 9.5 per cent in the 1980s. And the 
prospects for the 1990s are discouraging. Canada entered 
the 1990s in a major recession. As of May 1991 when this 
report was being written, the unemployment rate had 
climbed to 10.3 per cent: that represented 1.4 million 
Canadians who were out of work. 

The economic and social costs of unemployment are 
extremely high. Unemployment represents a waste of eco­ 
nomic resources and imposes considerable hardships on 
individuals and their families. There are consequences for 
the distribution of income and for costs to government, as 
the requirements for income support and social welfare pay­ 
ments rise. 

Unemployment results from a variety of factors which 
have not always been well understood. It is clear, however, 
that much more attention needs to be focused on its causes 
and effective measures for its reduction. 

Our analysis, which was conducted in the late 1980s, was 
motivated by three questions. First, why was the national 
unemployment rate still close to 8 per cent in 1988-89 after 
seven years of strong economic growth, especially when 
there is considerable evidence that major sectors of the 
economy were operating at full capacity over this period? 
Second, and even more important, will the problem of high 
and persistent unemployment repeat itself in the 1990s, 
following the current economic downturn? Finally, are there 
any lessons to be learned from past experience that may 
help to minimize the costs - human and economic - of job 
loss in the 1990s? 

We find that the causes of unemployment do not fall 
neatly into simple categories. Unemployment that starts out 
as cyclical and arises from weakness in demand, can evolve 
into much more intractable forms of unemployment that per­ 
manently change individuals' prospects for re-employment, 
as it did in the 1980s. The fact that Canada has entered the 
1990s in a recessionary climate in which demand has been 

The chapters in this book address different facets of 
Canadian unemployment It is our belief that, together, they 
will provoke renewed discussion on this very important 
subject. In this chapter we introduce the papers in the fol­ 
lowing way. The most notable features of the Canadian 
unemployment experience in recent decades are described 
in the first section. The second section lays down a frame­ 
work for analysing various aspects of this experience and 
summarizes each paper. The major conclusions are dis­ 
cussed in the third section. 

The Canadian Unemployment 
Experience 

What is it about the recent unemployment experience in 
Canada that should cause concern among governments, 
business, and labour groups? In this section, we provide the 
facts about the Canadian unemployment experience in 
recent decades, focusing especially on the 1980s. We docu­ 
ment the rising trend in unemployment and describe the 
characteristics of the unemployed. In the course of pre­ 
senting this evidence, we uncover the fact that certain 
groups in our society bear a disproportionate share of the 
burden of unemployment; long-term unemployment, in 
particular, tends to affect some individuals, especially older 
workers and those who have lost their jobs involuntarily, 
more than others. It is essential that the extent of the prob­ 
lem be understood before the causes of the growth of 
unemployment and the possible remedies can be analysed. 
We try to explain why unemployment has grown in Canada 
and what should be done to address the problem. 

The Canadian labour market is characterized by: 

• a rising trend in the rate of unemployment; 

• persistence of high unemployment. 

But those characteristics, serious enough in themselves, do 
not tell the whole story. There are additional important 
dimensions to consider as well: 
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• A growing proportion of the unemployed face the grim 
prospects of long-term unemployment. 

• Regional disparities in unemployment have become 
wider. 

• The burden of unemployment is distributed unevenly 
across various demographic groups. 

In the following discussion we will treat each of these 
dimensions in turn. 

Observation 1: There is an upward trend in the aggre­ 
gate unemployment rate. 

Canada's unemployment rate, influenced by the vagaries 
of business cycles and exogenous events such as the oil­ 
price shocks in the 1970s, fluctuated widely during the 
1921-90 period (Chart 1-1). The most noticeable trend 
during this period is the steady climb in the unemployment 
rate since World War II. In the 1940s, the national unem­ 
ployment rate averaged 2 per cent. That level rose to 4 per 
cent in the 1950s and to 5 per cent in the 1960s. The 1970s 
saw a further increase to 6.7 per cent and, by the 1980s, it 
averaged fully 9.5 per cent. This increase is remarkable, 

Chart 1-1 

since some of the most prolonged expansionary periods in 
Canadian history have taken place in the postwar period. 

It should be noted that the increase in the unemployment 
rate over the long term is not a uniquely Canadian prob­ 
lem. Average unemployment rates in several European 
countries - notably the Federal Republic of Germany, 
France, the United Kingdom, and Italy - have also increased 
steadily from 3 per cent in the early 1970s to about 10 per 
cent in 1989. In the United States, it rose to close to 10 per 
cent in the recession of 1982, but has since declined to 
around 5 per cent. Only in Japan and a few smaller Euro­ 
pean countries (Norway, Sweden, Austria, and Switzerland) 
has the unemployment rate remained consistently below 
5 per cent. 

Why has the unemployment rate trended upwards in 
Canada since the end of World War II? To answer that ques­ 
tion, we begin by considering changes in the growth and 
composition of the labour force, focusing in particular on 
changes in more recent decades. 

The rate of labour force growth in Canada has varied con­ 
siderably over time. In the 1960s, labour force growth 

National Unemployment Rate, Canada, 1921-90 
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I Average of seasonally adjusted data for January to June. 
SOURCE Estimates by the authors, based on data from Statistics Canada. 



averaged 2.8 per cent annually. In the 1970s, with the entry 
of the baby-boom generation and large numbers of women 
onto the job market, it jumped to a record 3.2 per cent. In 
the 1980s, however, it decreased to 1.8 per cent. This growth 
in the size of the Canadian labour force is reflected in the 
labour-force-to-population ratio which rose from 57.6 per 
cent in 1966-69 to 66.9 per cent in 1988-89 (Table 1-1). 

Throughout this period, Canada's record of job creation 
has been strong. In 1966-69, the employment-to-population 
ratio (aged 15 and over) was 55.2 per cent; by 1988-89, it 
had reached 61.8 per cent. Only during the recession of 
1981-82 did this ratio actually decrease. This increase has 
been due mainly to marked increases in the labour force 
participation rate of adult women (aged 25-54) from 
36.9 per cent in 1966, to 60.1 per cent in 1980, to 74.5 per 
cent in 1989. In spite of this strong job-creation record, 
however, the rate of unemployment has shown a stubborn 
upward trend. While the unemployment rate decreased from 
its 1982-83 peak of 11.4 per cent, it nevertheless was 7.7 per 
cent in 1988-89, despite strong economic growth in the 
years following the 1981-82 recession. 

Unemployment rates may increase if the composition of 
the labour force changes in such a way that the share of 
groups with characteristically high rates of unemployment 
rises. Historically, this has included youth and women. 
Nevertheless, this factor accounts for very little of the 
increase in unemployment in recent years. Changes in the 
age-sex composition of the labour force accounted for a 
0.6-percentage-point increase in the unemployment rate in 
the mid- to late 1970s, and has decreased since then to 
account for only 0.2 percentage points in the late 1980s.l 
This decline reflects two developments: a decrease in the 
labour force share of youth (aged 15-24) and a decline in 
the unemployment rate of women, relative to the national 

Table 1-1 
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average. The labour force share of youth fell from 25.4 per 
cent in 1970 to 19.8 per cent in 1989, while the gap between 
the unemployment rate of men and women has narrowed 
from 2 percentage points in the late 1970s to 0.6 percent­ 
age points in 1989. 

Observation 2: The aggregate unemployment rate has 
been slow to decline during recovery and expansionary 
periods. 

Not only has unemployment tended to rise over the last 
30 years, it has been persistent - sharp increases in unem­ 
ployment during economic downturns have not been 
matched by equally sharp decreases during the growth 
periods. In all three major business cycles in Canada - those 
of 1929-42, 1956-66, and 1981-89 - the unemployment 
rate has been very slow to return to pre-recession levels 
(Chart 1-2). 

During the Great Depression of the 1930s, unemployment 
increased by 16 percentage points and did not return to pre­ 
depression levels until 1942, a period of about 10 years. 
During the major recessions of 1957-58 and 1981-82, 
unemployment rose by about 4 percentage points. In both 
cases, it returned to its pre-recession level only after 
seven years of uninterrupted economic growth. 

The recessionary shock of 1981-82 was more severe than 
anything Canadians had experienced since the 1930s. 
Between 1981 and 1982 real output dropped by 3.2 per cent 
and total employment by 3.5 per cent. That represented a 
loss of 383,000 jobs. As a consequence, the proportion of 
the population aged 15 and over who were working dropped 
from 60 to 56 per cent, a level not seen since the early 
1970s; that was followed by a further decrease of about 

Total and Fixed-Demographic-Weight Unemployment Rates, Participation Rate, and 
Employment-to-Population Ratio, Canada, Selected Periods, 1966-89 

1966-69 1970-74 1975-79 1980-81 1982-83 1984-87 1988-89 

(Per cent) 
Total unemployment rate 4.3 5.9 7.6 7.5 11.4 10.0 7.7 
Fixed-demographic-weight 
unemployment ratel 4.3 5.8 7.0 7.0 11.1 10.0 7.5 
Labour-force-to-population ratios 57.6 58.9 62.0 64.4 64.2 65.5 66.9 
Employment-to-population ratios 55.2 55.5 57.3 59.6 57.0 59.0 61.8 

1 The fixed-demographic-weight unemployment rate for each year is calculated by generating an adjusted unemployment rate using 1966labour foree 
shares as weights. 

SOURCB Estimates by the authors, based on data frorn Statistics Canada. 
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Chart 1-2 

National Unemployment Rates in the Great Depression of 1930 and the 
Recessions of 1957-58 and 1981-82, Canada 
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and that due to increased duration, it is clear that as the 
economy recovered, the incidence of unemployment 
decreased, more or less regaining its pre-recession level 
(Chart 1-3). However, the duration of unemployment 
remained high, on average, accounting for most of the per­ 
sistence in the unemployment rate. 

In the 1980s, the increase in the average duration of an 
unemployment spell affected every age group. In 1980-81, 
the average duration of unemployment for all age groups, 
as measured by in-progress unemployment spells from 
Labour Force Survey data, was 14.9 weeks (fable 1-2). In 
1988-89, when the average rate of unemployment was 
roughly similar, the average duration of unemployment had 
risen to 18.1 weeks. And in the 1984-87 period, the dura­ 
tion of unemployment averaged 21 weeks. 

Observation 3: Long-term unemployment increased in 
the 1980s. 

A striking aspect of the duration of unemployment is the 
particular case of the long-term unemployed. These indi­ 
viduals face serious hardships, and their unemployment 
experience merits examination. 

SOURCE Estimates by the authors, based on data from Statistics Canada. 

1 percentage point in 1983. It was not until 1987 that the 
employment-to-population ratio returned to its pre-recession 
level. 

Between 1982 and 1983 the unemployment rate jumped 
to more than 11 per cent of the labour force and did not 
regain its pre-recession level until 1989. This persistence 
is puzzling, given the impressive growth in employment in 
the post-1983 period. Why did it take so long for unem­ 
ployment to return to its pre-recession level? Part of the 
answer is that the growth in employment during the early 
part of the recovery and expansionary period simply 
replaced jobs that had disappeared during the recession. It 
was not untill986 that total employment, led by the growth 
in service-sector employment, exceeded its pre-recession 
level. 

Unemployment has two primary components: incidence, 
which measures the percentage of the labour force that is 
unemployed, and duration, which measures the length of 
unemployment spell.êlf either or both of these components 
remains high, then unemployment is said to be persistent. 
When the change in unemployment since 1980 is 
disaggregated into the portion due to increased incidence 
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Chart 1-3 

Incidence and Duration of Unemployment, I Canada and the Provinces, 1981-89 
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Change in the unemployment rate from its 1980 level. 
SOURCE Estimates by the authors, based on data from Statistics Canada. 
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Table 1-2 

Average Duration of Unemployment! by Age, 
Canada, Selected Periods, 1976-89 

Age group 

45 and All age 
groups 15-24 25-44 over 

(Weeks) 
1976-79 14.7 12.8 15.4 18.5 
1980-81 14.9 12.7 15.9 19.1 
1982-83 19.6 16.9 20.6 23.6 
1984-87 21.0 15.3 22.4 28.7 
1988-89 18.1 11.7 19.2 25.8 

1 Based on in-progress spells. 
SOURCE Estimates by the authors, based on data from Statistics 

Canada. 

Table 1-3 

Average Unemployment Rate and 
Incidence of Long-Term Unemployment, 
Canada, Selected Periods, 1976-89 

Incidence of long-term 
unemployment 

Six Twelve 
Unemploy- months months 
mentrate and over and over 

(per cent) 

1976-79 7.6 14.9 3.6 
1980-81 7.5 15.3 4.0 
1982-83 11.4 23.9 7.4 
1984-87 10.0 24.7 9.5 
1988-89 7.6 20.2 6.9 

SOURCE Estimates by the authors, based on Statistics Canada, TIu! 
Labour Force, Cal. 71-001. 

In 1980-81, 15.3 per cent of the unemployed were job­ 
less for a continuous period of six months or more; by 
1984-87, that figure had risen to 24.7 per cent (Table 1-3). 
The proportion then declined slightly to 20.2 per cent in 
1988-89. The incidence of long-term unemployment­ 
defined as continuous unemployment of 12 months or 
more - also rose, from 3.6 per cent of total unemployment 
in 1976-79 to a high of 9.5 per cent in 1984-87. Since then 
it has declined, reaching 6.9 per cent in 1988-89. Never­ 
theless, this level is nearly twice as high as that prevailing 
at the end of the 1970s. 

For some groups, long-term unemployment is a serious 
problem. Workers aged 45 and over experienced the longest 
spells of unemployment during the 1981-82 recession, and 
during the subsequent recovery and expansionary periods 
their rate of long-term unemployment continued to rise. 
Between 1981 and 1989, the average duration of un employ­ 
ment experienced by this group increased by about 35 per 
cent. An increase in long-term unemployment can also be 
observed among prime-aged workers (aged 25-44), though 
the increase is less pronounced than that of older workers. 
And turning to the regions, in Quebec and British Columbia 
the incidence of long-term unemployment was still well 
above the national average in 1989. 

Observation 4: Regional unemployment disparities have 
worsened. 

Significant disparities in employment opportunities across 
regions are an important characteristic of the Canadian 
economy. Ontario's unemployment rate has always been 
below the national average, while the Atlantic provinces 
have consistently experienced above-average unemploy­ 
ment rates. In 1989, Ontario's unemployment rate was 
5.1 per cent, while the unemployment rate in the Atlantic 
region was 12.4 per cent. 

A comparison of how much each province's rate of 
unemployment differed from the national average for the 
1966-73, 1974-80, and 1981-89 periods shows that provin­ 
cial disparities in unemployment rates remain wide and 
serious (Chart 1-4). Furthermore, absolute disparities in 
provincial unemployment rates have increased. Between 
1966-73 and 1974-80, the unemployment rates of the four 
Atlantic provinces increased dramatically relative to the 
Canadian average. Quebec's position also deteriorated. 
Most notable in the 1980s, however, was the large increase 
in British Columbia's unemployment rate relative to the 
national average. In only two regions - Ontario and the 
Prairie provinces - have unemployment rates remained 
below the national average. 

Striking differences in provincial labour markets are also 
revealed when the unemployment rate is separated into its 
incidence and duration components (see Chart 1-3). All 
provinces experienced an increase in both the incidence and 
the duration of unemployment in 1982 as a result of the 
recession of the early 1980s; however, distinct regional 
patterns emerged in the recovery period. In Ontario and 
Quebec, the contribution of incidence to the unemployment 
rate fell almost immediately following the recession, and 
both the incidence and duration of unemployment declined 
to below pre-recession levels by 1989. The Atlantic prov­ 
inces also saw decreases in both their incidences and 
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Difference between Provincial and National Unemployment Rates, Canada, Selected Periods, 1966-89 
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Observation 5: The burden of unemployment has been 
distributed unevenly across different demographic 
groups. 

There has been a noticeable shift in the distribution of 
unemployment among different groups in the labour force. 
Table 1-4 presents the unemployment rates for various 
demographic groups relative to the national average for the 
years 1966, 1975, 1981, and 1989. The most dramatic 
increase in relative unemployment has occurred among 
older workers (aged 55-64), despite a fall in their labour 
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SOURCE Estimates by the authors, based on data from Statistics Canada. 

durations of unemployment in the latter half of the 1980s, 
but with the exception of the incidence in Nova Scotia, they 
have remained above their pre-recession levels. 

What is most striking is the unemployment experiences 
of the Western provinces - most notably Alberta and British 
Columbia - in the 1980s. Compared with the pre-recession 
years, both the incidence and the duration of unemployment 
have remained high in the West, and showed little inclina­ 
tion to decrease as the recovery progressed. The duration, 
in particular, has remained stubbornly high. 
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force participation rate from 54.2 per cent in 1975 to 
49.9 per cent in 1989 (Table 1-4).3 While this group has his­ 
torically experienced unemployment rates lower than the 
national average, that advantage eroded in the 1980s, falling 
from 3.1 to only 1.2 percentage points below the national 
average between 1981 and 1989. 

With respect to gender, most notable is the fact that the 
relative unemployment rate for adult women (aged 25 and 
over) rose only slightly, despite huge increases in their 
labour force participation rate. 

Table 1-4 

Unemployment Rates of Selected Demographic 
Groups Relative to the National Average, 
Canada, 1966, 1975, 1981, and 1989 

1966 1975 1981 1989 

(Per cent) 
National unemployment 
rate 3.4 6.9 7.5 7.5 

(Percentage points) 
Relative unemployment 
rate' 
Age 

15-19 5.1 8.0 8.7 5.6 
20-24 0.8 3.0 3.7 2.6 
25-34 -0.6 -0.8 -0.5 0.6 
35-44 0.9 -2.5 -2.4 -1.4 
45-54 -0.7 -2.4 -2.8 -2.2 
55-64 0.1 -2.6 -3.1 -1.2 

Age/sex 
Males, 25-34 -1.1 -1.9 -1.5 -0.1 
Males, 35-44 -1.3 -3.3 -3.2 -2.0 
Males, 45-54 -0.8 -3.1 -3.3 -2.7 
Males, 55-64 0.8 -2.9 -3.1 -1.2 
Females, 25-34 1.1 0.9 1.3 
Females, 35-44 -0.9 -1.0 -1.2 -0.6 
Females, 45-54 -1.0 -1.2 -2.0 -1.6 
Females, 55-64 -2.0 -2.0 -3.2 -1.5 

Marital status 
Males, single 3.4 5.3 5.8 4.6 
Males, married -1.1 -2.9 -3.1 -2.5 
Males, other 2.4 1.3 1.8 2.5 
Females, single 0.6 2.2 2.6 1.0 
Females, married -0.7 1.0 0.1 -0.1 
Females, other -0.6 -0.5 0.8 2.2 

Difference between demographic group's unemployment rate and 
the national rate. 

SOURCE Estimates by the authors, based on data from Statistics 
Canada. 

It is well known that individuals with fewer years of 
formal education are more likely to be unemployed. Unem­ 
ployment among individuals with eight years of schooling 
or less tends to be substantially higher than the national 
average; furthermore, those individuals experienced the 
most dramatic increases in their unemployment rate during 
the 1975-89 period, in spite of the fact that their labour force 
participation rate fell by 9.1 percentage points (Table 1-5). 

The unemployed can be classified into four groups: job 
losers, job leavers, re-entrants, and new entrants to the 
labour force (Table 1-6). Most of the increase in unemploy­ 
ment between 1975 and 1989 was concentrated among job 
losers. Over this period, job losers accounted for slightly 
over 50 per cent of total unemployment, while job leavers 
accounted for just under 20 per cent; no significant increases 
in unemployment took place among new entrants and work­ 
ers re-entering the labour force. 

This brief overview of the Canadian unemployment 
experience leads to the following observations. First, the 
unemployment rate has been climbing steadily upwards in 
recent decades. Second, those rising levels of unemploy­ 
ment have shown remarkable persistence - unemployment 
has been slow to decline in periods of economic growth 
with the result that it has often remained high when one 
growth period ended and a new downturn began; further­ 
more, a growing proportion of the unemployed consists of 
individuals who are having to deal with prolonged periods 
of unemployment of six months or even one year or more. 

Table 1-5 

Unemployment Rate Relative to the 
National Average by Level of Education, 
Canada, 1975, 1981, and 1989 

1975 1981 1989 

(Per cent) 

National unemployment rate 6.9 7.5 7.5 
(Percentage points) 

Relative unemployment rate' 
0-8 years' education 1.3 1.3 3.6 
High school degree 1.1 1.1 1.4 
Some postsecondary -0.5 -0.5 -0.2 
Postsecondary certificate 
or diploma -2.6 -2.5 -2.3 
University degree -3.9 -4.5 -3.8 

Difference between the unemployment rate for the category and the 
national rate. 

SOURCE Estimates by the authors, based on data from Statistics 
Canada. 
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Distribution of Average Unemployment Rate by Reason for Separation, Canada, Selected Periods, 1975-89 

Reason for separation 
National 

unemployment Job Job New 
rate losers leavers Re-entrants entrants 

(Percentage points) 

1975-79 7.6 3.6 1.7 1.9 0.5 
1980-81 7.5 3.8 1.5 1.9 0.4 
1982-83 11.4 6.8 1.6 2.5 0.5 
1984-87 10.0 5.6 1.7 2J 0.5 
1988-89 7.6 4.0 1.6 1.9 OJ 

SOURCE Estimates by the authors, based on data from Statistics Canada. 

Third, regional disparities in unemployment rates widened 
in the 1980s, with all regions except Ontario experiencing 
increasing problems either as a result of a growing propor­ 
tion of unemployed individuals in the labour force or growth 
in the proportion of the long-term unemployed. Fourth, 
some groups in our society bear a disproportionate share 
of the increase in unemployment; these groups include older 
workers (aged 45 and over), those with relatively little 
formal education, and individuals who lose their jobs 
involuntarily. 

These observations on the nature of unemployment in 
Canada led the authors in this volume to seek to explain 
why unemployment in Canada has behaved in these ways. 
Before summarizing the papers, in the following section we 
give a brief overview of the concepts which economists 
have developed to better understand the nature of unem­ 
ployment. 

Explaining Canadian 
Unemployment Patterns 

What are the causes behind these unemployment patterns? 
In this section we outline some economic concepts and theo­ 
ries that may improve our understanding of the dimensions 
of Canadian unemployment, and then summarize the pa­ 
pers in the volume. The focus is on seeking explanations 
for two major developments: the rise in unemployment and 
the persistence of unemployment. 

Unemployment can arise for cyclical, frictional, or struc­ 
tural reasons. Cyclical unemployment arises during 
recessionary periods in the business cycle when aggregate 
demand is too low; this type of unemployment is often 
referred to as "Keynesian," and is commonly the result of 
contractionary aggregate economic policies. 

Frictional unemployment results from normal job turn­ 
over and is a natural outcome of a dynamic labour market. 
In a changing economy, individuals are continually enter­ 
ing and leaving the unemployment pool and firms are 
continually creating and destroying jobs. The unemployed 
leave the pool when their capabilities coincide with the 
requirements of a vacant job; until this happens, workers 
and firms keep searching for a match. Since the process of 
matching rarely happens instantaneously, some unemploy­ 
ment exists at all times. 

Of greater concern than transitory frictional mismatches, 
however, is structural unemployment resulting from more 
deep-rooted and permanent changes in the economy. These 
include, for example, changes in technology, social insti­ 
tutions, international competition, and productivity; and 
commodity and oil-price shocks. Structural unemployment 
is relatively permanent, and occurs when the skills, work 
experience, geographic locations, or occupations of skilled 
workers persistently differ from those required for avail­ 
able jobs.' 

Economists have long recognized that some unemploy­ 
ment will always exist, even in a healthy economy. 
W. H. Beveridge, in his 1945 monograph Full Employment 
in a Free Society, argued that unemployment is due in part 
to frictional, seasonal, and structural factors. He maintained 
that market-oriented economies should strive for three goals 
where unemployment is concerned: unemployment should 
be of short duration; there should, in general, be more jobs 
than people searching for them; and effective demand 
should be such that these objectives can be met. Such an 
economy, he maintained, would naturally be fully em­ 
ployed. 

Today, many economists believe that there is a "natural 
rate of unemployment," and that the goal described by 



10 Canadian Unemployment 

Beveridge is unrealistic. Economics textbooks have put 
forward various defmitions of the natural rate of unemploy­ 
ment. For example, it is the "rate that prevails in normal 
times" [Hall and Taylor 1986,52]; "that part of unemploy­ 
ment which would exist even at full employment" 
[Dornbusch and Fisher 1984,495]; and "the lowest level 
that can be sustained" and "the lowest rate the nation can 
enjoy without risking an unacceptable acceleration of 
inflation" [Samuelson and Nordhaus 1985,218]. 

The concept of the natural rate of unemployment is 
illustrated by Friedman's 1968 statement that "there is some 
level of unemployment consistent with equilibrium in real 
wage rates" [1968, 8]. If wage and price inflation were fully 
anticipated by firms and workers, the rate of unemployment 
would be determined by the underl ying structure of the real 
economy and not by the level of inflation, because real 
wages would adjust to levels consistent with full employ­ 
ment. The unemployment rate consistent with a situation 
of fully anticipated wages and prices is termed the natural 
rate of unemployment, and consists of structural as well as 
frictional unemployment. Friedman emphasized the role of 
the actual structural characteristics of labour and commod­ 
ity markets that might affect the natural rate of unemploy­ 
ment. These include market imperfections that might 
prevent or impede real wages from adjusting to levels 
consistent with full employment, such as minimum wages, 
the degree of unionization, and taxes. Other structural char­ 
acteristics of the economy that might affect the natural rate 
are variability in the demand for, and supply of, goods and 
labour; changes in mobility across occupations and regions; 
the cost of searching for a job; and demographic shifts. 

The theory suggests that there is a tendency for the 
economy to revert back to the natural rate of unemploy­ 
ment if, for some reason, a deviation occurs. If, for exam­ 
ple, the actual rate of unemployment is above the natural 
rate, the greater risk of redundancy will encourage workers 
to moderate their wage demands and employment possi­ 
bilities will increase. If the unemployment rate falls below 
the natural rate, workers will bargain for higher wages and 
employment possibilities will decline. In the short run, the 
gap between the actual unemployment rate and the natural 
rate is an indicator of the degree of tightness or slackness 
in the labour market and of the likely inflationary or 
disinflationary pressures emanating from it. In the medium 
to long run, the major concern of policymakers is to reduce 
the natural rate of unemployment. 

During the 1980s, the unemployment rates of several 
OECD countries increased sharply. Undoubtedly, the 
disinflationary monetary policies pursued during the early 
1980s played a key role in causing these increases. Never- 

theless, despite renewed growth in aggregate economic 
activity, unemployment rates in most Western European 
countries have remained persistently high. In contrast, 
unemployment has declined to pre-recession levels in the 
United States and Canada, though in Canada the decrease 
took place only after a long lag. 

Various explanations have been offered to explain the 
greater persistence of unemployment in Europe than in the 
United States and Canada. A common one is that the natu­ 
ral rate of unemployment has risen substantially. The diffi­ 
culty with this argument is that in Europe during this period 
the direction of changes in the factors that are thought to 
affect the natural rate should have worked to lower the 
unemployment rate. S This puzzling European experience 
has led some economists to challenge the basic premise of 
the natural rate hypothesis and to develop the theories of 
"hysteresis. "6 

In the context of unemployment, hysteresis means that 
shocks to the actual rate of unemployment also bring about 
changes in the natural rate of unemployment. The argument 
is that temporary shocks may have permanent effects such 
that, once the shock disappears, unemployment persists in 
the form acquired during the shock. Repeated shocks in the 
presence of hysteresis will then cause the natural rate to 
vary over time. In other words, it is argued that the economy 
does not fluctuate around a unique equilibrium; instead, it 
is capable of setting at one of many different equilibriums. 
Consequently, the identification of the natural rate of 
unemployment at a given point in time is arbitrary. One 
important implication of this hypothesis is that expansion­ 
ary demand policies designed to reduce the actual rate of 
unemployment should also act to reduce the natural rate of 
unemployment.' 

In one debate, "hysteresis" is distinguished from 
"persistence." According to the hysteresis argument, tem­ 
porary shocks have permanent effects, that is, unemploy­ 
ment will show no tendency to return to its previous level, 
and the current unemployment rate simply becomes the 
natural rate. The persistence argument, on the other hand, 
is that unemployment remains stubbornly high and may take 
a long time to return to its previous equilibrium. We do not 
attempt to settle this debate here, but instead build upon 
the fundamental message that in the presence of hysteresis, 
a rise in the actual rate of unemployment during cyclical 
downturns could either cause the natural rate to rise per­ 
manently, or lead to persistent structural unemployment that 
endures such that the return to the old equilibrium occurs 
over a long period of time. 

Our research sought to identify the mechanisms by which 
this process occurs. What we find is that a rise in cyclical 



unemployment leads to growth in the proportion of long­ 
term unemployment. This in tum leads to a number of 
problems, including deterioration of human capital, dis­ 
criminatory hiring practices, and the failure of wages in the 
economy to decrease as the long-term unemployed become 
excluded from the job market. The flow of labour from 
employment-contracting sectors to employment-growth 
sectors also decreases. The end result is an increase in struc­ 
tural unemployment, which is very slow to decline. 

Investigation of Unemployment Issues 

Much of the unemployment in the 1980s was structural. 
Canada now faces additional problems, however. Cyclical 
unemployment also rose sharply in 1990 as a new reces­ 
sion developed, and it now appears that the painful lessons 
of the 1980s are being repeated. Another cause for concern 
is the fact that if cyclical unemployment becomes structural 
in nature, the result may be new, higher benchmarks for 
the natural rate of unemployment. 

Our research is divided into three blocks. Block I pro­ 
vides an historical perspective on the problem. It examines 
how the commitment to full employment has changed in 
the post-World War II period in Canada. Block II investi­ 
gates the nature of unemployment, particularly its cyclical 
and structural components. It also examines the distribu­ 
tion of unemployment across regions and demographic 
groups. Block III addresses the problem of the persistence 
of unemployment by investigating the dynamics of employ­ 
ment and unemployment and the roles played by sectoral 
shifts in economic activity, long-term unemployment, and 
wage rigidities in the labour market. 

Block I: Historical Perspectives 

In Block I, which consists of one chapter, Campbell 
reviews the political origins and development of the "full­ 
employment objective" in Canada from historical, con­ 
ceptual, and comparative perspectives," He traces the evo­ 
lution of the federal government's view of unemployment 
from 1945 to the 1980s, showing how an initial, if some­ 
what restrained, commitment to a goal of full employment 
weakened as the reduction of inflation came to dominate 
macroeconomic policymaking in the federal government. 
In 1945, the general belief was that most unemployment 
was cyclical, a result of deficient demand. By the 1950s 
and 1960s, however, the notion of structural unemployment 
was accepted by governments, and a variety of supply­ 
oriented and institutional changes - albeit tentative and 
ad hoc in nature - were introduced to combat it. 
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A marked change in the perception of unemployment 
occurred in the late 1960s, when it became clear that 
reductions in the rate of unemployment exacted a cost in 
terms of rising inflation. When faced with a policy choice, 
governments in the 1970s and the 1980s chose to introduce 
measures to reduce inflationary pressures, despite the fact 
that rising unemployment was the result. The unemploy­ 
ment problem became secondary as the government put in 
place a set of measures, including deficit reduction, con­ 
straints on the size of government, and structural policies, 
to combat inflation. (More recently, in the early 1990s, we 
have seen that governments will take such extreme meas­ 
ures as generating recessions themselves in order to reduce 
inflation, despite mounting unemployment.) In Campbell's 
view then, a complete turnaround has taken place in Canada 
in the last 45 years with respect to the "policy resonance" 
associated with the issue of unemployment. 

At the conceptual level, Campbell argues, a number of 
theoretical and empirical developments weakened the case 
for full employment. First, the disaggregation of unemploy­ 
ment into cyclical and structural components seriously com­ 
plicated attitudes and policy responses to unemployment 
because each component required a different type of policy 
remedy. Second, the emergence of the notion of a trade-off 
between inflation and unemployment meant that a commit­ 
ment to full employment was not costless. And third, a con­ 
sensus emerged supporting the notion of a natural rate of 
unemployment. To Campbell, the latter seriously weakened 
the emotional and political "resonance" of unemployment 
in policy circles. As a result, Campbell observes, policy­ 
makers, when faced with a trade-off between high unem­ 
ployment (with associated high social security costs) and 
lower unemployment (requiring more government 
intervention), generally chose the former. 

Campbell contrasts Canada's unemployment experiences 
and policies with those of a number of industrialized coun­ 
tries including Austria, West Germany, Japan, and particu­ 
larly, Sweden. He concludes that relative to these countries, 
Canada failed to institutionalize or renew its employment 
commitment due to a lack of political will. When faced with 
a trade-off between unemployment and institutional change, 
Canada chose to tolerate higher levels of the former in order 
to limit the latter. 

Block li: The Nature of 
Unemployment 

The four papers in Block II identify and measure the 
different types of unemployment. Burns provides estimates 
of the natural rate of unemployment in Canada in the 
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1963-87 period and identifies some factors that caused it 
to shift. Gera, Rahman, and Arcand observe that both 
unemployment and job vacancies have increased in recent 
years and conclude that structural unemployment indeed has 
grown in Canada in the 1966-88 period. Corak focuses on 
cyclical unemployment and its impact on the long-term - 
and rising - trend in unemployment. A second paper by 
Burns seeks to explain the growing differences in provin­ 
cial unemployment rates. 

In Chapter 3, Andrew Burns measures the effects of 
policy variables and other structural aspects of the Cana­ 
dian economy on national and provincial natural rates of 
unemployment since the early 1960s. He estimates the con­ 
tribution of factors that influence the degree of flexibility 
of labour and commodity markets, such as the changes in 
the demographic composition of the labour force, in the un­ 
employment insurance system and in minimum wage laws, 
in taxes, in the relative price of energy, and in social atti­ 
tudes towards work. 

He finds that the estimated natural rate of unemployment 
for Canada rose steadily from an average of 5 per cent in 
the 1960s to about 7 per cent in the 1970s and the begin­ 
ning of the 1980s. The 1981-82 period saw a sharp rise in 
the natural rate to 9.7 per cent and then a slow decrease to 
reach 7.7 per cent in 1987. During most of the 1965-76 
period, the natural rate was above or equal to the actual rate, 
indicating that, by and large, all of the actual unemploy­ 
ment was structural in nature. In other words, there was no 
cyclical unemployment during this period; in fact labour 
markets were tight. In the late 1970s and after 1981 there 
was a considerable amount of cyclical unemployment, and 
the actual rate of unemployment was higher than the natu­ 
ral rate. 

What factors contributed to this pattern? Bums fmds that 
the major structural factors that contributed to the upward 
trend in the natural rate in the early to mid-1970s were 
increased unemployment insurance benefits, minimum 
wages, and taxes. After 1976, however, the influence of 
these factors in fact reversed as a result of policy changes. 
Between 1976 and the mid-1980s, the factor that contrib­ 
uted most to the rise in the natural rate was an increase in 
mismatch unemployment provoked by changing energy and 
commodity prices. By the end of 1987, the disruptive im­ 
pact of the oil-price shock had weakened considerably, 
which allowed the natural rate to fall. 

Burns also finds that estimates of the natural rate vary 
from province to province. It was highest for the Atlantic 
provinces and lowest for Ontario. The energy shocks appear 
to have caused considerable disruptions in labour markets 
in the Atlantic provinces. There is also evidence of wage 

spillover among the provinces, as high Ontario wages were 
emulated in provinces with lower productivity. The result 
was an increase in unemployment due to high real wages. 
Quebec and Ontario, which have the most industrialized 
economies, are also the most cyclically sensitive. While the 
growth of labour unions and the oil shocks increased the 
natural rates in these provinces, the strong expansion of the 
Quebec and Ontario economies after 1983 reduced them, 
so that in 1987 they were close to their 1973 levels. 
Manitoba's experience most closely reflects that of Ontario 
and Quebec. The other western provinces, particularly 
Saskatchewan and Alberta, experienced significant 
increases in structural unemployment. High structural 
unemployment in British Columbia reflected changes that 
accumulated over the 1970s, rather than depressed commod­ 
ity prices. Bums concludes that diversification of the 
economy and improved labour market flexibility will likely 
improve the labour market prospects in British Columbia. 

In Chapter 4, Gera, Rahman, and Arcand focus on two 
major questions: have structural imbalances in the Cana­ 
dian labour market indeed increased in the last three decades 
and particularly in the 1980s? And if so, what factors have 
contributed to this increase? 

The authors note that the rise in unemployment in Canada 
in recent years has not been accompanied by a commensu­ 
rate fall in job vacancies. This suggests that structural mis­ 
matches in the labour market have been worsening. They 
analyse a variety of factors that may have impeded the pro­ 
cess of matching people and jobs at the national and the 
regional levels. Particular attention is paid to three possi­ 
ble sources of imbalance: growing regional disparities in 
economic performance; the rise in the proportion of the 
long-term unemployed (individuals continuously unem­ 
ployed for a year or more) suggesting that there is a pool 
of workers whose characteristics do not appear to be in 
demand; and unbalanced growth across industrial sectors 
leading to increased mismatches between labour demand 
(in expanding sectors) and labour supply (workers released 
from declining sectors). 

The authors find that structural imbalances in Canadian 
labour markets have become very significant since 1966. 
While the extent of the mismatches increased in all regional 
labour markets, the most severe shift was experienced by 
the Atlantic provinces, and the least by the Prairie prov­ 
inces. A major new fmding of this investigation is that the 
increase in the proportion of long-term unemployment 
contributed to the growth of structural imbalances in the 
1980s at the national level, and in the Atlantic provinces, 
British Columbia, and the Prairies. Gera, Rahman, and 
Arcand point lü two factors to explain this result. First, the 



job-search intensity of the long-term unemployed tends to 
be lower than that of other unemployed workers. And sec­ 
ond, employers often discriminate against the long-term 
unemployed when hiring, using duration of unemployment 
as a screening device. 

The main purpose of Chapter 5 by Miles Corak is to offer 
a descriptive overview of some of the distributional dimen­ 
sions of Canadian unemployment, and to draw some im­ 
plications for policy. In particular, Corak looks back to the 
business cycle of the 1980s from a perspective that stresses 
the dynamic nature of the labour market, in order to learn 
some lessons for the 1990s. He notes that most analyses of 
the costs and benefits of using restrictive aggregate demand 
policies to reach a particular inflation rate leave unaddressed 
the matter of how these costs and benefits are distributed 
among individuals. 

At first glance there appears to be a great deal of flux in 
the labour market, whereby a relatively large fraction of 
participants experiences some unemployment. Corak fmds, 
for example, that on average about 20 per cent of the labour 
force experiences unemployment at some point during the 
year. During 1982, at the height of the last recession, this 
figure was as high as 28 per cent. Nevertheless, Corak 
argues, this figure may be deceptive. He maintains that it 
is important to examine the entire distribution of the time 
spent unemployed, and not simply a few summary indica­ 
tors. He finds that, in fact, the bulk of the burden of unem­ 
ployment is shouldered by a small minority of the labour 
force. For example, in 1980, just before the last recession, 
only 3.3 per cent of the labour force were unemployed for 
more than six months, yet they accounted for 43 per cent 
of the total time spent unemployed. With the onset of the 
recession, these figures became 7 and 55 per cent, respec­ 
tively, and they were not greatly changed by the recovery. 

The author reviews the dominant framework for 
macroeconomic policymaking. He arrives at two conclu­ 
sions. First, when considering the trade-offs between infla­ 
tion and unemployment, it should be explicitly recognized 
that the burden of unemployment is heavily concentrated 
among a small minority of the labour force. A small frac­ 
tion of the population will pay the costs of a restrictive 
policy designed to reduce the inflation rate, while the ben­ 
efits associated with lower inflation will accrue to society 
as a whole. This distributional issue should be interpreted 
as raising the costs associated with such policies. Second, 
a sharp distinction should not be made between cyclical and 
structural unemployment. The shifts observed in the distri­ 
bution of unemployment during the 1980s could be inter­ 
preted as representing structural changes, but these shifts 
coincided with the onset of the recession. Restrictive 
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aggregate demand policies may in and of themselves induce 
structural changes. In suggesting as much, the author raises 
questions about the validity of the natural rate of unemploy­ 
ment as a useful guide for policy, and calls for more research 
into alternative views of the economy. 

In Chapter 6, Burns seeks the answers to two key ques­ 
tions: Why do differences in provincial unemployment rates 
exist, and why have they worsened over time? He suggests 
that an important explanation lies in differences among 
regional economic structures. According to this view, 
unemployment is higher in Newfoundland than in Ontario 
because Newfoundland's industries tend to be more sea­ 
sonal and less stable. Therefore an individual working in 
Newfoundland will have, all other things being equal, a 
higher probability of being unemployed, and the province 
as a whole will have a higher unemployment rate. 

B urns finds that in the census years 1971, 1981, and 1986, 
a considerable proportion of the disparities in interprovin­ 
cial unemployment rates can be explained by differences 
in provincial industrial structures and in the characteristics 
of provincial populations. As much as 50 per cent of the 
difference between Ontario's unemployment rate and those 
of other provinces can be explained by this factor. The 
remainder of the disparity, he concludes, can be explained 
by nonstructural influences such as local market conditions, 
and by policy factors such as unemployment insurance ben­ 
efits, minimum wages, and social assistance. 

The four papers in Block II, then, come to the following 
main conclusions. First, structural factors - including shifts 
in relative energy and traded-commodity prices and prob­ 
lems associated with the industrial composition of provin­ 
cial economies - account for an important part of the recent 
rise in unemployment in Canada. Second, one outcome of 
rising structural problems in the economy is growing labour 
market imbalances. Both unemployment and job vacancies 
have risen through time, indicating that the mismatch 
between the skills of the unemployed and the requirements 
of jobs have been growing. Third, the distribution of 
unemployment - and, by implication, of mismatches in the 
labour market - has shown some distinctive characteristics. 
Some regions - notably the Atlantic provinces, Alberta, and 
British Columbia - and some individuals, particularly the 
long-term unemployed, have been especially affected by 
rising structural unemployment. 

Block III: Persistence in 
Unemployment 

Unemployment is of concern in Canada not only because 
it has been growing in magnitude and shows distinctive 
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distributional characteristics, but also because it has shown 
a great deal of persistence in recent years. As we pointed 
out earlier, the unemployment rate rose by slightly more 
than 4 percentage points as a result of the recession of the 
early 1980s, and then it was only after seven years of sus­ 
tained economic growth that it fell to its pre-recession level. 
In Block II, the discussion by Burns and Corak pointed 
towards the inertial tendencies in the unemployment rate 
in the 1980s. The four chapters in Block III explore further 
the observed persistence in Canadian unemployment in the 
1980s. In Chapter 7, Corak examines accounting explana­ 
tions of persistence in unemployment that focus on the 
inflows into and the outflows from unemployment. In Chap­ 
ter 8, Rahman and Gera address the question of persistence 
by asking: How big a problem is long-term unemployment 
in Canada? What are its causes? In Chapter 9, Gera and 
Rahman investigate intersectoral labour mobility patterns 
in the 1980s and consider the significance of this factor in 
causing persistence in unemployment. And in Chapter 10, 
Gera and Grenier examine interindustry wage differentials 
as a possible explanation. 

In an accounting sense, unemployment increases when­ 
ever the inflow into the unemployment pool exceeds the 
outflow from it. Moreover, a decline in the outflow, which 
reflects an increase in the duration of unemployment at the 
individual level, will translate into persistence of unemploy­ 
ment at the aggregate level. In Chapter 7, Miles Corak first 
uses monthly Labour Force Survey data to examine expla­ 
nations of the dynamics of unemployment. Second, he 
examines the factors determining the outflows from unem­ 
ployment, focusing especially on why older individuals 
have lower exit rates. 

The author finds that the rise in the aggregate unemploy­ 
ment rate between 1981 and 1983 was the result of both an 
increased inflow into and a decreased outflow from unem­ 
ployment. After 1983, the outflow rate was the dominant 
factor, and the continued high rate of unemployment was 
mainly the result of an increase in the proportion of older 
individuals among the unemployed and a decrease in the 
ability of these individuals to find re-employment. That is, 
changes in the likelihood of finding a job were more 
important than changes in the inflow rate in determining 
movements of the actual unemployment rate. 

In Corak's view, the evidence suggests that employers' 
hiring decisions are biased against older job applicants. 
Firms prefer to invest in workers who are likely to have 
long tenure, high productivity, and regular attendance. If 
employers think that older workers do not fit into this pat­ 
tern, whether or not this is the case in fact, they could be 
discriminated against. He comes to two further conclusions. 

First, the persistence of unemployment during periods of 
recovery is directly proportional to its rise during recessions; 
the deeper the recession, the longer unemployment will 
remain elevated during the recovery. Therefore, macro­ 
economic policy should avoid large negative impacts on the 
economy because such shocks increase the number of bank­ 
ruptcies and preclude the reallocation oflabour within firms, 
the easiest mode of adjustment. Second, the distinction 
between general and specific skills is important in under­ 
standing the reasons for the differential in exit rates for older 
and younger workers. Young workers are likely to have 
general skills which are portable across firms and indus­ 
tries, while older individuals are likely to have firm-specific 
skills. Corak recommends policy initiatives to help older 
workers develop general skills. 

In Chapter 8, Rahman and Gera examine persistence by 
focusing on long-term unemployment. They identify its 
extent and causes, before examining its macroeconomic 
implications. They assess the effectiveness of existing poli­ 
cies aimed at reducing long-term unemployment, and con­ 
sider which alternative policies might be more effective. 

The authors report that the recession of 1981-82 caused 
a dramatic increase in the incidence oflong-term unemploy­ 
ment (which they define as continuous unemployment 
lasting 12 months or more). About 10 per cent of the 
unemployed fell into this category in 1985; while that level 
has been declining since then, in 1989 it was 6.6 per cent­ 
still nearly twice as high as prevailed at the beginning of 
the decade. They suggest that if the increase in long-term 
unemployment during that recession and its persistence 
throughout the subsequent recovery and expansion is any 
indication, it is likely that: (i) the incidence of long-term 
unemployment will increase during the current economic 
downturn; and (ii) when it does, the higher incidence will 
become the new benchmark. 

The probability of leaving unemployment may decline 
as the duration of unemployment increases for the follow­ 
ing reasons. First, there may be adverse psychological 
effects such as depression, discouragement, and alienation. 
As well, individuals' work skills often deteriorate through 
lack of use. Both of these contribute to a progressive dete­ 
rioration in an unemployed worker's human capital. This 
is often referred to as "scarring." Second, the intensity with 
which unemployed individuals search for jobs may fall with 
an increase in unemployment duration. Third, if employers 
use duration of unemployment as a screening device in 
hiring, the long-term unemployed will be pushed to the end 
of the queue [Budd et al. 1987]. 

A comparison of the probabilities of exit from unemploy­ 
ment of the short-term unemployed (those who have been 



unemployed for less than three months) and the long-term 
unemployed (those who have been unemployed for between 
six and twelve months) indicates that for both groups, exit 
probabilities declined sharply during the 1981-82 recession. 
However, while for the short-term unemployed the pros­ 
pects of leaving unemployment rebounded to close to pre­ 
recession levels in 1989, exit probabili ties for the long-term 
unemployed remained well below their pre-recession 
values. Among the long-term unemployed, exit probabili­ 
ties were lowest for workers over 45. Rahman and Gera 
suggest various explanations for the decline in exit rates in 
the 1980s, including the changing composition of employ­ 
ment and changing skill requirements, resulting in mis­ 
matches between labour demand and labour supply; lower 
search intensity among the long-term unemployed; and 
hiring decisions which are biased against the long-term un­ 
employed (also noted by Corak in Chapter 7). 

Another important finding is that the long-term unem­ 
ployed, by becoming marginal players in the labour market, 
did not exert any pressure on wages during the 1980s. This 
leads the authors to suggest that measures to reduce long­ 
term unemployment will reduce the natural rate of unem­ 
ployment without causing inflationary pressures. 

The authors conclude by noting that the Job Development 
Program of the Canadian Jobs Strategy has generally 
performed well in ameliorating the difficulties of the long­ 
term unemployed, but they also suggest that the program 
should be reoriented to incorporate specific assistance to 
older workers, who are most prone to long-term unemploy­ 
ment and therefore in most need of help. In addition, 
improvements could be made to the design of the program. 
For example, the current eligibility criterion (unemployment 
for 24 weeks out of 30) could be shortened to about 
18 weeks. This earlier identification would decrease the 
chances of serious skill erosion associated with long-term 
unemployment [Corak 1990]. 

In Chapter 9, Gera and Rahman examine the role played 
in the persistence of unemployment by shifts in the indus­ 
trial composition of employment Factors such as rapid tech­ 
nological changes, shifts in product demand, and major 
changes in inputs (for example, the oil-price shocks of the 
late 1970s) have disproportionate impacts on different 
sectors. Firms adjust to those shocks by altering the size of 
their labour forces over and above the normal continual 
adjustments. If workers were able to move between firms 
and industries easily and quickly, adjustment to the sectoral 
shocks would be accomplished without generating signifi­ 
cant unemployment. However, the labour reallocation 
process can be time-consuming, particularly if the attributes 
of workers released from the declining sectors do not match 
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the characteristics demanded by expanding sectors. As a 
result, the duration of unemployment and hence total 
unemployment, will increase [Lilien 1982]. 

The authors investigate patterns of labour mobility 
between industries and the unemployment experiences of 
individuals over the recent business cycle. They find that 
the mobility rate (the percentage of employed workers who 
changed industry of employment) was lower in 1985-86 
than it was in 1980-81, just before the recession. This, they 
conclude, indicates that the labour market adjustment 
slowed down, and that was reflected in the growing per­ 
sistence of unemployment in the 1980s. 

Gera and Rahman report four major findings. First, the 
unemployment experience of the majority of job finders 
(those who found a job in 1986 after being separated from 
a job in that year) can be viewed as frictional and part of 
the efficient functioning of the labour market. The vast 
majority of job finders experienced relatively short periods 
of joblessness; only about 3 per cent were jobless for 
27 weeks or more. Second, industry changers (those who 
find a new job in another industry) accounted for a higher 
proportion of the jobless than industry stayers (those who 
found a new job in the same industry). Third, involuntarily 
separated and older workers experienced relatively higher 
durations of joblessness. And fourth, workers' uncertainty 
about employment prospects in other industries contributed 
to a decline in sectoral mobility and a rise in the duration 
of joblessness. The authors conclude that policy emphasis 
should be placed on instruments that encourage the accu­ 
mulation of general training and facilitate the movement 
of workers from declining to expanding sectors. 

Another form of rigidity in the labour market is the 
inability of wages to adjust to a fall in the demand for goods 
and services and, therefore, to a fall in the demand for 
labour. In economic downturns, the combination of a large 
unemployment pool and high, rigid wages will lead to per­ 
sistent unemployment. 

In Chapter 10, Gera and Grenier investigate whether there 
are differences in the wages of equally skilled workers in 
different industries and, if so, whether such differences 
represent wage premiums or rents, as predicted by the 
efficiency-wage argument. The authors then consider 
whether these interindustry wage differentials help explain 
the observed persistence of unemployment in the 1980s. 

The authors estimate interindustry wage differentials by 
industry for various types of workers and different regions 
in Canada, based on the Labour Market Activity Survey of 
1986. They also study the evolution of interindustry wage 
differentials, using census data for 1971, 1981, and 1986. 
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A major finding of the paper is that some industries do, 
in fact, pay wage premiums to their workers, despite the 
fact that those workers have the same skills as workers in 
other, lower-wage industries. Overall, wages ranged from 
33 per cent above the Canadian average (in the tobacco 
industries) to 32 per cent below the average (in health and 
welfare services and religious organizations). These 
interindustry wage differentials are relatively stable over 
time and across regions. Furthermore, high-wage industries 
tend to pay high wages for all types of occupations; simi­ 
larly, all workers in low-wage industries are paid low wages. 

Another important finding is that while overall employ­ 
ment growth reduces the rate of unemployment, the impact 
of growth in high-wage jobs is greater," Over the 1976-89 
period, employment growth in high-wage industries had 
twice as much impact on unemployment rates as employ­ 
ment growth in low-wage industries. For example, lü-per­ 
cent employment growth in high-wage industries in a 
province would reduce that province's unemployment rate 
by 1.1 percentage points, while lü-per-cent employment 
growth in low-wage industries would lead to only a 
0.6-percentage-point reduction in the provincial unemploy­ 
ment rate. These differences reflect stronger employment 
spillover effects associated with higher earnings in the high­ 
wage industries. 

One reason that unemployment in Canada was so per­ 
sistent in the 1980s, according to the authors, was that the 
high-wage sector was slow to recover from the severe 
recessionary shock; it lost some 400,000 jobs during 
1981-83 and did not regain them until 1986. In contrast, 
the low-wage sector gained some 45,000 new jobs between 
1981 and 1983, and during the remainder of the 1980s it 
gained 800,000 more jobs. Nevertheless, the overall unem­ 
ployment rate was still slow to decline. The authors con­ 
clude that the slow pace of job creation in high-wage 
industries, then, combined with the greater impact of high­ 
wage employment growth on total unemployment, may help 
to explain why unemployment in Canada in the 1980s was 
so persistent. 

To summarize Block III, several factors contributed to 
persistence in Canadian unemployment. Long-term unem­ 
ployment represents a growing problem for older workers, 
and employers discriminate against them in their hiring 
decisions. Furthermore, the long-term unemployed search 
less intensely for jobs than do other job seekers; long-term 
unemployment leads to a depreciation of human capital; and 
employers use duration of unemployment as a screening 
device when hiring. Also contributing to persistence in 
unemployment was a decline in the sectoral mobility of 
workers after the 1981-82 recession when, at the same time, 

flows into the unemployment pool were increasing. And 
last, the loss of high-wage jobs has more serious conse­ 
quences for unemployment than does the loss of low-wage 
jobs. 

What Have We Learned? 

The papers in this volume examine a wide range of expla­ 
nations for recent trends in unemployment. There seems to 
be general agreement that most of the rise in the unemploy­ 
ment rate has been structural in nature. Where the authors 
differ is in the reasons that they emphasize. 

The explanations for the rise in the trend in the unem­ 
ployment rate in the 1960s and 1970s seem to be relatively 
straightforward. During the late 1960s through to the mid- 
1970s, the rise in the natural rate of unemployment was due 
mainly to institutional factors such as changes to the 
unemployment insurance system and minimum wage laws. 
The primary sources of increases in the natural rate in the 
mid- to late 1970s were supply shocks such as changing 
energy and commodity prices. 

The story changes dramatically in the 1980s, however. 
In that decade, the distinction between cyclical and struc­ 
tural unemployment became blurred. The contractionary 
monetary shock of 1981-82 raised the unemployment rate 
to 11.8 per cent - a level not seen since the 1930s. The 
inflow into the unemployment pool was higher than was 
typical of earlier business-cycle downturns, and the situa­ 
tion was aggravated in some regions by changes in the 
industrial structure. In addition, Canada experienced a sub­ 
stantial deterioration in its terms of trade and, in particular, 
in agricultural and energy export prices in the 1980s. This 
contributed to the deteriorating unemployment performance 
of the resource-intensive regions. As a result, it took seven 
years for unemployment to return to its pre-recession equi­ 
librium level. This persistence was manifested in the 
increased contribution of duration of unemployment to over­ 
all unemployment. 

The labour market adjustment process during the 1980s 
was tortuous. During the recession of 1981-82, inflows into 
the unemployment pool were large. Unemployed older 
workers and those who lost their jobs involuntarily experi­ 
enced particular difficulty in finding another job. 
Interindustry mobility declined considerably, and the prob­ 
ability of experiencing a prolonged unemployment spell 
increased for all labour force participants. Those who were 
unemployed for a long period of time suffered a loss of 
income, often a deterioration of skills, and uncertainty about 
the future. As a result, many of the individuals who became 



unemployed for cyclical reasons now became part of the 
pool of the structurally unemployed." Although they were 
available for employment, the mismatch between their skills 
and those demanded by employers was too great to over­ 
come. 

Why did it take so long for unemployment to return to 
its pre-recession level of 1981? Our findings suggest that 
both labour demand and labour supply factors played 
important roles. 

Growth in high-wage jobs has a greater impact on reduc­ 
ing the unemployment rate than does growth in low-wage 
jobs. In the 1980s, the slow pace of job creation in high­ 
wage industries, such as manufacturing, played a role in 
the persistence of unemployment. Also, some employers, 
when faced with an excess supply of labour during the 
1980s, were either unwilling or unable to reduce wages. 
Such inflexibility may have slowed the speed of adjustment 
in the labour market And finally, some employers may have 
discriminated against older workers and long-term unem­ 
ployed individuals in their hiring. 

The job-search intensity of the long -term unemployed has 
been lower than for other groups. And unemployment 
insurance benefits may have contributed to the increased 
duration of unemployment in regions where the unemploy­ 
ment situation was already bad. 

It seems fair to conclude, then, that the rise in unem­ 
ployment in the early 1980s was cyclical in origin, trig­ 
gered as it was by a severe contractionary shock. By the 
mid- to late 1980s, however, it became structural in 
nature. 

Policy Challenges 

The high levels of unemployment accompanied by slow 
and difficult labour market adjustment in the 1980s high­ 
light two policy concerns in Canada: 

1 Can governments conduct aggregate-demand manage­ 
ment policies and avoid severe displacement in the labour 
market? 

2 Can governments enhance the ability of the Canadian 
labour market to absorb adverse shocks? 

These concerns become more relevant when we consider 
the policy challenges that confront the Canadian labour 
market in the 1990s. The beginning of the 1990s was 
marked by the onset of an economic downturn. At the time 
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of writing, in May 1991, the unemployment rate was 
10.3 per cent and the incidence of long-term unemployment 
(continuous unemployment of 12 months or more) was 
6.2 per cent. These represent historically high figures at this 
stage of the business cycle. Are we about to see a repeat of 
the 1980s in the 1990s, only magnified? 

The Canadian labour market will face demographic, glo­ 
bal, and social challenges in the coming decade. The aging 
of the population means there will be greater proportions 
of older workers in the labour force. The industrial struc­ 
ture is continually evolving, with the share of the service 
sector gradually increasing. Yet, a strong goods sector will 
continue to be important for the generation of jobs, not only 
for the well-being of that sector itself, but also for that of 
the service sector. Our economy is becoming increasingly 
globalized, and a new international division of labour is 
emerging and irrevocably altering our domestic labour 
markets. Partly because of internationalization and partly 
because of technological change, a greater number of 
workers, particularly older workers, will be displaced as 
smokestack industries decline and some high-technology 
industries expand. 

The policy challenge is to learn from the 1980s in 
order to be able to cope with the emerging realities of 
the 19905. 

Roles of Monetary and Fiscal Policies 

The recession of 1981-82 and the ongoing recession of 
1990-91 demonstrate that contractionary monetary policy 
can, in the short term, reduce inflation. But one lesson of 
the experience after 1981-82 is that it does so at consider­ 
able cost in terms of large numbers of bankruptcies and 
plant closings, which lead to structural changes in our 
econom y and to exceptional job losses. The notion of tem­ 
porary trade-offs between inflation and unemployment, 
then, needs to be reconsidered. 

Can the huge social and economic costs that accompany 
high and persistent unemployment be avoided? Clearly it 
is necessary to maintain a credible macroeconomic stance 
against inflation. But is it necessary that monetary policy 
stand alone in this fight? The Twenty-Seventh Annual 
Review of the Economic Council of Canada. Transitions 
for the 90s [1990], argues that co-ordinated monetary and 
fiscal policies could play a larger role in offsetting the 
requirements of a cyclically driven monetary policy and in 
stabilizing inflation. Indeed, the 1991 federal budget defined 
an inflation target - normally the preserve of the Bank of 
Canada - of 3 per cent (plus or minus 1 per cent) by the 
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end of 1992. This target is a recognition that market 
rigidities may not allow the attainment of a zero-inflation 
rate in the short-run." Some critics would argue that such 
a target means that controlling inflation, not unemployment, 
is still the foremost priority. 

Towards a Flexible Labour Market 

The theme of promoting flexibility in the Canadian labour 
market has attracted a great deal of attention. Recently, 
organizations such as the Economic Council of Canada, the 
Federal Advisory Council on Adjustment, the Canadian 
Labour Market and Productivity Centre, and the Premier's 
Council of Ontario have published reports that focus on this 
issue. 

The fight against higher unemployment cannot be won 
unless labour markets are responsive to market and policy 
signals. Can labour market institutions as they are today 
adequately deal with the anticipated changes? In particu­ 
lar, do we need policies which can effectively enhance the 
flexibility of employers and employees in setting wages? 
The evidence in this book, while not directly addressing 
this question, suggests that there is considerable scope for 
increasing the flexibility of the labour market. For exam­ 
ple, profit-sharing has often been advocated as a flexible 
payment system that would contribute to employment 
expansion. Workers share in the risk borne by the firms by 
agreeing to make part of their compensation dependent on 
the profits of the firm. 

Reforming the collective-bargaining system to include a 
bolder framework for partnership between labour, business, 
and governments to create a better working environment 
has also been suggested [Economic Council of Canada 
1990]. Providing active training and adjustment programs 
for the unemployed, rather than paying them to wait for a 
job, would help workers to adapt to a changing job market. 
For example, the unemployment insurance system could be 
turned into an employment insurance program to prevent 
deskilling of workers by providing them with training, coun­ 
selling, placement, and even relocation services as soon as 
they are faced with the prospect of unemployment. 

Current federal government initiatives in the labour mar­ 
ket devote considerable attention to these issues. For 
example, the recent Labour Force Development Strategy 
outlines programs that include increased assistance to the 
private sector for human-resource planning and training, 
assistance to displaced older workers (through initiatives 
such as the Program for Older Worker Adjustment), and 
more job-related education for young people through the 

Canadian Jobs Strategy. Also, Bill C-21, which was passed 
in 1990, introduces three major changes to the Unemploy­ 
ment Insurance (Ul) program: 1) it increases the minimum 
number of weeks of work required to be eligible for U1 ben­ 
efits; 2) it reduces the duration of benefits; and 3) it pro­ 
vides for stiffer penalties for voluntarily quitting a job. 
While the UI program continues to provide temporary 
income protection, its focus is being shifted from concern 
only with passive income support to include training. The 
changes introduced with Bill C-21 earmark $775 million per 
year from the UI account for skill-upgrading programs. 

On January 14, 1991, the federal government announced 
the creation of the Canadian Labour Force Development 
Board. Its mandate is to "ensure that the private sector plays 
an active role in decisions affecting skills training in 
Canada." It will "concentrate its energies on identifying skill 
needs of the labour market and the training of our workers" 
[Canadian Labour Market and Productivity Centre 1991]. 
In co-operation with business,labour, and government, the 
board will monitor and evaluate training programs, develop 
national training standards, establish training budgets under 
U1 programs, and find the most cost-effective ways to im­ 
plement training strategies." 

Other measures for improving flexibility in the labour 
market suggested by the papers in this volume are the fol­ 
lowing: 

• Earlier identification of individuals who are likely to 
become long-term unemployed would help minimize skill 
erosion. 

• Policies to help reintegrate older workers into the work 
force would be beneficial. Here, the principles of the 
Ontario government's "Transitions" program merit close 
attention. 

• Promoting sectoral or regional mobility through train­ 
ing and information will help to reduce the mismatch 
between labour demand and labour supply. 

• Several policies to help laid-off workers, who bear a 
disproportionate burden of the rise in cyclical unemploy­ 
ment, are put forward. Advance notice of layoffs might help 
significantly in reducing the probability of unemployment 
upon displacement. Introducing employment-sharing 
options might contribute significantly to reducing unem­ 
ployment. Examples of such policies include: reductions in 
the standard work week; policies to encourage individual 
employees to take voluntary work-time reductions such as 
job sharing and early retirement, with proportionate reduc­ 
tions in pay; and enhancing the use of U1 benefits for work 
sharing. 



Directions/or Future Research 

There are two particular areas where further research is 
needed to broaden our understanding of unemployment 
issues in the Canadian labour market. These are the hyster­ 
esis effect, and the impact of growth in high-wage sectors 
on unemployment. 

Although the hysteresis effect provides a plausible 
explanation of the broad trends in unemployment in some 
countries during the 1980s, the theory is still in its infancy 
and much research remains to be done. In particular, the 
analytical framework needs to be expanded to develop test­ 
able hypotheses at a disaggregated level. 

Clearly, more empirical research is necessary to estab­ 
lish the theory's relevance to the Canadian situation. Some 
questions that should be asked are: does unemployment 
generated by a temporary shock become a permanent fix­ 
ture? What are the implications for the effectiveness of 
demand-management policies if hysteresis effects are 
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present? Does the implementation of expansionary demand­ 
management policies in one period lower the natural rate 
of unemployment in the next? Was the high level of unem­ 
ployment in Canada during the 1980s a manifestation of a 
"hysteresis effect" or of "persistence"? Does it make a 
policy difference? 

A second promising avenue of research concerns the role 
of the high-wage sector in prolonging unemployment when 
high-wage jobs are lost, on the one hand, and reducing 
unemployment when high-wage jobs are created, on the 
other. In other words, not all jobs are created equal- it 
would seem that there is a much larger effect on the unem­ 
ployment rate when high-wage jobs are created than when 
low-wage jobs are created. Further research is necessary 
before this kind of argument can yield definitive policy 
implications, but it suggests that policies that have differ­ 
ential impacts on the high- and low-wage sectors may need 
to be identified, both from the viewpoints of overall eco­ 
nomic growth and unemployment. 



Block I: Historical Perspectives 
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political arm. The CCF itself gained considerable political 
support, leading. in the national polls and becoming the 
Saskatchewan government in 1944. The war experience le­ 
gitimized state economic planning, and the success of the 
CCF pushed the Conservatives and Liberals into reform 
waters. 

A political consensus emerged that democratic govern­ 
ments were responsible for continuing to provide the eco­ 
nomic stability and full employment that had been realized 
during the war. What remained to be decided was precisely 
how the federal government would carry out this new re­ 
sponsibility. Would it move towards a socialized economy? 
Would substantial parts of the wartime apparatus of regu­ 
lations and controls be retained? To what extent would capi­ 
talism and liberal democracy remain? There were concerns 
about the implications of economic planning for democracy 
and capitalism, freedom and efficiency. The government 
thus appeared to be facing a trade-off between economic 
planning/full employment on the one hand, and capitalist 
democracy/unemployment on the other. 

However, the advent of the Keynesian approach provided 
the government with a middle point in the trade-off between 
planning and the market. While the 1943 Throne Speech 
had talked of securing "full employment after the war" 
[italics added], a subtle but important shift in the nature of 
this goal occurred once the war was over. The government's 
postwar strategy, presented in the White Paper on Employ­ 
ment and Income and the Green Book proposals in 1945, 
put forward the overriding political objectives of economic 
stability and high-employment levels.' The goal oî full em­ 
ployment contained in the original draft of the White Paper 
was changed to a "high and stable" level of employment 
at the insistence of C. D. Howe [italics addedl.' 

The White Paper's analysis and policy approach were 
built on Keynesian reasoning, whereby unemployment was 
perceived to be the result of insufficient demand for domes­ 
tic production. The government's task was seen as ensuring 
that the four components of aggregate demand - consump­ 
tion, investment, public spending, and exports - were large 
and stable so as to perpetuate high levels of employment. 
This focus on demand suggested that no particular array of 
supply conditions was a prerequisite for high employment, 
and thereby absolved the government of responsibility for 
shaping supply-related factors such as the labour market, 
investment patterns, and technological development. It en­ 
tailed a low level of government control and the continued 
primacy of the market economy. 

The White Paper included specific prescriptions for the 
management of each element of aggregate demand. It re- 

jected an employment policy involving high levels of gov­ 
ernment spending, large public works, takeovers of private 
industry, and state economic planning, and instead encour­ 
aged full and fast decontrol of the wartime economy. It pro­ 
posed that the government influence private investment in­ 
directly by creating an environment conducive to healthy 
profit expectations through lower taxes, stable consumer 
income, and an expansionary monetary policy. Exports were 
to be encouraged by means of government efforts to ex­ 
pand external markets through liberalized international 
trade. And a modest array of social security measures in 
the areas of pensions and health insurance (mostly self­ 
financing) was advanced to help sustain consumption. The 
anticipated extent of economic redistribution was marginal. 
All of these measures were to be put into operation in a 
context of countercyclical budgeting - deficits in recessions, 
surpluses in boom times - to even out the business cycle. 

None of these tactics involved coercive measures, exten­ 
sive political economic involvement, or major institutional 
change. Capitalism's legitimacy was revalidated by the 
Keynesian undermining of the argument that full employ­ 
ment required economic planning, state ownership, and new 
administrative arrangements. Instead, Keynesianism posed 
the limited agenda of macroeconomic management of the 
major components of national income, which required broad 
policy inducements rather than an array of coercive, 
microspecific interventions. Matters such as the detailed 
composition of aggregate demand components, the nature 
and mix of employment, and the character of productive 
capacity were to be left to the determination of individual 
market decisions. 

These decisions had significant political consequences. 
Unemployment was depoliticized, and came to be seen as 
a technical problem to be addressed by technical means with 
few political or institutional implications. No extra plan­ 
ning or regulation was called for, and there was therefore 
no need for planning boards, regulatory bodies, or active 
popular participation in decision making. The government's 
limited involvement would be pragmatic, apolitical, and 
technocratic. Organized labour, despite its political strength 
at war's end, did not gain any power. Labour, in effect, 
traded off its call for public ownership and a voice in eco­ 
nomic decisions in return for distributional gains in the form 
of social security and rising employment. 

Thus the Canadian "full-employment" commitment was 
a restrained one in which the government pledged to per­ 
petuate "high" levels of employment. This limited policy 
commitment has not been extended. Defining full employ­ 
ment has been a slippery and elusive goal; as one analyst 
put it, "there has never been a categorical, politically 



expressed commitment to full employment" [Doern 1985, 
34]. Compared with the experiences of other countries, the 
1945 Canadian commitment was tilted towards the goals 
of efficiency and freedom rather than those of equity and 
stabilization. Canada's postwar policy orientation gave more 
prominence to private enterprise than did that of the United 
Kingdom or Australia, and insisted to a greater degree that 
public initiatives be subservient to private enterprise [Merry 
and Bruns 1945]. The Canadian employment commitment 
required no significant changes in either institutions or pub­ 
lic behaviour and practice. A high level of employment was 
established as a policy priority, but so too was the perpetu­ 
ation of liberal capitalist institutions and processes, as more 
radical proposals for government intervention were removed 
from the policy agenda. 

Employment Policy, 1945-75 

While the period 1945-75 cannot be characterized as an 
era of unwavering commitment to the employment goal, 
the fundamental approach to unemployment did not change 
in a qualitative sense until 1975, when controlling infla­ 
tion supplanted containing unemployment as the critical 
policy target. By the standards of the immediate postwar 
period, the economy experienced few sustained periods of 
"full" employment between 1945 and 1975. Indeed, the 
unemployment rate was below 4 per cent in fewer than half 
the postwar years, and was either relatively high or rising 
in many of the remaining years (Table 2-1). The vast ma­ 
jority of postwar budgets were passive, having a relatively 
insignificant impact on economic conditions. The follow­ 
ing discussion highlights certain key policy moments when 
unemployment rose or remained high. 

The immediate postwar expansion began to slow down 
in the late 1940s. Exports decreased in late 1949 and early 
1950, private investment slowed, and unemployment rose 
steadily from 1948 through to the Korean War. These de­ 
velopments were acknowledged in the Throne Speech of 
1950, which characterized this unemployment as being due 
to "seasonal and local factors" and not deserving of a gen­ 
eral, macroeconomic response. It rose in the late 1940s as 
the immediate postwar expansion began to slow down. The 
government's view at that time was that the rise in unem­ 
ployment would provide the first real "test" of the social 
security provisions established under unemployment insur­ 
ance legislation; later changes would widen the scope of 
those provisions [Campbell 1987, Ch. 8]. This foreshad­ 
owed the ongoing trade-off between unemployment/social 
security, on the one hand, and full employment/further gov­ 
ernment intervention, on the other. The government pointed 
to four reasons for the rise in unemployment, all of which 
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were outside its control: labour growth and immobility, sea­ 
sonal factors, regional unevenness, and declining export 
opportunities. It let market forces deal with the perceived 
"local" or "residual" rise in unemployment, maintaining that 
any other course of action would require greater interven­ 
tion, economic planning, and institutional change.' 

The same story unfolded in 1953-54. The Throne Speech 
acknowledged the existence of "some unemployment of a 
regional and seasonal nature," and proposed to help job­ 
less workers by improving unemployment insurance ben­ 
efits.' Ministers (e.g., Howe and Abbott) argued that firms 
were not sufficiently competitive and that downturns were 
inevitable: "Not every industry in every part of the economy 
can expect to be profitable and fully employed at all times." 
The situation was depicted as one that would correct itself, 
and government attempts to alleviate the situation were as 
likely to aggravate as help conditions. A short-term rise in 
unemployment would, argued Labour Minister Gregg, im­ 
prove longer-term development and employment prospects. 
In 1954 the government presented a balanced budget," 

As the 1957 budget was being prepared, both unemploy­ 
ment and inflation were rising, and the government was 
unsure of which economic signal it should respond to. The 
Department of Finance cautioned against inflationary pres­ 
sures, and the Department of Trade and Commerce warned 
of the danger of recession. The government chose to heed 
the former, and presented a restrictive budget just as the 
economy was about to enter a recession.' 

During the 1958-60 period, the government produced 
tight to moderate fiscal and monetary policies for anti­ 
inflationary reasons, at a time when the economy was slug­ 
gish and unemployment was high. Budgetary deficits 
occurred, in spite of the declared balanced-budget govern­ 
ment policy, because of weak economic circumstances. 

Policy in the early 1960s was informed by a consensus 
that unemployment was not only the result of insufficient 
demand, but was also affected by supply-side and micro­ 
economic variables. These included rapid labour force 
growth and automation and technological change. The gov­ 
ernment turned away from Keynesian analysis and policy 
in favour of long-run, supply-oriented policies, with an eye 
to increasing productivity and competitiveness in a context 
of heightened international competition. The view that un­ 
employment was a structural problem that necessitated a 
more sophisticated and mobile work force and a reshaped 
economy was the origin of federal manpower policy in 
Canada. The government also introduced regional and in­ 
dustrial policies and a number of institutional changes at 
this time. In the trade-off between unemployment and 
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Table 2-1 

Major Economic Indicators, Canada, Selected Years, 1948-86 (real terms) 

Change in 
Change in Change in fixed capital Change in 

GDP Unemployment CPI investment exports 

(Percentage points) (Per cent) (Percentage points) 

1948 1.5 2.3 14.5 13.5 0.8 
1949 4.5 2.8 3.1 8.0 -5.3 
1950 7.8 3.6 2.8 7.6 -D.9 
1953 5.0 3.0 0.9 12.2 -1.3 
1954 -1.1 4.6 0.6 0.2 -3.6 
1958 2.2 7.0 2.7 -1.3 -0.9 
1959 3.9 6.0 1.1 0.7 3.8 
1960 2.9 7.0 1.2 -3.1 4.5 
1961 3.1 7.1 0.9 -D.3 6.8 
1962 7.1 5.9 1.2 4.4 4.1 
1963 5.2 5.5 1.8 4.5 9.2 
1964 6.7 4.7 1.7 13.2 12.6 
1968 5.4 4.5 4.1 0.5 12.6 
1969 5.4 4.4 4.6 5.4 8.0 
1970 2.6 5.7 3.3 0.3 8.7 
1973 7.7 5.5 7.6 9.9 10.6 
1974 4.4 5.3 10.9 6.6 -2.0 
1975 2.6 6.9 10.8 5.8 -6.8 
1976 6.2 7.1 7.5 4.6 10.6 
1977 3.6 8.1 8.0 2.1 8.9 
1978 4.6 8.3 8.9 3.1 13.6 
1979 3.9 7.4 9.2 8.5 5.0 
1980 1.5 7.5 10.2 10.1 2.7 
1981 3.7 7.5 12.5 11.8 4.4 
1982 -3.2 11.0 10.8 -11.0 -2.2 
1985 4.3 10.5 4.0 8.1 6.0 
1986 3.3 9.6 4.2 5.1 4.7 

SOURCE Statistics Canada, Canadian Economic Observer: Historical Statistical Supplement, Cat. 11-210,1988. 

institutional change, the Diefenbaker government moved to­ 
wards the latter - albeit in a marginal and tentative way. 
As it did, it was accused of using coercive measures and of 
interfering politically in the market." 

Canada came closest to having a full-employment policy 
in 1963, when the Liberals returned to power in a minority 
position. The Throne Speech declared that "any Cana­ 
dian ... who wants a job must be able to find one."? This 
more explicit commitment resulted in increased state inter­ 
vention in the economy and an elaborate set of government 
instruments, including sectoral policies such as the Auto 
Pact; regional policies including the designation of regional 
development areas; manpower policies - e.g., the Adult 
Occupational Training Act; and new institutions, such as 
the Economic Council of Canada, the Science Council of 
Canada, the Department of Industry, the Atlantic Develop- 

ment Board, and the Treasury Board. The tools used to 
achieve the employment target, however, did not extend to 
fiscal policy. The government relied on long-term structural 
policies to address the perceived structural causes of un­ 
employment, rather than short-term fiscal policies that might 
have provided some immediate relief.'? Ironically, then, the 
budgets of 1963 and 1964 were balanced instead of being 
expansionary. 

In the late 1960s, the advent of stagflation again forced 
the government to choose between dealing with inflation 
or unemployment. It chose to deal with inflation, produc­ 
ing a balanced budget in 1968 when unemployment stood 
at 5 per cent." Finance Minister Benson argued that infla­ 
tion generated unemployment over the long term, and that 
in any event the impact of inflation was universal while that 
of unemployment was concentrated. 



In 1969, there was considerable agreement that inflation 
ought to continue to be the focus of government policy, and 
even the NDP concurred. The surplus for that year, planned 
at $250 million, was $1 billion, complementing the 
counterinflationary effects of record interest rates and a 
2-per -cent decline in the money supply. 12 In 1970 inflation 
declined by 1.3 percentage points, while unemployment - 
rose by 1.3 percentage points. Benson, while admitting that 
the policy squeeze on inflation was causing unemployment 
to rise, promised to be "resolute in continuing to restrain 
the demands that are made on the economy." In the late 
1960s, then, the employment goal was sacrificed for the 
sake of price stability, with the result that unemployment 
rose from 4.4 to 6.2 per cent. 

In the 1972 election, the Liberal party was returned to 
office with a minority government, conscious of the un­ 
popularity of its unemployment-generating budgets of the 
late 1960s. Not surprisingly, then, the employment goal re­ 
gained its primacy in the 1973 and 1974 budgets. But by 
this time no one was naively Keynesian in orientation: the 
inflation/unemployment dilemma was acknowledged, and 
these budgets attempted to reduce unemployment without 
exacerbating inflationary pressures. A supply-side orienta­ 
tion dominated in Finance Minister Turner's budget strat­ 
egy of accelerating economic growth and increasing em­ 
ployment and the supply of goods, while decreasing 
pressures on costs and wages. Tax cuts were the key in­ 
strument in this strategy." Despite rising inflation, highly 
expansionary monetary and fiscal policies prevailed, and 
economic controls were rejected on grounds of both politi­ 
cal freedom and economic efficiency. Inflationary pressures 
mounted, while unemployment diminished only marginally 
over the short term. 

The Decline of the Employment 
Objective after 1975 

While the employment objective was never formally 
abandoned, it was clear by 1975 that something had 
changed. The objective had lost its political and moral reso­ 
nance, and faith in Keynesian tools had diminished. That 
year, despite unemployment that was high by postwar stand­ 
ards, the focus was on controlling public spending, with a 
$1-billion spending cut proposed in a budget that was es­ 
sentially a last attempt to avoid imposing economic con­ 
trols." The planned budget deficit was a passive one - the 
result of a recession-induced drop in revenues and a rise in 
program spending - rather than discretionary government 
action. Turner resigned as Minister of Finance in Septem­ 
ber - in part because of his disinclination to impose con­ 
trols - and the following month the government presented 
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a major anti-inflation program that included wage and price 
controls and tighter monetary and fiscal policies. Public 
spending was to be limited to the rate of GNP growth, and 
monetarist gradualism promised to slow the rate of growth 
of the money supply. 

In the 1976 budget, Finance Minister Macdonald - faced 
with continued high unemployment and high but diminished 
inflation - restated the government's intention to reduce 
government spending. When introducing changes to labour 
policy, he cited a 1976 Economic Council report demon­ 
strating that aggregate unemployment statistics were mis­ 
leading, and that a substantial part of unemployment - 5 to 
7 per cent - was "normal." Institutional changes (unemploy­ 
ment insurance, training programs, minimum wages) and 
demographic pressures (the baby-boom bulge and the in­ 
creased participation rate of women), it was argued, cre­ 
ated structural and frictional dimensions to unemployment 
that should not be addressed by demand policy. He intro­ 
duced a series of changes to Unemployment Insurance (UI) 
to encourage those with jobs to retain them, and those with­ 
out jobs to seek them. IS The shift to an anti-inflationary 
stance saw increases in the consumer price index level off 
in the 7-to-9-per-cent range in the late 1970s. Nevertheless, 
while there was considerable output and employment 
growth, the unemployment rate increased to over 8 per cent. 

The Conservative government's 1979 Throne Speech 
looked to individual initiative to generate growth. The sub­ 
sequent budget declared an unemployment rate in the 4-to- 
5-per-cent range to be a thing of the past, and proposed to 
raise taxes and restrain spending in order to reduce the defi­ 
cit," But the government was defeated over the budget, and 
an economic downturn began in the early 1980s. The new 
Liberal government reintroduced a number of the 1979 tax 
measures, and again assigned priority to reducing the defi­ 
cit and limiting government spending. An extremely tight 
monetary policy was implemented, causing interest rates 
to rise to a record high of 21.5 per cent in the summer of 
1981.17 

The 1981 budget was moderately restrictive on the eve 
of an intense recession. Unemployment was not explicitly 
addressed, although it rose from 7.5 per cent in 1981 to 
11 per cent in 1982. The policy centrepieces of the 1982 
budget were the anti-inflationary "6-and-5" program and 
deficit reduction, despite the fact that unemployment stood 
at 11 per cent and monetary policy continued to be tight." 

The Conservative government elected in 1984 adopted 
an indirect employment strategy of promoting entrepreneur­ 
ship, economic initiative, and risk-taking to encourage pri­ 
vate firms to invest and provide jobs. At the same time, it 
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emphasized deficit reduction, presenting this as the key to 
increased growth and reduced inflation and unemployment 
in its 1985 and subsequent budgets." In addition, in re­ 
sponse to structural changes in the labour market, a policy 
of training and retraining, oriented to the private sector, was 
to be pursued. 

Policy advice to the government followed a similar vein. 
The Macdonald Commission rejected short-term measures 
for dealing with unemployment in favour of a medium- to 
long-term strategy of establishing an appropriate environ­ 
ment for economic progress." The Forget Commission con­ 
cluded that "unemployment is no longer a short-term cy­ 
clical event affecting only a few marginal workers and 
companies .... Increasingly, unemployment arises from 
major structural changes in the economy involving whole 
industries, occupations, communities and regions.'?' All of 
this was a far cry from the political and economic discourse 
of 1945. 

On the basis of this historical survey, the following ten­ 
tative conclusions can be drawn: 

• The employment objective was not pursued as vigor­ 
ously as even the restrained 1945 commitment might have 
suggested. 

• In the early postwar years, unemployment increases 
due to factors other than deficient demand were tolerated 
by governments, and left to market resolution. 

• In the late 1950s and 1960s, the concept of structural 
unemployment led governments to introduce a variety of 
supply-related and institutional policies. 

• In the mid- to late 1960s (and again in the mid-1970s 
and early 1980s) inflation supplanted unemployment as the 
predominant policy concern, and governments consciously 
chose to accept higher unemployment in order to realize 
lower inflation. 

• In minority government situations, unemployment 
prevailed over inflation as the primary policy concern. 

• When governments decided to pursue the employment 
objective, complementary policies and institutions such as 
supply-side measures and income controls were seen as 
necessary. 

• A consensus emerged during the 1980s that the na­ 
ture of unemployment had changed as a result of demo­ 
graphic, social, and policy developments, and that a differ­ 
ent set of supply-side policies was therefore required. 

• Since the early 1980s, an increased reliance on mar­ 
ket forces has dominated policy and employment consid­ 
erations; reducing the deficit, restraining the role of gov­ 
ernment, and increasing individual initiative have been the 
predominant political and economic directions taken, the 
assumption being that the market model provides the de­ 
sired results in terms of employment. 

Conceptual Development 

By the 1980s, governments were willing to tolerate rates 
of unemployment two to three times higher than were ac­ 
ceptable after the war. Both policy experience and new re­ 
search suggested that unemployment was more complex 
than had been anticipated. The character of the 1945 
Keynesian commitment, with its narrow conceptualization 
of unemployment, limited array of strategies, and percep­ 
tion of the employment objective as costless, eventually 
came home to roost, causing disillusionment and unpre­ 
paredness. The rise and fall of Keynesianism illustrated the 
nature of the policy trade-offs facing governments. 

The Disaggregation of Unemployment and the 
Rediscovery of Voluntary Unemployment 

In the late 19th century the view emerged that a large 
proportion of unemployment was not voluntary, but rather 
caused by the disruptive swings of the business cycle. 
Previously, those not working were considered "idle" or 
voluntarily unemployed. Modem economic theory "deper­ 
sonalized" the concept of unemployment, lifting some of 
the responsibility for unemployment from the individual 
[Garraty 1978,4-5]. Keynes demonstrated that unemploy­ 
ment was the result of an insufficiency of demand or, 
equivalently, of national income. As individuals could not 
control the level of national income, their unemployment 
was considered to be involuntary, and the state was assigned 
the role of managing national income to minimize unem­ 
ployment. 

Keynes's analysis was an "aggregate" one, suggesting 
that all unemployment was essentially the same - related 
to insufficient demand. This idea was simple, understand­ 
able, and easy to implement in policy terms, hence its po­ 
litical attractiveness. It was apparently apolitical and 
costless, in contrast with supply-side analysis, whose spe­ 
cific and detailed interventions required delicate political 
choices and institutional changes [Campbell 1987, Ch. 2]. 
The postwar employment objective was thus driven by the 
twin concepts of unemployment as involuntary and aggre- 



gate in character. Neither concept survived the postwar ex­ 
perience. 

Earlier in this chapter the historical survey concluded that 
early postwar governments were willing to accept unem­ 
ployment attributable to factors other than deficient aggre­ 
gate demand - such as weather, regional conditions or 
changes in international circumstances - and leave that por­ 
tion of unemployment to be dealt with by market forces. In 
the Diefenbaker era, unemployment was increasingly seen 
to be "structural," related to technological change, and there­ 
fore not amenable to Keynesian manipulation. Instead, it 
required longer-term supply and structural policies, which 
meant tolerating unemployment in the short term. This 
structural orientation, with unemployment disaggregated 
into seasonal, frictional, and structural components, pre­ 
dominated in the Economic Council's first four annual re­ 
views and in the Gordon budgets. Unemployment was seen 
as a supply-side, institutional problern.P (Later, in the 
1980s, labour supply and demand imbalances and adjust­ 
ment lags in a rapidly changing economy were to be iden­ 
tified as additional structural sources of unemployment.)" 

Demographic developments produced a further disaggre­ 
gation of the unemployment rate. Women's participation 
in the labour force rose from 35 per cent in 1966 to 56 per 
cent in 1987, with the result that two-income families be­ 
came increasingly prevalent; at the same time, female un­ 
employment became higher than average. Simultaneously, 
as the baby-boom generation worked its way into the la­ 
bour force, a youth unemployment rate two to three times 
higher than that of oilier age groups prevailed." These phe­ 
nomena informed policy advice and action in the 1980s, 
the implicit assumption being that a higher level of unem­ 
ployment could be tolerated among individuals who were 
not considered "primary earners. "25 

Finally, it was recognized that aggregate unemployment 
figures masked considerable regional variation. Early post­ 
war governments accepted this as inevitable, but from 
Diefenbaker on, they gave priority to regional action and 
pursued it through non-Keynesian, supply-side policies. 
This policy orientation was based in part on analysis sug­ 
gesting that unemployment could not be significantly low­ 
ered without addressing regional weaknesses." 

The disaggregation of unemployment into different com­ 
ponent parts over the course of the postwar period compli­ 
cated policy responses to unemployment. Governments had 
several options. They could claim that non-demand-based 
unemployment was outside the domain of political respon­ 
sibility. Or they could deal with it, either through social 
security measures or through institutional developments and 
market interventions. 
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Until the mid-1970s, the idea that unemployment was 
primarily involuntary persisted, giving the concept of un­ 
employment continuing moral and ideological resonance 
that demanded policy attention. From around the middle 
of the decade on, however, economic analysts convinced 
government that a substantial part of unemployment was 
voluntary. For example, unemployment insurance - all but 
universal by the early 1970s - was seen to have produced 
voluntary unemployment by making the "pain" of unem­ 
ployment less intense [pal 1988, 28,39,41,51,70-72]. The 
existence of simultaneously rising unemployment and job 
vacancies suggested to some that unemployment increas­ 
ingly reflected a personal choice." And new analysis indi­ 
cated that a considerable part of total unemployment was 
related to the extended turnover time of people attempting 
to improve their situation as they moved from one job to 
another. Calculations in the Economic Council's 1976 re­ 
port, People and Jobs, produced an unemployment rate fig­ 
ure of 3 per cent by leaving out seekers of part-time jobs, 
teenagers, old people, and those who had left jobs in order 
to seek better positions." Unemployment was even viewed 
as productive to the extent that it improved the possibility 
of good matches between the supply of and demand for 
labour. At the same time, social programs and the phenom­ 
enon of two-income families undermined the emotional and 
moral resonance of unemployment by easing the degree of 
economic hardship associated with it. 

The disaggregation of unemployment into various com­ 
ponents with differing causes and the rediscovery of vol­ 
untary unemployment have complicated the concept of un­ 
employment and made the discourse around it much less 
certain. The idea of the unemployment rate has been chal­ 
lenged in some quarters as analytically suspect and irrational 
in policy terms." The debate over supply versus demand 
sources of unemployment has become complex and heated, 
with over half a dozen explanations of unemployment cur­ 
rently informing analysis and discussions." This lack of 
agreement has increased the range of potential policy op­ 
tions, resulting in policy experimentation and flip-flopping. 
At ilie same time, the sense of policy failure or ineffective­ 
ness has resulted in less reliance on policy measures to 
reduce unemployment. 

The Employment Objective and 
Trade-Offs 

The 1945 Keynesian employment commitment appeared 
costless to policymakers: it did not require dramatic insti­ 
tutional change or planning, and it offered benefits but no 
costs to all classes and strata of society. This perception of 
costlessness persisted for two decades. Even the nonag­ 
gregate rises in unemployment confronted by governments 
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in the 1940s and 1950s were accepted as inevitable, and 
were mitigated by improved unemployment insurance. The 
cost of the institutional change required to deal with un­ 
employment in a more fundamental way was considered 
too high. 

This evaluation changed in two stages over the follow­ 
ing two decades. First, the Phillips-curve paradigm of a 
trade-off between high employment and price stability sug­ 
gested that there was an inflationary bias at or near full 
employment. This was seen to be a policy "nuisance," but 
the inflation costs of high employment were seen to be tol­ 
erable and acceptable, if not attractive." However, the con­ 
cept of full or high employment was softened. An optimal 
level of unemployment could no longer be envisioned as 
being independent of other factors; unemployment could 
now be considered only in the context of its relationship to 
prices. This diffused the employment objective. 

Second, the inflation costs that had to be traded off against 
full employment came to be seen as both politically and 
economically unacceptable. Politically, the universality of 
inflation stood in contrast to the limited and specific na­ 
ture of unemployment. On the economic level, the view 
emerged (modifying the simple Phillips-curve approach) 
that without institutional change there was no stable trade­ 
off between price stability and employment. Attempting to 
increase or stabilize employment at a given inflation rate 
would only raise the inflation rate associated with the ini­ 
tial level of employment. Governments were told that be­ 
cause there was no trade-off, the long-term prospects for 
reducing unemployment lay exclusively with a policy of 
cutting inflation." Unemployment thus became a second­ 
ary objective, and its importance in policy was replaced by 
the now more evocative goals of reducing the deficit, con­ 
trolling government spending, and restraining inflation. 

In light of the view that there was no stable trade-off be­ 
tween full employment and inflation, governments had two 
policy options: to drop the employment objective and di­ 
rect their policy energies towards eliminating inflation, or 
to devise nonconventional policies to achieve the desired 
employment levels at a less inflationary cost. 

In the late 1960s and early 1970s, governments attempted 
to retain the employment objective in a politically costless 
way and without institutional change. The Turner budgets 
reflected an ostensibly costless approach to inflation and 
unemployment; their strategy involved increasing supply 
through tax cuts, in order to stimulate employment while 
restraining costs. In addition, various attempts were made 
to circumvent the unemployment/inflation trade-off 
through, for example, voluntary price and wage restraints, 

the 1969 Prices and Incomes Commission, and the tripar­ 
tite discussions undertaken in the 1970s. 

Ironically, the costs associated with institutional change 
were eventually accepted in order to diminish inflationary 
pressures when the government introduced wage and price 
controls in October 1975. It had become abundantly clear 
that the unemployment/inflation trade-off had to be evalu­ 
ated in the context of the trade-off between these objec­ 
tives and institutional change. 

The "Natural" Rate of Unemployment 

The meaning of full or acceptable levels of employment 
has changed since the war. In the early 1960s, a rate of em­ 
ployment of 97 per cent of the labour force was deemed to 
be full employment, while in the late 1960s and early 1970s 
a precise target was avoided. In 1974, the Economic Council 
of Canada set 4.5 per cent as a full-employment goal. In 
1979, it presented the notion of a full-employment objec­ 
tive fixed at the level attainable without creating inflation­ 
ary pressures: the "equilibrium" or "natural" rate, or the "non­ 
accelerating inflation rate of unemployment" (NAIRU).J3 
This concept has dominated discussions of unemployment 
policy ever since. The NAIRU was seen to have risen to 
between 5.5 and 7.5 per cent in the 1970s for structural and 
institutional reasons. It is now widely accepted as being in 
the 6.5-to-8-per-cent range, and only the portion of unem­ 
ployment above this rate is considered to be Keynesian or 
cyclical." 

The NAIRU was the logical culmination of the concep­ 
tual and disaggregating developments discussed earlier in 
this paper - the idea that unemployment resulted from struc­ 
tural, policy, and demographic factors. The concept of 
NAIRU has weakened the emotional and political import 
of unemployment. It is now the view that this segment of 
unemployment cannot be eliminated without institutional 
change, and is therefore beyond the ready control of 
demand-side government efforts. And the difficulty of pre­ 
cisely quantifying the NAIRU makes it relatively easy for 
governments to identify it as being at or near the present 
level of unemployment. 

The acceptance of a given NAIRU, though, is a political 
decision, for it can be altered; the 1978 tightening of VI, 
for instance, was estimated to have decreased the NAIRU 
by 0.5 to 1.0 percentage points. Institutional changes could 
conceivably lower the rate further. The critical factor - and 
one that is inherent in the idea of NAIRU - is the relation­ 
ship between unemployment and other goals. The 
Macdonald Commission concluded in 1985 that reducing 



the unemployment rate to the 6-to-8-per-cent range would 
require an incomes policy of some kind; reducing it to below 
5 per cent would require a "demonstration of political will 
by all major groups in society.'?' There is a fundamental 
relationship between unemployment and political will. 
Canadians face a basic trade-off between the values associ­ 
ated with the employment objective and institutional change. 

Comparative Perspectives 

The unemployment experiences of various capitalist 
countries since World War II have differed considerably. 
It is apparent in a comparison among Canada, Austria, 
Japan, and Sweden (Table 2-2) - four countries with widely 
varying political and economic structures - that Canada has 
had relatively high unemployment rates, while Austria, 
Japan, and Sweden have consistently experienced lower 
rates. What differentiates these countries' unemployment 
experiences is the institutions and procedures that have been 
developed to translate citizens' preferences into public poli­ 
cies. These institutions vary in their capacity to realize goals. 
Indeed, with regard to the employment objective, countries 
have high, medium, and low capacities. These differences 
are a matter of political will, a "national politics of employ­ 
ment" that reflects institutional and cultural differences 
[Thorburn 1986]. 

The Anglo-American democracies, such as Canada, the 
United States, and the United Kingdom, placed a high priority 
on liberal institutions and market forms. Their politically 
limiting Keynesian approach inhibited the development of 
the collegial institutions and supply-side and intervention­ 
ist manpower policies that marked the experience of many 
European countries and Japan, where the liberal inheritance 
was weaker and where different institutions and traditions 
developed. In fact, such institutions and procedures have 

Table 2-2 

Unemployment Rates, Selected OECD Countries, 
Selected Years, 1956-87 

Austria Japan Sweden Canada 

(Per cent) 
1956-66 2.4 1.7 1.7 4.9 
1967-74 1.5 1.3 2.2 5.2 
1975-79 1.9 2.0 1.9 7.5 
1980-83 3.0 2.3 2.8 9.4 
1984-87 3.6 2.7 2.6 9.98 

SOURCE DECO. Economic Outlook. 
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shown a greater capacity to deal with unemployment. The 
weak institutional commitment in Canada decreased the 
ability to deal with unemployment; instead, a comprehen­ 
sive unemployment insurance system was relied upon to 
ease the pain of unemployment (the Dutch model). 

In Austria, Sweden, Japan, and West Germany the 
Keynesian approach did not figure large [Thorburn 1986, 
26-27]. These countries developed a much greater capacity 
to address unemployment problems with active, inter­ 
ventionist policies (the Swedish model). The costs of their 
institutional change were rather less and it was also far 
easier to articulate the employment objective through in­ 
stitutional change. Social groups articulating the employ­ 
ment objective were given roles in its pursuit, which led to 
the development of more collegial institutions and a more 
consensual political economic culture than existed in 
Canada. In other words, the commitment to full employ­ 
ment was translated into institutional and cultural changes. 

Furthermore, these countries have highly centralized and 
integrated labour and business organizations that facilitate 
collaboration, whereas in Canada. labour and business are 
fragmented and poorly organized [Coleman 1988]. In Japan, 
the financial system is highly concentrated, cartelization is 
encouraged, and conglomerates are tied to particular banks. 
German and Swedish business is also highly concentrated, 
and the Austrian government and state bank together con­ 
trol two thirds of corporate capacity. All of these countries 
have business associations that speak with one voice and 
have the capacity to act as consensus-builders." The situa­ 
tion in the labour sector is similar. Labour has parity in 
Austria's "Social Partnership"; high unionization rates are 
the basis of centralized labour processes in Sweden; the 
DGB (Deutscher Gewerkschaftsbund - Trades Unions Con­ 
gress) speaks with authority for German labour; and enter­ 
prise unionism in Japan integrates labour fully into the cor­ 
porate system." Capital and labour in these countries have 
the capacity to participate in collaborative policymaking, 
generating trust in the policy process and in the legitimacy 
of its results." 

Each country has developed unique policy institutions and 
procedures to translate socio-economic demands into effec­ 
tive policies. The Labour Market Board in Sweden, "con­ 
certed action" in Germany, and the Social Partnership in 
Austria institutionalize the employment commitment." 
Their party systems also facilitate collaboration. The 
Austrian and Swedish parties have a symbiotic relationship 
with corporate associations, and the Japanese Liberal Demo­ 
cratic Party consists of formal "factions" that are consulted 
on policy." Labour and capital collaborate through institu­ 
tions - such as joint worker/management councils in Japan 
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and workers councils and board representatives in Sweden, 
Germany, and Austria - and through processes, such as cen­ 
tralized wage bargaining in Sweden and Austria. 

These institutions and processes together form a dense 
network of collaborative interaction on all levels of soci­ 
ety, with the capacity to articulate objectives such as the 
employment goal and to build a consensus around them and 
realize them. The process is often slow and laborious, but 
more often than not produces legitimate, well-executed, and 
effective policies. The credibility of the process enhances 
its effectiveness, as expectations become self-reinforcing." 
Out of these policy processes have emerged a number of 
shared, non-negotiable national objectives, such as inter­ 
national competitiveness in Japan, full employment in 
Sweden, currency stability in Germany, and social peace 
in Austria." 

Ironically, this collaborative, consensual approach frag­ 
ments, disperses, and limits political power. The Japanese 
state is small, the Austrian Prime Minister and Cabinet are 
weak, the Swedish government has little authority in key 
areas such as wage negotiation, and there is little German 
public ownership or government involvement in the German 
economy. These governments all shun comprehensive eco­ 
nomic planning and leave much decision making to the col­ 
laborative processes themselves." Sweden's vigorous 
labour movement and Austria's system of Social Partner­ 
ship have provided concrete, personal links between politi­ 
cal processes and policies on the one hand, and social con­ 
ditions on the other. In Japan, this link is provided by the 
public bureaucracy and in Germany by the banking system. 
The ability of these social actors to "deliver" has allowed 
governments in these countries to be flexible, confident, and 
creati ve in devising policy. 

These types of institutional arrangements proved useful 
in responding to economic problems in the 1970s and 1980s. 
Confident that social objectives such as employment were 
institutionally entrenched, governments were able to pro­ 
duce a much more favourable unemployment/inflation 
trade-off. Some were able to pursue expansionary fiscal 
policies during inflationary periods, thereby limiting unem­ 
ployment, because wages and prices were being moderated 
by other processes. And in some countries, the expectation 
of continuing high employment and steady income growth 
allowed the implementation of relatively strict monetary 
policy, thereby ensuring the competitiveness and price sta­ 
bility necessary for consensus on wages and incomes. 
Austria's fiscal stance, for example, was consistently ex­ 
pansionary throughout the 1970s, yet its inflation record was 
comparable to Switzerland's. This combination went a con­ 
siderable distance towards ensuring a low level of unem­ 
ployment. Wages and prices were regulated by the collabo- 
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rative institutions and culture, while the hard currency 
policy imposed domestic price discipline. This convinced 
labour that moderate wage gains would be realized, rather 
than being eroded by inflation. Prices and wages were set 
countercyclically, with wage moderation seen by labour to 
make sense in terms of employment, exports, and prices. 
These policies were complemented by various labour mar­ 
ket schemes and inducements to public-sector industries. 

Not all of these actions were successful. But they cre­ 
ated a momentum for action and a process of experimenta­ 
tion that permitted the retention and renewal of the employ­ 
ment objective, despite challenges and constraints. 

Sweden is perhaps most closely identified with a politi­ 
cal commitment to full employment. Because employment 
is considered a social right, there is little tolerance of un­ 
employment in any strata of society. The total rejection of 
the idea of an unemployment/inflation trade-off is striking: 
while inflation has policy resonance in a trading economy 
like Sweden, combatting inflation through a rise in unem­ 
ployment is ruled out. Generalized Keynesian measures 
have thus been rejected, for they would not totally elimi­ 
nate unemployment and would cause inflationary pressures. 
Instead, Sweden adopted an interventionist, post-Keynesian, 
supply-oriented approach. Its active labour market policy 
is designed to simultaneously improve the elasticity of sup­ 
ply and reduce the risk of inflationary pressure from a wage­ 
price spiral [Dahlberg 1988,96]. 

A tight fiscal stance is maintained, with high indirect 
taxes, to permit the attainment of full employment at rela­ 
tively low levels of demand and inflation. Market efficiency 
is apriority, so government does not intervene in produc­ 
tion, market, or wage decisions. Wages are set on the basis 
of the levels prevailing in the most profitable sectors, to 
ensure that labour is used effectively; firms bankrupted by 
high wages are considered to have been inefficient or un­ 
productive. This approach keeps profits low, limiting the 
risk of an inflationary demand for labour. The extensive 
labour market policies include mobility and training pro­ 
grams that facilitate labour reallocation, thereby maximiz­ 
ing productivity, minimizing inflation, and permitting the 
attainment of full employment. 

That last ingredient is unique. Sweden's labour market 
policy, designed to control labour supply and demand, af­ 
fects 15 per cent of the work force each year. It accounts 
for 5 to 7 per cent of the total government budget and about 
3 per cent of GNP. At anyone time, 1 per cent of the la­ 
bour force is in training, and each year about 2 to 3 per cent 
is retrained. Labour market programs also include meas­ 
ures to supplement the demand for labour by means such 
as direct job-creation programs and public sector projects. 



It is estimated that in the period 1974-80, these labour mar­ 
ket initiatives together reduced the unemployment rate by 
3.2 per cent. A striking feature of the Swedish approach is 
its reliance on active as opposed to passive labour market 
measures; 90 per cent of its expenditure is allocated to train­ 
ing, mobility, and job creation, and only 10 per cent to in­ 
come support. The vehicle through which those labour mar­ 
ket measures are administered is the tripartite National 
Labour Market Board." 

One might expect a very high Swedish NAIRU in light 
of the extensive social welfare system, narrow wage dif­ 
ferentials, and high taxes. But Sweden maintains an unem­ 
ployment rate in the range of 2 to 3 per cent, in the context 
of an 83-per-cent labour participation rate. The guarantee 
of employment, retraining, or relocation, combined with 
high living standards, creates acceptance of high taxes and 
a tight fiscal policy. Sweden has an array of well-developed, 
committed, and experienced institutions that collaborate to 
realize the employment goal; their success generates 
continuing support and ensures that the full-employment 
objective remains on the agenda regardless of economic cir­ 
cumstances. 

While it could be said that the full-employment goal has 
been effectively institutionalized in Sweden - and indeed, 
Sweden is often regarded internationally as a model in this 
respect - recent events suggest that cracks may be appear­ 
ing in the system, and that maintaining this goal will re­ 
quire firm ongoing commitment and adjustments." Long­ 
term unemployment remains low in Sweden and there are 
strict rules regarding access to unemployment insurance. 
But the system of centralized wage bargaining is showing 
signs of weakening, and both wages and inflation increased 
significantly in the late 1980s. Two reasons have been sug­ 
gested for these developments. First, disincentives caused 
by high taxes and welfare benefits have acted to reduce the 
supply of labour. Second, economic growth has been 
strong - so strong, in fact, that the actual unemployment 
rate has fallen below Sweden's low NAIRU. While it is far 
too early to announce the end of the Swedish model, it is 
clear that these new pressures will present a challenge to 
the Swedish institutional structure. 

In contrast, Canada and the other Anglo-American 
democracies have developed neither the political institu­ 
tions and procedures, nor a culture consistent with a full­ 
employment commitment. Canada's Keynesian employ­ 
ment commitment of 1945 did not require new institutional 
capacity. Throughout the postwar period, emphasis was 
placed, rather, on the development of "techniques" to 
achieve the employment objective, and there was no call 
for participatory machinery or collaborative processes 
[Phidd and Doern 1978, 159-64]. In the immediate 
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postwar period, Canada's position on the employment! 
institutional-change trade-off was indicated by its tepid 
employment commitment and by the preservation of tradi­ 
tional political and economic institutions and procedures. 
By pursuing the employment goal through Keynesian meth­ 
ods, however, Canada failed to build up an institutional or 
procedural infrastructure with the capacity to deal with 
problems that came about later, such as structural change 
and inflation. 

Canadian governments did flirt with long-run, supply-side 
policies from time to time, particularly in the late 1950s 
and early 196Os. And in the face of inflation and structural 
unemployment in the 1970s, the effectiveness of the 
Keynesian approach was questioned. While governments 
did encounter demands for action, they lacked the collabo­ 
rative political-economic mechanisms and the support of a 
consensual political-economic culture to be able to respond 
to these demands. Attempts to introduce interventionist pro­ 
grams and institutions were viewed as illiberal, coercive, 
and illegitimate. Consequently, they were either thwarted 
or implemented in a half-hearted manner. This is evident 
in the areas of labour market policy and economic planning. 

The Diefenbaker government initiated various training 
programs in the late 1950s to deal with the perceived prob­ 
lem of structural unemployment, or supply/demand mis­ 
matches, thereby filling a labour market policy vacuum. The 
first Economic Council of Canada reports in the early 1960s 
likewise accorded priority to labour market planning. And 
the Department of Manpower and Immigration, formed in 
1964, devised a number of supply-oriented training pro­ 
grams [Smith 1983, 167, 169; Muszynski 1985, 260ff.]. But 
by the early 1970s, the value of these programs was ques­ 
tioned, and momentum built to shift training back to the 
private sector, with the result that from this time onwards, 
real government spending on training remained at the mod­ 
est level of 2 or 3 per cent of annual government spending, 
or 0.25 per cent of GDP [Smith 1983, 177, 181; Muszynski 
1985, 264ff.]. Similarly, real spending on direct job crea­ 
tion peaked in 1972-73 and thereafter declined until 
1982-83. 

In recent years, Canadian governments have viewed job 
creation and training as primarily private-sector responsi­ 
bilities. Their limited fiscal commitment to employment 
programs stands in sharp contrast with high unemployment 
insurance expenditure, which has risen to over 2 per cent 
of GDP. The federal government's contribution to VI has 
varied at between 2 and 4 per cent of total federal spend­ 
ing. Canada has allocated significantly more funds to VI 
than to training, in contrast with Sweden, where spending 
on labour market measures is five to six times higher than 
social security outlays. 
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Canadian governments also flirted with economic plan­ 
ning in response to structural unemployment and inflation 
as a potential avenue to higher industrial growth and em­ 
ployment [Wilensky 1985]. As the policy agenda expanded 
in the late 1960s and 1970s, the federal government cre­ 
ated a host of new departments and agencies: Manpower 
and Immigration; Industry, Trade and Commerce; and the 
Ministry of State for Economic Development. While the 
number of institutions proliferated, no one agency emerged 
to play the requisite coordinating role. Indeed, the 1970s 
saw considerable tension and conflict develop among the 
various institutions [French 1980,27-31; Phidd and Doern 
1978, 176]. The idea of an industrial strategy became fash­ 
ionable in the early 1970s, but despite a number of propos­ 
als and studies, no consensus emerged as to how one should 
be implemented." Two factors constrained these economic 
planning initiatives: the absence of institutions with the 
capacity to take appropriate action, and the high priority 
attached to market values." 

The Canadian experience with planning-oriented anti­ 
inflation policies was similarly ineffectual. When confi­ 
dence in Keynesian solutions to inflation diminished, gov­ 
ernments tried to devise alternative strategies to contain 
inflation without increasing unemployment. New institu­ 
tions and programs were designed to restrain expectations 
and build economic consensus, including the Prices and 
Incomes Commission (1969-72), voluntary controls (1974- 
75), wage and price controls (1975-78) and the "6-and-5" 
program (1982-83). Few permanent results were forthcom­ 
ing: tripartitism was never even launched, voluntary con­ 
trols were unsuccessful, and no consensus developed as to 
governments' role in the economy. There was little popu­ 
lar enthusiasm for permanent controls or for Prime Minis­ 
ter Trudeau's mooted 1975 "new order.?" 

Collaborative action in Canada has been insubstantial. 
Business and labour have different visions of collaboration; 
while the latter looks to full employment and redistribu­ 
tion, these are not priorities of the former. Business and la­ 
bour are also organizationally weak, and therefore lack the 
capacity to make collaboration work effectively. Labour is 
particularly weak; in comparison with Swedish labour, for 
example, Canadian labour is fragmented and decentralized, 
and has only half the union density of Swedish labour- 
40 per cent versus 80 per cent of the labour force. Because 
of the weak political leverage of Canadian labour and of 
its absence from the decision-making process, market 
orientations continue to dominate. And while this has in­ 
cluded an emphasis on "distribution" or consumption and 
the expansion of programs like unemployment insurance 
to ease the burden of unemployment, these are neverthe­ 
less passive responses. 

The period from the 1970s to the early 1980s, then, was 
marked by a number of government initiatives aimed at 
containing inflation while easing the pain of unemployment. 
The governments' actions were at best tentative and half­ 
hearted, and voluntary controls were unsuccessful as well. 
The government's anticipation of what would happen after 
economic controls were lifted generated a vision of a re­ 
newed market orientation and a limited role for government 
[Logan 1977, 181, 197-8]. Subsequent government re­ 
sponses to inflationary and supply-side matters included a 
monetarist approach to stabilizing economic conditions, a 
reduction in the role of government, and austerity programs. 
These measures to facilitate the functioning of the market 
were taken in the full knowledge that unemployment would 
rise as a result. The reliance on market forces, however, 
reflected doubts about the ability of governments to solve 
economic problems, doubts that developed as a result of a 
perception that previous attempts to solve such problems 
were unsuccessful and ineffective. 

At the same time, a comparison of the Canadian approach 
with those of Sweden, Japan, or Austria is, to a consider­ 
able extent, a case of comparing apples and oranges. Un­ 
like these other countries, Canada has a federal political 
system, is culturally and linguistically diverse, has a strong 
tradition of liberalism and individualism, is large and has 
tremendous regional variations, and does not have a cen­ 
tralized labour movement or concentrated business or­ 
ganizations. So the obstacles to institutionalizing a full­ 
employment objective in Canada should not be underestimated. 
But the fact remains that Sweden, Japan, and Austria did 
develop processes and institutions to meet that objective; 
they did not come ready-made but were shaped and led, 
over time, by their governments. The requisite leadership, 
skills, and perseverance did not emerge in Canada in the 
postwar period; Canada's traditions and social and political 
features have acted as a constraint on, rather than a resource 
for, the development of collegial institutions devoted to the 
realization of full employment. Because the employment 
objective was never institutionalized in Canada, it has 
essentially been abandoned. 

Observations and Implications 

Policy Objectives and Experiences and the 
Full-Employment Objective 

The acceptance in Canada of the notion of non-demand­ 
deficient unemployment and the persistence of inflation to­ 
gether resulted in a loss of faith in policy tools. Many saw 
inflation as the high cost of adopting the employment ob­ 
jective and condemned the techniques and approaches of 



postwar governments. The policy resonance of unemploy­ 
ment was diminished and the full-employment objective 
delegitimized, reflecting a sense that responding to unem­ 
ployment was futile. Keynesian and interventionist ap­ 
proaches were discredited. Institutions that were capable of 
addressing problems or acting as effective advocates for 
retaining the employment objective were not developed. It 
is clear then why, given a choice between dealing with un­ 
employment through greater intervention or returning to 
classical market approaches, governments chose the latter. 

The Impact of Inflation on the 
Concept of Unemployment 

Inflation assumed precisely the same policy role in the 
late 1960s and 1970s that unemployment played in the 
1930s, undermining conventional wisdom and confidence 
in policy tools and leading to policy change. A new set of 
priorities emerged and the meaning of unemployment was 
transformed. Since the mid-1970s there has been a grow­ 
ing consensus that inflation itself causes unemployment, 
either through loss of export competitiveness or declining 
efficiency and productivity. Reducing unemployment over 
the long term, then, would require measures such as deficit 
reduction and inflation containment, and initiatives to in­ 
crease international competitiveness that might require an 
acceptance of short- to medium-term increases in unemploy­ 
ment 

Social Security and the 
Concept of Unemployment 

Even as the unemployment rate rose to double-digit 
levels, there was a striking absence of both a sense of cri­ 
sis and noncapitalist criticisms and alternatives. This sug­ 
gested the extent to which social security functioned as an 
effective social shock absorber, and many concluded that 
unemployment was not the hardship it had been in the 
1930s. At the same time, unemployment was, to a large 
extent, repersonalized by economic models that stressed the 
behaviour of the unemployed individual. Instead of being 
a macroeconomic or structural matter calling for state ac­ 
tion, unemployment came to be seen in the 1980s as a 
microeconomic or personal matter, to be resolved in the 
market. 

The Employment Objective and 
Trade-Offs 

The proliferation of economic policy goals has made 
policy formulation a matter of juggling priorities. Indeed, 
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there is a policy trade-off associated with achieving the 
employment objective. The social security approach to un­ 
employment (the Dutch model) views full employment in 
NAIRU terms and provides income guarantees. The em­ 
ployment approach (the Swedish model) sees employment 
as a right and therefore guarantees employment as opposed 
to income. Canada's experience more closely resembles the 
Dutch model. These competing approaches to unemploy­ 
ment present a trade-off between higher employment lev­ 
els and greater income guarantees. 

Similarly, there is an institutional trade-off that encom­ 
passes the unemployment/inflation trade-off. It has become 
conventional wisdom that there is an inflationary bias at 
high levels of employment. The policy question is whether 
this is accepted as a fixed or a negotiable constraint Cana­ 
dian governments have introduced certain supply-side poli­ 
cies to ameliorate this trade-off, and have tried introducing 
controls to limit inflation at high levels of employment. In 
Sweden, supply-side measures act as a kind of anti-inflation 
strategy. 

The unemployment/inflation trade-off is, at root, a trade­ 
off between unemployment and institutional change. A 
commitment to the employment objective would require a 
set of institutional changes - including labour market poli­ 
cies and controls - that have the capacity to limit inflation 
at high-employment levels and the authority to sustain em­ 
ployment when other means fail. To achieve these institu­ 
tional changes would require an extension of the govern­ 
ment's role in the economy. 

It is unclear how stable the trade-off between unemploy­ 
ment and institutional change is. Long-term tolerance for 
unemployment might create a permanent cohort of social 
security recipients, generating tension between the em­ 
ployed and the unemployed, and creating demands for 
movement along the trade-off curve towards greater insti­ 
tutional change. Similarly, one cannot assume that a high 
NAIRU will be tolerated over the long term. 

This study suggests that realizing a full-employment com­ 
mitment is primarily a matter of political will. This politi­ 
cal will may not exist in Canada, particularly given the 
weakness of organized labour and the recent ideological 
drift towards neoconservatism. However, policies of high 
employment have been pursued in both Japan and Sweden, 
despite the fact that organized labour is weak in Japan and 
Sweden is committed to the logic of the international mar­ 
ket. If the Canadian government were to make a political 
commitment to full employment, the following is clear: 
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• It is unlikely that the market by itself will produce 
full employment at Japanese or Swedish levels. 

• Keynesian measures by themselves cannot produce 
full employment and stable prices. 

• Employment measures and procedures will necessar­ 
ily be somewhat interventionist and market-dominating. 

• To ensure their legitimacy and effectiveness, such 
measures must be collaboratively devised at national and 
regional levels with business and labour participation. 

• To ensure that business and labour have the capacity 
to participate in the collaborative process, government must 
help them to develop organizational coherence. 

• Passive measures such as unemployment insurance 
should be de-emphasized in favour of active measures. 

• There should be both a legislative and institutional 
commitment to the employment objective. 

The historical experience of Canada and other countries 
suggests that it is critical that the full-employment commit­ 
ment be institutionalized. Canada faces a number of ob­ 
stacles in this regard, including federalism, regionalism, 
weak business and labour organization, and a liberal 
political culture. It must be engineered in a politically sus­ 
tainable way, which may require jurisdictional redefinition. 

Canadians must be aware of the nature of the employ­ 
ment policy choices. One option is to consider full employ­ 
ment to be the natural rate of unemployment; this would 
allow the perpetuation of the political/economic status quo, 
but would generate periodic bouts of unemployment. Al­ 
ternatively, Canadians can choose to aspire to a state in 
which anyone who wishes to have a job can find one, but 
this would require changes in our political and institutional 
arrangements and processes. 
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3 The Natural Rate of Unemployment: Canada and the Provinces 

Andrew Burns 

The unemployment rate is perhaps the best-known eco­ 
nomic statistic. For both the individual worker and the firm, 
the national or regional unemployment rate is an important 
indicator of the state of the economy. High unemployment 
rates imply tough times for both workers and firms. For 
workers, job security and wage increases are likely to be re­ 
duced, while firms are likel y to experience reduced demand 
for their wares and lower profits. For the individual worker 
or firm, lower unemployment rates are better than higher 
unemployment rates. For society, however, unemployment 
rates that are too low carry the risks of accelerating infla­ 
tion, high interest rates, and disarray in financial markets. 
Consequently, governments are charged with maintaining 
the aggregate level of economic activity at a point that gen­ 
erates neither too much, nor too little unemployment. 

"High" and "low" unemployment, of course, are relative 
concepts. What is considered a high rate of unemployment 
has varied over time and among the provinces. In 1961, a 
national unemployment rate of 7.6 per cent was regarded 
as being unacceptably high; in June 1990, however, the 
unemployment rate, which stood at 7.5 per cent, was con­ 
sidered by many observers to be too low. Wide disparities 
in provincial unemployment rates is a historic fact that years 
of regional development programs have failed to redress. 
If a national unemployment rate of 7.5 per cent is too low, 
what does that imply about Ontario's unemployment rate 
of 5.2 per cent, and Newfoundland's of 17.4 per cent? In 
the context of widely diverging unemployment rates both 
across time and across regions, what does it mean to say 
that the unemployment rate is too high or too low? 

Economists have developed the concept of the natural 
rate of unemployment in order to give a theoretical grounding 
to the notion of an unemployment rate which is neither too 
low nor too high. Milton Friedman defined the natural rate 
of unemployment as having four essential characteristics 
[1968, 8]. First, it is an equilibrium concept; it is the rate 
of unemployment that would be observed if the economy 
were operating at the sustainable limits of its capacity. 
Second, it recognizes the role played by structural char­ 
acteristics of an economy, such as the industry mix, the 
characteristics of the labour force, the degree of seasonality , 
and the sensitivity of the economy to outside shocks. Third, 

it recognizes real-world imperfections: the impact of mo­ 
nopolies, the fact that it takes time to find work, and the 
role of government policy. Fourth, it acknowledges the fact 
that the natural rate of unemployment is not "an inter­ 
temporal constant, something like the speed of light, inde­ 
pendent of everything under the sun" [phelps 1974], but 
subject to change over time. 

In the case of Canada, which is above all a nation of re­ 
gions with distinct industrial structures, policy environ­ 
ments, and cultures, there is much to be said for the notion 
that each province has its own natural rate of unemploy­ 
ment. Each provincial economy reacts in different ways to 
changes in the external environment. The economies of the 
western provinces are much more sensitive to fluctuations 
in international metal prices than are those of the central 
and eastern regions. Similarly, because of the relative con­ 
centration of manufacturing in Ontario and Quebec, these 
provinces are much more susceptible to fluctuations in the 
demand for durable manufactured goods. 

The definition of the natural rate of unemployment sug­ 
gests three categories of influence to which it is sensitive: 
structural, political, and external. In this paper we present 
a discussion of the factors which have been most important 
in explaining the fluctuations observed in national and 
provincial unemployment rates over the past 30 years.' In 
addition, we present estimates of the natural rate of unem­ 
ployment for Canada and for each of the provinces, and 
estimates of the impact of structural, political, and terms­ 
of-trade factors. 

Estimating the Natural Rate of 
Unemployment 

The natural rate of unemployment for a given economy 
can be estimated in a number of ways. Two methodologies 
predominate in the economic literature, each with advan­ 
tages and disadvantages. 

The methodology favoured by central bankers involves 
estimating a relationship that economists call the Phillips 
curve, which relates the acceleration of inflation to the rate 
of unemployment. This school of thought argues that the 
rate of unemployment that causes the rate of inflation to 
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neither accelerate nor decelerate is the equilibrium rate of 
unemployment. Accelerating inflation is taken as an indi­ 
cation of excess demand for labour, and decelerating infla­ 
tion as an indication of excess supply. When estimated using 
this methodology, the natural rate of unemployment is 
called the nonaccelerating inflation rate of unemployment, 
or more commonly, the NAIRU. 

The principal disadvantage of NAIRU estimates lies in 
the implicit assumption that the only exogenous source of 
accelerating or decelerating inflation is labour market tight­ 
ness. If non-labour-market sources of inflation are not taken 
into account, the estimated NAIRU will be greater than the 
true natural rate. Recent estimates have attempted to ac­ 
count for the inflationary impacts of some non-Iabour­ 
market sources of inflation, but they tend to treat these 
sources in an ad hoc and ex post manner. 

The second popular method of estimating the natural rate 
of unemployment focuses upon various indicators of equili­ 
brium in the economy. The unemployment rate is described 
as being determined by cyclical, structural, and political 
factors, and by the terms of trade. The natural rate of un­ 
employment is then defined as that unemployment rate 
observed when all of the cyclical variables are at their 
"normal" or cycle-free values. Estimates of the natural rate 
of unemployment based on this methodology are termed 
noncyclical rates of unemployment (NCRU). 

The main disadvantage of NCRU estimates is that the 
"normal" levels for cyclical variables are, to some extent, 
arbitrary. The capacity utilization rate is commonly used 
as an indicator of the cycle, but this is problematic because 
there is no universally or scientifically accepted definition 
of what constitutes full capacity utilization. This problem 
can be overcome, however, by providing a series of NCRU 
estimates contingent on different definitions of full capacity 
utilization. 

The estimates of the natural rate presented in this paper 
are based upon the NCRU methodology. 

Natural and Cyclical Unemployment, 
1963-87 

The NCRUs reported in this paper were estimated in two 
stages using regression analysis. In the first stage, a model 
was developed whereby fluctuations in the national unem­ 
ployment rate were determined by changes in a range of 
explanatory variables that included cyclical, structural, and 
policy factors, and factors relating to the terms of trade. 
Each of the cyclical variables was then set at its "normal" 

level - that is, the level that economic theory would lead 
us to expect at equilibrium - and a new, equilibrium un­ 
employment rate or NCRU was calculated. The national 
NCRU was then used along with other indicators of pro­ 
vincial aggregate demand, structure, policy, and terms of 
trade to calculate provincial NCRUs.2 

Chart 3-1 reports the natural and actual rates of unemploy­ 
ment in Canada over the period 1963-86. The difference 
between the actual and the natural rates of unemployment 
is equal to the rate of cyclical unemployment. Cyclical un­ 
employment is caused by fluctuations in the level of aggre­ 
gate demand around its equilibrium level. When cyclical 
unemployment is positive, there is deficient aggregate de­ 
mand; when it is negative, the level of demand is higher 
than the economy's ability to produce. Both the NCRU and 
the actual rates of unemployment show a tendency to in­ 
crease for most of the period. 

If we compare Canada's natural rate with the actual rate, 
we fmd a story that is not inconsistent with common view 
of the economy's performance vis-à-vis its potential. The 
period 1962-64 was a time of economic recovery, during 
which the amount of cyclical unemployment decreased. In 
the late 1960s, the economy was operating above capacity, 
fuelled in part by the Vietnam war effort in the United 
States. Labour markets were very tight, which was reflected 
in negative rates of cyclical unemployment. By the early 
1970s, the U.S. pullout had begun; there was a light reces­ 
sion and the demand for labour eased. The period 1973- 
77, therefore, is consistent with markets being approxi­ 
mately at or near their full-employment levels. This was 
also a period of relatively rapidly rising inflation, except 
when wage and price controls were in effect (1976-78). The 
implication, given the fact that labour markets were tighter 
in the 196Os, is that the inflation of the 1970s was not of 
the wage-push kind. The major recession of 1982 was mani­ 
fested in a sharp rise in the rate of cyclical unemployment 
(Chart 3-1). And, although there was considerable economic 
recovery in the 1980s in terms of increased employment 
and decreased unemployment, both the actual and the natu­ 
ral rates of employment have been declining at a similar 
rate. The net result is that while the unemployment gap that 
existed in 1982 was greatly reduced, a certain element of 
cyclical unemployment remained in 1987. 

Provincial Natural Rates 

Estimates of the NCRU for each province for the years 
1963-86 are shown in Table 3-1. These estimates are of in­ 
terest insofar as they reflect significant differences in the 
cyclical sensitivity of provincial labour markets. There is 
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no a priori reason to expect the cyclical sensitivity of each 
province to be the same; on the contrary, since some indus­ 
tries are more cyclically sensitive than others and since the 
industrial structures of provinces differ, it is to be expected 
that cyclical sensitivity would also differ across provinces. 

Table 3-2 reports the sensitivity of provincial cyclical 
unemployment to changes in the national cyclical unem­ 
ployment rate. Values greater than one indicate that a prov­ 
ince is more cyclically sensitive than average, and values 
less than one indicate relative cyclical insensitivity. As ex­ 
pected, the Prairies are to some extent "recession-proof," 
as are the three Maritime provinces. This reflects the fact 
that the economies of these regions are based on cyclically 
stable sectors - stable in the sense that demand for some of 
their products (e.g., grain, fish) tends not to vary with the 
level of aggregate demand. The bulk of the rise in the 
Maritimes' unemployment rate over the last 30 years is at­ 
tributable to structural, political, or terms-of-trade factors. 
Although unemployment rose in the region during the 1981- 
82 recession, that rise was less extreme than in some other 
provinces. Labour markets in Manitoba, Saskatchewan, and 
Alberta show relatively little sensitivity to fluctuations in 
the level of aggregate activity. In contrast, the economies 
of Quebec and Ontario are the most cyclically sensitive, 

both in relative and absolute terms. British Columbia shows 
evidence of considerable sensitivity as welJ.3 

Perhaps the most remarkable aspect of these estimates is 
the behaviour of the NCRU in the different provinces. Prac­ 
tically without exception, high-unemployment provinces 
have seen their natural rates increase over time. (Appen­ 
dix A presents the actual and the natural rates of unemploy­ 
ment for each of the 10 provinces.) Similarly, provinces that 
have seen the greatest deterioration in their unemployment 
position relative to the national average also experienced 
substantial increases in their natural rates. These findings 
lead us to ask what has caused natural rates to increase from 
province to province, and why the increases have been so 
much greater in some provinces than in others. 

Structural Causes 

Structural causes of unemployment are technological, 
sociological, and other noncyclical developments that result 
in changes in the level of unemployment. Unemployment 
arising from these factors is not amenable to demand-side 
policies, although a well-considered supply-side policy 
package might provide some relief. 
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Table 3-1 

Noncyclical Rate of Unemployment, Canada and Provinces, 1963-86 

Nfld. P.E.!. N.S. N.B. Que. Ont. Man. Sask. Alta. B.C. Can. 

(Per cent) 

1963 9.23 7.13 6.07 6.57 6.50 3.74 3.34 2.52 2.82 5.15 4.77 
1964 8.91 7.06 6.31 6.52 6.16 3.92 3.17 2.46 2.86 4.96 4.72 
1965 7.62 6.99 5.91 6.53 6.42 3.77 3.37 2.69 2.99 4.95 4.74 
1966 8.32 6.95 5.69 6.51 6.13 3.89 3.54 2.62 3.10 5.55 4.77 
1967 9.29 6.92 5.66 6.88 6.62 4.17 3.57 2.66 3.62 6.57 5.18 
1968 8.18 6.96 5.59 6.32 6.59 4.15 4.19 2.71 4.06 6.36 5.16 
1969 8.13 6.85 5.60 6.38 6.82 4.52 4.52 3.10 4.59 6.44 5.45 
1970 9.41 6.87 6.12 6.04 6.97 4.68 5.21 3.31 5.32 7.86 5.82 
1971 9.38 7.05 6.37 6.08 7.09 4.90 5.37 3.48 5.42 7.30 5.91 
1972 9.91 8.39 7.02 8.49 7.01 4.89 5.20 4.34 5.54 7.31 6.02 
1973 9.92 8.41 7.55 7.92 7.03 5.06 4.69 3.64 5.00 6.10 5.88 
1974 14.26 8.62 8.14 9.25 7.58 5.10 4.05 2.59 4.14 7.04 6.13 
1975 14.40 8.74 8.57 11.10 8.18 5.35 4.50 3.63 3.45 8.91 6.65 
1976 15.58 9.09 8.74 11.07 8.71 5.67 5.16 3.81 4.21 8.99 7.04 
1977 15.59 9.26 9.38 11.46 8.93 5.74 5.75 4.53 4.22 8.38 7.13 
1978 14.39 8.88 9.25 10.23 8.69 5.60 5.18 4.07 4.01 7.33 6.78 
1979 12.89 8.74 9.59 10.74 8.28 5.38 4.51 3.85 3.45 5.75 6.30 
1980 12.50 9.20 9.36 11.31 8.77 5.26 4.82 3.77 3.17 5.58 6.34 
1981 15.64 10.03 10.38 12.09 9.67 5.72 5.86 5.43 4.21 8.68 7.40 
1982 16.19 11.08 11.71 13.48 10.50 6.62 7.13 6.42 6.93 11.53 8.70 
1983 16.28 11.59 12.14 14.07 9.83 6.05 7.13 6.92 8.57 10.00 8.37 
1984 18.36 11.64 12.24 14.15 9.80 6.16 6.75 7.09 8.42 11.07 8.55 
1985 18.06 11.76 12.26 13.63 9.78 6.14 7.12 7.52 8.52 11.30 8.57 
1986 16.90 11.00 11.42 12.53 8.54 5.64 6.38 6.63 8.11 10.49 7.79 
SOURCIl Bums [I990bl. Table 15. 

Table 3-2 

Cyclical Sensitivity, by Province, Canada! 

Newfoundland 
Prince Edward Island 
Nova Scotia 
New Brunswick 
Quebec 
Ontario 
Manitoba 
S askatchew an 
Alberta 
British Columbia 

1.15 
0.70 
0.61 
0.51 
1.17 
1.10 
0.63 
0.28 
0.50 
1.12 

I Ratio of change in provincial cyclical unemployment rate to a l-per­ 
cent increase in the national cyclical unemployment rate. 

SOURCE Bums [1990bl. Table 3. 

The economy is always in a state of flux, and so there is 
always some unemployment. With the passage of time, indi­ 
viduals' needs and skills change, resulting in a succession 

of jobs through the lifecycle. Similarly, firms' needs change 
as technology progresses and markets evolve. There are al­ 
ways some firms that are expanding and others that are con­ 
tracting. These changes ensure a constant flow of workers 
from job to job, independently of cyclical conditions; as 
long as that transition takes time, there will be some mini­ 
mal level of unemployment. 

There are, however, other factors that can cause the 
noncyclicallevel of unemployment to change. In this sec­ 
tion, we describe some of these structural factors and report 
their relative quantitative importance in the evolution of the 
NCRU over the past 30 years. 

Demographics - Several commentators have pointed to 
increases in the participation rate of women and changes 
in the age/sex composition of the labour force arising from 
the entry of the baby-boom generation onto the job market 
as explanations for rising unemployment rates. Female and 
young workers are thought to have weaker labour force at­ 
tachment than older male workers, and therefore a greater 



likelihood of being unemployed. As the proportion of high­ 
unemployment-rate groups in the labour force increases, so 
too will the overall average unemployment rate, independ­ 
ently of any change in economic conditions. 

By using an unemployment-rate index based on constant 
labour force shares, it is possible to measure the size of the 
contribution of the age/sex factor to unemployment. In fact, 
changes in the age/sex composition of the labour force have 
contributed very little to the rise in the aggregate unem­ 
ployment rate over the past 30 years, accounting for only a 
OJ-percentage-point increase in unemployment between 
1963 and 1987. Furthermore, recent demographic develop­ 
ments have actually been operating so as to reduce both 
the national unemployment rate and the NCRU. 

Industrial Structure - Lilien [1982] notes that the 
amount of frictional unemployment in a given economy 
depends partly upon the speed with which industries and 
occupations expand and contract. He argues that an unem­ 
ployed individual will be able to find work more quickly 
with a firm in the same industrial sector than in a different 
sector. That is because an unemployed worker will be bet­ 
ter acquainted with the firms and more likely to have the 
skills and specialized knowledge required for employment 
in the same sector. If the overall demand for workers re­ 
mains the same but demand expands in one sector and de­ 
clines in another, then unemployment is expected to rise 
simply because workers who must change industries will 
take longer to find work. The increase in unemployment 
will be even more severe if workers fail to perceive the fall 
in labour demand in their own sector as being permanent, 
because they may then wait a considerable amount of time 
before looking for work in a new sector. 

In estimating our natural rates we tested Lilien's hypoth­ 
esis. Although we were forced to reject the particular 
method by which Lilien modelled noncyclical changes in 
turnover, there was considerable evidence to suggest that 
there was indeed a substantial increase in the amount of 
unemployment mismatch in the late 1970s and early 1980s. 

In particular, we found that the oil-price shocks of the 
1970s played an important role in explaining the rise in 
Canada's structural unemployment rate. Theoretical work 
by Hamilton [1983, 1988] indicates that such shocks can 
have an important impact on both the demand and supply 
sides of the economy, producing precisely the kind of in­ 
dustrial turnover described by Lilien. Our results, like those 
of Loungani [1986], tend to confirm the importance of the 
disruptive effects of the oil-price shocks. 

Real Wages, Productivity, and the Oil-Price Shocks - 
In addition to persistently high rates of unemployment in 
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the 1970s and 1980s, a second problem has been noted by 
observers, namely, a decline in labour productivity in west­ 
ern economies over the same two decades. Many authors 
have presented models whereby a real-wage gap - that is, 
the difference between workers' marginal productivity and 
the real wage they demand - is an important factor in the 
long-run rise of unemployment [see, for example, Bean 
et al. 1986; Bismut 1983]. Central to these arguments is the 
notion that workers failed to perceive a drop in their pro­ 
ductivity and that they therefore demanded real wages in 
excess of those justified by their productivity performance. 
As a result, employment fell below its equilibrium posi­ 
tion and unemployment remained high. 

We modelled the impact of changes in productivity indi­ 
rectly by analysing the effects on unemployment of the fac­ 
tors that, according to economic theory, determine produc­ 
tivity. These factors include the level of aggregate demand, 
technological change, and the supply of nonlabour factors 
of production, namely, materials and capital. 

In the period under examination, the most important fluc­ 
tuations in the determinants of productivity were the rise 
in the relative price of energy and changes in the rate of 
capacity utilization. Clearly, it is difficult to distinguish be­ 
tween unemployment caused by a real-wage productivity 
gap induced by high energy prices, and an increase in fric­ 
tional unemployment induced by energy prices, such as that 
posited by Lilien. In our empirical measures, we do not at­ 
tempt to make the distinction. Estimates of the relative im­ 
pact of the oil-price shocks are presented in Table 3-3. 

Table 3-3 

Change in Unemployment Rates Attributable to 
Real-Wage and Mismatch Unemployment, by 
Province, Canada, 1963-85 and 1985-86 

1963-85 1985-86 

Newfoundland 
Prince Edward Island 
Nova Scotia 
New Brunswick 
Quebec 
Ontario 
Manitoba 
Saskatchewan 
Alberta 
British Columbia 

(Percentage points) 
3.78 -LlO 
3.30 -0.81 
3.36 -0.94 
3.28 -0.95 
4.12 -1.27 
1.43 -0.46 
3.34 -1.03 
3.54 -0.88 
3.24 -0.93 
1.79 -0.52 

SOURCE Bums [1990bl. Table 4. 
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There is substantial provincial variation in the sensitivity 
of unemployment to oil-price shocks. Least sensitive were 
the economies of Ontario and British Columbia. The great­ 
est degree of sensitivity was shown by Quebec, where un­ 
employment rose by 4.12 percentage points between 1963 
and 1985 and then fell by 1.27 percentage points between 
1985 and 1986 as a result of the oil-price shocks. The re­ 
sponses of the Atlantic and Prairie regions were similar to 
each other and occupied a middle ground between the two 
extremes. 

In the early 1970s real wages in the Atlantic provinces 
rose significantly relative to the real wage in Ontario. Pre­ 
sumably these increases were due to heightened awareness 
of the real-wage effects of inflation and of wage settlements 
in other parts of the country. If there were no increases in 
productivity in the Atlantic provinces at the same time, then 
economic theory would lead us to expect an increase in the 
rate of unemployment in that region. Between 1963 and the 
end of 1972 the average industrial wage in Newfoundland 
was 76 per cent of Ontario's; between 1973 and 1986 that 
proportion was 87 per cent (Chart 3-2). There is no com­ 
pelling evidence to suggest that this improvement in New­ 
foundland's relative wage can be explained by increases in 
productivity. 

Chart 3-2 

Table 3-4 presents our estimates of the impact of wage 
spillover in the three Atlantic provinces where the impact 
on unemployment is large: Newfoundland, Nova Scotia, and 
New Brunswick. 

Union Bargaining Power - A recurring and related 
theme in the literature is that as an economy becomes more 
unionized, the bargaining power of labour grows and the 
resulting high union wages contribute to a high rate of un­ 
employment. The theoretical underpinnings of this argu­ 
ment are far from settled; in fact, one could argue that 
unions, in an effort to increase their own membership, work 
to increase employment and reduce unemployment. Our 
analysis indicates that the impact of unions on the growth 
of provincial unemployment rates was insignificant except 
in Ontario and British Columbia, where there is some evi­ 
dence to suggest that greater unionization may be associ­ 
ated with increases in unemployment [see Bums 1990a]. 

Persistence/Hysteresis Effects - One of the most 
puzzling aspects of the behaviour of unemployment rates 
in the past three decades has been their failure or slowness 
to return to previous levels following a recession or eco­ 
nomic slowdown. In Canada, it took a full six years of more 
than 4-per-cent real annual growth after the recession of 
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Table 3-4 

Impact of Wage Spillover on Unemployment, 
Selected Provinces, Canada, 1973-86 

Change in unemployment 

Newfoundland 
(Percentage points) 

2.34 

Nova Scotia 1.02 

New Brunswick 1.08 

SOURCE Bums [1990bl. Table 5. 

1981-82 to regain pre-recession unemployment rates. Af­ 
ter previous slowdowns, Canada actually failed to regain 
previous unemployment rates before the next slowdown 
pushed unemployment rates to even higher levels. In some 
European countries, the failure of unemployment rates to 
decline during growth periods has been even more marked. 

Hargreaves-Heap [1980] argues that the behaviour of 
European unemployment rates was consistent with a model 
whereby the natural rate of unemployment is not fixed, and 
that rather than being anchored by various structural, poli­ 
tical, and institutional factors as suggested by Friedman, the 
unemployment rate shows no tendency to return to a sin­ 
gle equilibrium level. According to this argument, referred 
to as hysteresis in the literature, the natural (or equilibrium) 
rate of unemployment in any given period tends to be what­ 
ever the unemployment rate was in the previous period.' 

Economists have developed a number of complementary 
explanations for hysteresis and/or the persistence of unem­ 
ployment rates in the face of an otherwise strong economic 
recovery. The first explanation was popularized by Blan­ 
chard and Summers [1986], who present a model of the 
hysteresis phenomenon in which the wage-bargaining proc­ 
ess is characterized by an insider/outsider ethos. They argue 
that employed workers constitute an insider group behav­ 
ing as a monopoly and negotiating wage settlements so as 
to maximize the welfare of the group's members, with no 
consideration of the welfare of outsiders - that is, workers 
who are not employed. Insiders demand and receive a wage 
that does not decrease in the face of decreased demand. The 
downward inflexibility of wages discourages new hiring by 
firms, with the result that overall employment does not in­ 
crease. Outsiders can become members of the insider group 
only when demand growth causes an increase in the de­ 
mand for labour, in which case the insider group expands 
to include the new ly hired workers. Conversely, a decrease 
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in the level of demand will reduce the size of the insider 
group. Since demand varies across industries, hysteresis­ 
based unemployment will follow a "random walk," as will 
the natural rate of unemployment [Hargreaves-Heap 1980]. 
The stronger the monopoly power of employed workers, 
the more likely it is that employment and unemployment 
will be characterized by hysteresis. 

There is a second explanation for hysteresis, which also 
considers the insider/outsider phenomenon but from the 
perspective of the firm and its lack of knowledge about the 
suitability of unemployed workers. Employed workers have 
known skills and work habits; those who are unsuitable are 
fired. Because the training period for newly hired workers 
is costly, firms pay their current employees a premium to 
ensure their attachment to the firm. In essence, workers ex­ 
change higher levels of output and productivity for higher 
wages, referred to as "efficiency wages," which cause em­ 
ployment levels to be lower than they would be if wage 
levels fell [Rebitzer 1988; Jones 1987a; Gera and Grenier, 
Chapter 10 of this volume]. Since the duration of a work­ 
er's unemployment spell is used by firms as an indicator 
of employment suitability [Lindbeck and Snower 1986a, 
1987, 1988; Jones 1987a], the longer a worker remains 
unemployed, the less likely it is that a firm will make an 
offer of employment. As the chances of receiving a job offer 
decline, that worker joins the ranks of the long-term 
unemployed and the equilibrium rate of unemployment 
rises. 

It has also been proposed that hysteresis is a result of the 
deterioration of human capital. For a variety of reasons, 
some workers may become unemployable at the "going 
wage." If they fail to revise their expectation of a fair market 
wage, a wedge is driven between their expectation and its 
realization. As the duration of unemployment increases, 
work skills and habits deteriorate. At the same time, the 
stigma of a period of prolonged unemployment contributes 
to a further devaluation of those workers' skills, and po­ 
tentially to a further increase in the wedge between their 
expected wage and what the market is willing to pay them. 
Such wedges reduce the likelihood that an unemployed 
worker will find a job, and the passage of time only com­ 
pounds the problem. 

Policy Factors 

Government policy attempts to respond to a number of 
often competing demands. The sense that all Canadians 
should enjoy a similar standard of living and have access 
to similar services, wherever they live, is deeply rooted and 
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is reflected in a political tradition that seeks to attenuate 
the disparities in income that a market economy tends to 
produce. Unfortunately, low unemployment, stable prices, 
and interpersonal and interregional equity can conflict as 
policy goals. In this section, we outline the impact of some 
government policies on unemployment, without attempting 
to evaluate the relative benefits of these policies on other 
policy goals.' 

Unemployment Insurance - Unemployment insurance 
reduces the opportunity cost of searching for a job while 
unemployed and, all other things being equal, can be expect­ 
ed to lead to increased levels of measured unemployment," 
In Canada, the generosity of the unemployment insurance 
(VI) system depends upon the level of unemployment. Some 
authors [see Milbourne et al. 1989] argue that because the 
system becomes more generous as the unemployment rate 
rises, it may be responsible for much of the persistence and 
hysteresis observed in the Canadian economy. Although we 
attempted to account for the hysteresis-inducing effects of 
extended UI benefits, we were unable to do so in a satis­ 
factory manner. To the extent that increased benefits do 
explain persistence, the impact of the UI system reported 
here will be underestimated. 

Table 3-5 shows the estimated impact of unemployment 
insurance on provincial unemployment rates in Prince 
Edward Island, New Brunswick, and Saskatchewan - three 
provinces where that impact was significant - for two pe­ 
riods, 1963-73 and 1974-86. The 1972 reform of the VI pro­ 
gram, which simultaneously increased benefits and short­ 
ened the working period required to qualify for benefits, 
had a dramatic impact on unemployment. Since then, the 
leisurely decline in the contribution ofUI to the unemploy­ 
ment rate has been largely the result of reforms to the VI 
system aimed at restricting access. 

Perhaps surprisingly, our estimates indicate that VI had 
no statistically significant impact on unemployment in New­ 
foundland. This is more likely a reflection of the particular 
model formulation employed than a true measure of UI's 
impact on unemployment," 

Minimum-Wage Legislation - Minimum wages are an­ 
other important factor affecting both the firm's decision to 
offer employment and a worker's decision to accept any 
given offer. Because minimum wages act as a price floor, 
some low-productivity jobs may not be offered and there 
may be an excess supply of workers at the going wage - 
that is, involuntary unemployment," 

Table 3-6 presents the estimated impact on provincial 
unemployment rates of minimum-wage legislation. The 

Table 3-5 

Impact of Unemployment Insurance on 
Unemployment, Selected Provinces, Canada, 
1963-73 and 1974-86 

Change in unemployment 

1963-73 1974-86 

Prince Edward Island 

(Percentage points) 

1.56 -0.18 

New Brunswick 2.33 -0.38 

Saskatchewan 0.80 -0.17 

SOURCE Bums [1990b], Table 8. 

Table 3-6 

Increase in Unemployment Rates Induced by 
Minimum-Wage Legislation, Relative to 
1963 Level, Selected Provinces, Canada 

Decrease in 
Maximum unemployment 

Year of increase in since year 
maximum unemployment of maximum 

(percentage points) 
Quebec 1976 1.24 -2.01 

Ontario 1975 0.14 -0.61 

Manitoba 1972 0.67 -0.85 

SOURCE Bums [1990b], Table 11. 

second column reports the change from 1963 to the year 
where minimum-wage-induced unemployment reached its 
peak, and the third shows by how much unemployment rates 
have declined since that maximum was achieved. Minimum­ 
wage legislation had significant effects on unemployment 
in Quebec, Ontario, and Manitoba, causing it to increase 
throughout the 1960s and early 1970s, and contributing to 
its decline since then. Although the Quebec figure is rel­ 
atively large, it is in line with previously published esti­ 
mates. 

Tax Wedges - An important theme in the unemployment 
literature is the effect of price distortions," Increases in pay­ 
roll taxes paid by employers cause firms' real-wage costs 



to rise while increases in taxes paid by workers cause their 
real wages to decrease. The combined effect is to drive a 
wedge between the marginal productivity of workers and 
the wage they receive. Furthermore, increases in marginal 
tax rates decrease the incentive to work and result in higher 
unemployment rates. Because both the demand for labour 
by firms and the supply of labour decrease at the same time, 
the net impact on the unemployment rate is not certain. By 
the same token, subsidies for certain industries can inter­ 
fere with the efficient allocation of resources, resulting in 
unemployment. 

Table 3-7 shows the maximum increase in the unemploy­ 
ment rate attributable to business and personal taxes and 
the difference between that rate and the unemployment rate 
in 1986, in Newfoundland, Nova Scotia, Manitoba, and 
Alberta, where the tax system had significant effects on 
unemployment. The tendency in all these provinces was for 
the taxation share of output to rise during the 196Os, peak 
in the mid-1970s, and fall after that. The effects on unem­ 
ployment follow a similar pattern. 

Government subsidies had significant effects on em­ 
ployment in only two provinces: Nova Scotia and Alberta. 
Table 3-8 shows the change in unemployment in these prov­ 
inces attributed to subsidization over the periods 1963-73, 
1974-81, and 1982-86. For Nova Scotia the sign on our esti­ 
mated coefficient is negative, implying that an increase in 
subsidy was successful in reducing unemployment. For Al­ 
berta, however, the sign is positive, implying that increases 

Table 3-7 

Increase in Unemployment Due to Tax-Based 
Distortions, Relative to the 1986 Rate, since 
1963, Selected Provinces, Canada 

Year of 
maximum 

Maximum 
increase in 

unemployment 

Decrease in 
unemployment 
since year 

of maximum 

Newfoundland 1976 
(Percentage points) 

2.19 -0.53 

Nova Scotia 1974 1.33 -0.20 

Manitoba 1972 1.35 -0.59 

Alberta 1972 -1.07 2.05 

SOURCB Bums [1990bl, Table 9. 
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Table 3-8 

Effect of Subsidization on Unemployment, 
Nova Scotia and Alberta, Selected Periods, 1963-86 

1963-73 1974-81 1982-86 

Nova Scotia 0.06 

(Percentage points) 

-0.53 -0.12 

Alberta 0.02 0.52 2.67 

SOURCE Bums [1990bl, Table 10. 

in subsidization were associated with increased levels of 
unemployment. 

Certain factors combine to prevent us from interpreting 
this result as a condemnation of subsidy policies in Alberta. 
Much of the subsidization being recorded in this variable 
came in response to the oil-price shock in an effort to spur 
exploration and develop domestic sources of oil. The 
contemporaneous rise in unemployment is likely due to the 
oil-price shock [see Burns 1990b, for more detail on this 
question]. 

Terms of Trade 

Changes in the terms of trade can affect the level of em­ 
ployment attainable at any given point in time. In a resource­ 
based economy such as Canada's, international price fluc­ 
tuations can have significant effects on employment in the 
short run. The expectation of future improvement in prices 
(leading workers to delay changing industries) and the cost 
of retooling physical and human capital can lead to struc­ 
tural unemployment. Such effects were felt in Newfound­ 
land (due to fluctuations in the price of minerals), in New 
Brunswick (due to fluctuations in prices of fish and fish 
products), in Ontario and Alberta (due to variations in pulp 
prices), in Manitoba and Saskatchewan (due to grain-price 
fluctuations), and in British Columbia (due to both mineral 
and milled-lumber price fluctuations). Table 3-9 summa­ 
rizes the effects of these resource-price fluctuations in se­ 
lected provinces by making reference to the largest un­ 
employment rate change induced by price changes. Also 
shown is the absolute value by which provincial unemploy­ 
ment rates can be expected to vary as a result of fluctua­ 
tions in the terms of trade in any given year. Overall, the 
effects were small in Ontario, Manitoba, and Saskatchewan, 
and large in Newfoundland, New Brunswick, Alberta, and 
British Columbia. 
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Table 3-9 

Effect of Terms of Trade on Provincial 
Unemployment Rates, Selected Provinces, 
Canada, 1963-87 

1963-87 Quarter 3 

Maximum 
increase in 

unemployment Average 

(Percentage points) 

2.25 0.54 
2.20 0.98 
0.35 0.14 
0.84 0.23 
1.49 0.41 
1.95 0.77 

Newfoundland 
New Brunswick 
Ontario 
Manitoba 
Saskatchewan 
Alberta 
British Columbia 

Pulp 
Mining 

2.00 
3.18 

0.54 
0.77 

SOURCE Bums [1990bl. Table 12. 

Discussion 

The impact of the oil-price shocks, traded-commodity 
price swings, and the other structural variables on the mix 
of demand is reflected in the acceleration of the shift of 
Canadian employment from the goods sector to the service 
sector. In the period prior to and during the 1960s, this tran­ 
sition occurred at a gradual and evolutionary pace, a pace 
which, by and large, continued into the 1970s. Table 3-10 

Table 3-10 

shows the percentage of the employed labour force involved 
in goods production in 1975, 1980, and 1987, by region. It 
also shows the absolute change and percentage change in 
the goods-sector employment share over these periods. 
There was clearly an acceleration in the pace of change be­ 
tween 1975 and 1980and 1980and 1987. Last, Table 3-10 
shows the average natural rate of unemployment for each 
region for the periods 1975-80 and 1980-87, as well as the 
percentage change in that rate. In all regions except the At­ 
lantic provinces, the greater the acceleration in the transi­ 
tion from the goods sector to the service sector, the greater 
the change in a region's natural rate. 

Chart 3-3 illustrates the relationship between structural 
change in the economy and unemployment from a slightly 
different perspective. In the four western provinces, there 
is a clear positive correlation between the percentage in­ 
crease in the NCRU and the percentage decrease in the 
goods-sector employment share. In New Brunswick, Que­ 
bec, and Ontario, though a similar pattern is apparent, the 
increase in the NCRU associated with a given decrease in 
employment share is much less. The trend in the Atlantic 
region, however, is not as well defmed. The fact that in cen­ 
tral Canada the percentage change in the NCRU is much 
smaller than the change in the share of employment ac­ 
counted for by the goods sector is consistent with expecta­ 
tions. The denser labour markets of central Canada offer 
more alternative sources of employment to the dislocated 
worker than do the less-diversified western economies. 
Therefore, the amount of structural unemployment gen­ 
erated by a given shift in the mix of demand will be 
relatively smaller in the denser economies. 

Changes in Regional Industrial Structure and in the Natural Rate of Unemployment, Selected Provinces, 
Canada, Selected Periods and Years, 1975-87 

Goods-sector Average natural rate of 
employment share Change unemployment 

1975 1980 1987 1975-80 1980-87 1975-80 1980-87 Change 

(Percentage (Per (Percentage (Per 
(per cent) points) cent) points) cent) (Per cent) 

British Columbia 29.0 28.0 24.0 -1.0 -3.4 -4.0 -14.3 7.5 10.6 40 
Prairie provinces 35.8 34.1 28.4 -1.7 -4.7 -5.7 -16.7 4.2 7.0 66 
Ontario 35.5 35.4 31.8 -0.1 -0.3 -3.6 -10.2 5.5 6.1 14 
Quebec 34.5 32.0 28.6 -2.5 -7.2 -3.4 -10.6 8.6 9.7 12 
Atlantic provinces 32.3 31.4 28.8 -0.9 -2.7 -2.6 -8.3 10.8 13.3 23 

SOURCE Bums [1990bl. Table 13. 
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Change in the Natural Rate of Unemployment and the Goods-Sector Employment Share by 
Province, Canada, 1978-85 
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SOURCE Bums [1990b], Chart 2. 

The contention of this paper that the increase in the 
NeRU in the provinces reflects an increase in mismatch is 
given further support by data on long-term unemployment 
(defined as unemployment spells exceeding 12 months). 
Long-term unemployment is a clear symptom of structural 
unemployment and, given the contemporaneous increase in 
vacancies that occurred over this period, of mismatch.'? 
Since 1980, the proportion of the unemployed accounted 
for by the long-term unemployed has almost doubled, and 
within that group the share of less mobile older workers 
has increased dramatically, from 18 to 34 per cent between 
1980 and 1987. Both of these developments suggest an in­ 
crease in mismatch unemployment. The increase in long­ 
term unemployment is consistent with workers having dif­ 
ficulty transferring from industries where employment is 
declining to those where it is growing. The increase of older 
workers among the long-term unemployed merely rein­ 
forces this notion. Older workers are most likely to have 
strong family, social, and geographic ties, and industry/firm­ 
specific skills, precisely the factors that increase the sub­ 
jective cost of a career change and reduce mobility, making 
these workers especially susceptible to mismatch. 

In summary, our estimates are consistent with a story 
where the bulk of the rise in unemployment has been due 
to structural factors, most important of which were the ef­ 
fects of the oil-price shocks on the mix of demand. The 
change in the mix of demand is reflected in an acceleration 
of the transition from a goods-producing to a service­ 
producing economy, and the structural unemployment 
generated is reflected in the rise in long-term unemploy­ 
ment. 

Summary and Conclusion 

We have presented estimates of the noncyclical rate of 
unemployment for Canada and for each of the 10 provinces. 
We have seen that the provinces exhibit varying sensitivities 
to the business cycle, and that the natural rate of unemploy­ 
ment has evolved in different ways. We have provided es­ 
timates of the extent to which the changes in provincial 
natural rates can be attributed to structural, political, and 
terms-of-trade causes. Table 3-11 shows the amount of the 
total increase in the NCRU for each province between 1963 
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Table 3-11 

are, therefore, unable to suggest the appropriate policy re­ 
sponse to correct this source of unemployment. 

Changes in Provincial Noncycücal Rates of Unemployment, by Cause, Canada, 1963-87 

Structural Policy Terms of trade Total 

(Percentage points) 
Newfoundland 6.33 1.58 -0.30 7.62 
Prince Edward Island 2.47 1.38 3.85 
Nova Scotia 4.04 1.29 5.33 
New Brunswick 5.46 1.95 -1.43 5.98 
Quebec 2.62 -0.82 1.80 
Ontario 2.56 -0.52 -0.11 2.92 
Manitoba 2.00 0.53 0.36 2.90 
Saskatchewan 2.66 0.63 0.65 3.94 
Alberta 2.29 3.61 -0.64 5.27 
British Columbia 5.12 -0.10 5.02 

SOURCE Calculations by the author and Burns [1990bl. Table 14. 

and 1987Q2 attributable to each group of factors. The fol­ 
lowing discussion summarizes our findings as they concern 
each of the five regions of Canada. 

The Atlantic Provinces 

The Atlantic provinces' natural rates of unemployment 
tend to be high relative to actual historical rates, implying 
that the bulk of the unemployment in these provinces has 
been structural. The energy-price shocks, presumably work­ 
ing through the demand side, appear to have caused con­ 
siderable disruption of labour markets in that region. Our 
estimates suggest that as much as 4 percentage points of 
unemployment over the sample period can be traced to this 
factor. Another important factor was the rise in wages in 
the Atlantic provinces relative to Ontario. Our calculations 
showed that significant unemployment was generated in 
Newfoundland, Nova Scotia, and New Brunswick as a result 
of a wage-spillover effect. Unemployment insurance also 
had an impact on unemployment according to our estimates. 

Since most of the rise in unemployment in the Atlantic 
provinces has been structural in origin, supply-side policy 
responses would be most effective in reducing unemploy­ 
ment there. To attempt to decrease these economies' high 
levels of unemployment with a fiscal and/or monetary stim­ 
ulus would be inappropriate. Our results strongly suggest 
that a policy which increases productivity in the Atlantic 
provinces to a level consistent with that region's high real 
wages could substantially reduce structural unemployment. 
Our results do not enable us to identify the precise nature 
of the unemployment caused by the oil-price shocks: we 

In the most general terms, the ideal policy approach 
would be to encourage the expansion of industries that 
require skills similar to those of presently unemployed 
workers. In the absence of such a program (or industries), 
retraining programs and possibly even relocation incentives 
might be desirable. To some extent, existing support sys­ 
tems tend to exacerbate the high unemployment. In many 
parts of the region, unemployment insurance is used by both 
firms and workers to subsidize the operation of marginal 
and submarginal industries, impeding the kind of evolution­ 
ary change that is necessary if the market is to respond to 
high structural unemployment rates. A system of subsidies 
which supports "sunrise" industries as opposed to "sunset" 
industries would encourage employment creation and the 
kind of structural change likely to improve unemployment. 

Central Canada 

Quebec and Ontario have the most industrialized econo­ 
mies in the country, and as their estimated natural rates in­ 
dicate, they are the most cyclically sensitive provinces. 
Their natural rates have been least affected by the various 
structural factors that have operated to increase unem­ 
ployment in Canada as a whole. In Ontario, the combined 
effect of labour monopoly power and the oil-price shocks 
was 2.97 percentage points, which is similar in magnitude 
to the energy shocks effects in the other provinces. Both 
Ontario's and Quebec's natural rates have been trending 
downwards with the relaxation of energy and minimum- 



wage constraints. The percentage of the unemployed who 
are long-term unemployed in Quebec suggests that the prov­ 
ince experienced considerably more structural mismatch 
than did Ontario. The natural rates in both these provinces 
in 1987Ql were close to their 1973 levels and show no in­ 
dication of rising in the near future. 

The Prairies 

The Prairie region, like the Atlantic region, has been sub­ 
ject to significant increases in structural unemployment. 
Although the experience has differed from province to prov­ 
ince, we can offer a few general observations. First, the de­ 
gree of structural unemployment experienced in the Prairies 
is relatively large, though less than in the Atlantic region. 
Second, the Prairie provinces have recovered from the high 
unemployment of the early 1980s to a greater degree than 
have the Atlantic provinces, although unemployment lev­ 
els remain significantly higher than they were in the 
early 1970s. 

Manitoba's experience most closely resembles that of 
Ontario and Quebec. It has seen a significant decrease in 
structural unemployment since 1982, and in 1986 the natu­ 
ral rate of unemployment began to approach the levels 
achieved in the early 1970s. The experience in Saskatch­ 
ewan and Alberta has been less favourable. Saskatchewan's 
actual unemployment rate has tended to follow the natural 
rate, and while there is evidence of improvement, the level 
of structural unemployment remains disturbingly high. Al­ 
berta's natural rate of unemployment has followed a some­ 
what unusual time profile. Our estimates indicate that the 
natural rate rose in the late 1960s, only to fall around 1974 
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as oil exploration and production activity increased. The 
natural rate remained more or less steady at approximately 
4 per cent until the mid-1980s, when it rose dramatically 
to 8.5 per cent, a level from which it has not returned. Due 
to the difficulties in identifying the impact of subsidies, 
some of the "policy" induced unemployment - perhaps 
most - should be considered structural. 

British Columbia 

British Columbia's natural rate suggests little evidence 
of cyclical unemployment in much of the 1960s and 1970s, 
although there appears to be a significant employment gap 
after 1982. British Columbia's unemployment story is dif­ 
ferent from that of the other provinces, largely because com­ 
modity prices playa more important role there. Structural 
unemployment in British Columbia rose throughout the 
1960s and 1970s. Nevertheless, favourable developments 
in commodity prices during the 1970s allowed unemploy­ 
ment in British Columbia to remain relatively low, despite 
deep-rooted structural problems. In 1979, world com­ 
modity prices fell and the level of unemployment in British 
Columbia skyrocketed, as did the natural rate. The new, 
higher NCRU reflected the various structural factors that 
had been building up during the 1970s, the effects of which 
had been hidden by the favourable impact of high world 
commodity prices. The failure of British Columbia's un­ 
employment rates to recover after 1982, therefore, is more 
a function of those structural problems than of depressed 
commodity prices. Diversification of the domestic economy 
and improved labour market flexibility will likely be key 
factors in improving labour market prospects in that prov­ 
ince. 



4 Unemployment and Job Vacancies: Matching People and Jobs 

Surendra Gera, Syed Sajjadur Rahman, 
and Jean-Louis Arcand 

One of the critical functions of the labour market is to match 
workers looking for jobs with available vacancies. The suc­ 
cess of this matching process determines the level of 
unemployment in the economy and the duration of unem­ 
ployment for jobless workers. The process is a dynamic one: 
some workers find new jobs, others are laid off, and others 
are searching for jobs; some workers voluntarily leave the 
labour force and others become new entrants; some firms 
expand and advertise for new openings, while others con­ 
tract and are forced to layoff workers. 

This dynamism means that, at any given point in time, 
the characteristics of workers without jobs and the labour 
requirements of firms are not perfectly matched; instead, a 
certain number of unemployed workers and job vacancies 
will exist simultaneously. Much of this unemployment and 
many of the vacancies will be short-lived or "frictional" in 
nature, reflecting only the time needed by workers and firms 
to acquire the requisite information and make the neces­ 
sary adjustments. But sometimes large numbers of vacant 
jobs and unemployed people coexist for long periods of 
time. These periods of increased mismatches are sympto­ 
matic of structural imbalances; that is, situations where the 
skills, work experience, locations, or occupations of unem­ 
ployed workers differ from those required for the available 
jobs. The resulting unemployment is structural unemploy­ 
ment. 

An analysis of the relationship between unemployment 
and the job vacancy rate can help to reveal the state of the 
labour market. Indeed, one of the most enduring empirical 
relationships in labour economics is the cyclical link 
between unemployment and vacancy rates. Evidence sug­ 
gests that, over the business cycle, the unemployment rate 
and the vacancy rate are mirror images of one another: while 
vacancies are high and unemployment is low in tight labour 
markets, the reverse is true in slack labour markets. 

This paper examines structural imbalances in the Cana­ 
dian labour market by analysing the relationship between 
unemployment and job vacancies. Two questions form the 
core themes of the paper. First, have structural imbalances 
in the Canadian labour market increased in the last three 

decades and particularly in the 1980s? Second, if they have, 
what factors contributed to this increase? Special attention 
is paid to three potential sources of imbalance: the regional 
nature of the Canadian economy; the rise in the proportion 
of the long-term unemployed, that is, individuals who have 
been unemployed continuously for a year or more; and 
differences in the unemployment growth rate across indus­ 
trial sectors which, by causing mismatches between labour 
demand (in expanding sectors) and the available labour 
supply (consisting, in part, of unemployed labour originat­ 
ing from declining sectors), can lead to a rise in unemploy­ 
ment. 

The discussion which follows is divided into four parts. 
First, because information on job vacancies through time 
is not available in Canada, we provide an alternative indi­ 
cator in the form of a help-wanted index. Second, we present 
evidence on the relationship between unemployment and 
the help-wanted index for Canada and the regions; that 
evidence shows that structural imbalances in the labour 
market have grown in recent years. In the third part we iden­ 
tify the most important sources of structural imbalance. The 
major new findings of this analysis, described in the fourth 
section, are that the growth in structural imbalances in 
Canadian labour markets can be attributed in large part to 
growth in the proportion of long -term unemployment in the 
1980s and to the existence of regional disparities. In the 
final section, the major conclusions concerning the magni­ 
tude and causes of labour market imbalances in Canada in 
recent decades are discussed. 

Job Vacancy Data: Availability and 
Limitations 

The major methodological problem in analysing the 
unemployment/vacancy (UV) relationship for Canada is the 
absence of comprehensive and consistent data on job 
vacancies. There are two direct sources of job vacancy 
information in Canada. One is Statistics Canada's Job Va­ 
cancy Survey (JVS), which collected job vacancy statistics 
from 1971 to 1978. The other is unpublished notified-job­ 
vacancy data, which is available from Employment and 
Immigration Canada for the years 1978-88. Unfortunately, 
these two sets of data are not mutually consistent. 
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The Job Vacancy Survey was based on data obtained 
through a sample survey of employers representing approxi­ 
mately 90 per cent of total employment in Canada.' The 
definition of job vacancies used in the survey includes jobs 
that were immediately available at the time of survey, jobs 
for which recruiting actions were undertaken by employ­ 
ers, jobs that were vacant for the entire day, and jobs that 
were available to people outside the firm. Unfilled vacan­ 
cies were measured six times in each three-month period. 
The resulting job vacancy rates are expressed as the number 
of vacancies per 1,000 existing jobs in the sample.' 

There are a number of shortcomings in the JVS data, the 
major one being the short length of the available series 
(1971-78). This has led a number of authors to develop their 
own estimated-vacancy series by using the Job Vacancy 
Survey as the basis for an extrapolated series [Denton et 
al. 1975; Betcherman 1986]. Another problem is the fact 
that reported vacancies generally represent only a small 
proportion of total jobs available. However, correction 
factors for inflating the available vacancy rate have been 
developed.' 

In Canada, notified-job-vacancy data is voluntarily sup­ 
plied by employers and collected by Canada Employment 
Centres across the country. It has been found, however, that 
notified job vacancies represent only about 33 per cent of 
the total job vacancies at anyone time in the United King­ 
dom [Jackman and Roper 1987], and there is little reason 
to expect that the number would be much different for 
Canada. 

The shortcomings of the direct vacancy measures led us 
to adopt an alternative measure of the labour demand situ­ 
ation, the "help-wanted index" (HWI). It is derived from 
column space of job advertisements published in 18 major 
metropolitan area newspapers. The index is constructed in 
such a way that it is difficult to quantify the number of va­ 
cancies or the number of job losses during a given period. 
Nevertheless, several researchers have attempted to gener­ 
ate a vacancy index from this information.' 

The methodology for constructing the index is as fol­ 
lows.' First, the column space devoted to job ads in any 
given month is compared to the average in the same month 
in the base year to construct the raw indices. Ads which do 
not appear in a classified section of the newspaper, ads 
which appear in "career" and "opportunity" sections, "po­ 
sition wanted" ads, and newspaper-carrier ads are excluded 
from the survey. Second, the raw indices are multiplied by 
metropolitan area and regional population weights to ob­ 
tain the appropriate Canadian and regional indices. Third, 
the calculated HWl is divided by total nonagricultural 

employment in order to create a job vacancy rate that can 
be compared with unemployment rates. The result is what 
is referred to as the normalized help-wanted index (NHWI). 

A number of factors directly influence the NHWI. The 
size of an ad can vary from newspaper to newspaper, the 
same employer can place a number of ads in different news­ 
papers, and the format of newspapers can change as can 
the layout of their classified sections. Despite these short­ 
comings, the NHWI is considered to be a useful indicator 
of change in the availability of jobs through time. 

How reliable is the NHWI in measuring labour demand? 
One important issue is whether it adequately captures vari­ 
ations in job vacancies throughout the business cycle. In 
Canada, while the job vacancy rate and the NHWI revealed 
similar patterns over the 1971-78 period, the NHWI showed 
a somewhat slower response rate, suggesting that it is less 
sensitive to cyclical variations. One explanation for this 
could be that employers may place ads listing several job 
vacancies at a time and that these "comprehensive" want­ 
ads may mask cyclical variations in the supply of jobs. A 
test of the strength of the statistical relationship between 
the NHWI and existing job vacancy data showed, however, 
that the NHWI was a reasonable substitute measure," 

The Unemployment/NHWI 
Relationship in Canada 

Panel (a) of Chart 4-1 shows the actual unemployment 
rate and the NHWI during the 1966-88 period. As expected, 
over the course of the business cycle, the unemployment 
rate and the NHWI were indeed mirror images of one an­ 
other, with vacancies high and unemployment low in the 
tight labour market of the early 1970s, and vacancies low 
and unemployment high in the slack labour market of the 
early 1980s. 

More instructive, however, is the unemployment/NHWI 
relationship shown in panel (b), where each point refers to 
a particular year and shows the combination of the calcu­ 
lated vacancy-index and unemployment prevailing at that 
time. A swing of the unemployment/NHWI relationship to 
the upper left represents a tightening of the labour market, 
with more vacancies and lower unemployment; a swing to 
the lower right indicates that the labour market was slack 
with fewer job vacancies and higher unemployment rates. 
The chart also shows, however, an upward shift of the 
NHWI relative to the aggregate unemployment rate, sugges­ 
ting that over the course of the last two decades the Cana­ 
dian labour market has drifted into a zone characterized by 
both more unemployment and more vacancies. 
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The UnemploymenUNHWI1 Relationship, 
Canada, 1966-88 

14% Panel (a) 

1966 1970 1974 1978 1982 1988 

NHWI 
14 

Panel (b) 

1988 
1974 

12 

10 1966 

8 

1968 
6 

4 

2 4 6 8 10 12% 
Unemployment rate 

I. 
1 Normalized help-wanted index. 
SOURCE Gera et al. [1991]. 

12 .NHWl 

10 

8 

6 

4 

2 

o 

In order to measure the extent of this drift, we calculated 
(i) the increase in the unemployment rate associated with 
any given NHWI and (ü) the increase in NHWI associated 
with any given unemployment rate. Our results suggest that 
between 1966 and 1988 the aggregate unemployment rate 
associated with any given vacancy rate shifted upwards by 
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6.5 percentage points. This shift is particularly noticeable 
after 1974. Similarly, for any given unemployment rate, the 
NHWI increased by nearly 125 per cent between 1966 and 
1988.7 From either perspective, then, it is apparent that 
structural imbalances in the Canadian labour market have 
grown. 

The unemployment/NHWI relationship may be affected 
by the demographic composition of the labour force. It has 
been argued that growth in the unemployment rate simply 
reflects the fact that the labour force share of groups with 
characteristically high unemployment rates has increased. 
To test this hypothesis, we calculated a fixed-weight un­ 
employment rate which quantifies the unemployment rate 
that would have prevailed in a given year had each labour 
force group maintained its labour force share of 1966.8 Our 
results indicate that the fixed-weight unemployment rate 
associated with any given NHWI also rose 6.5 percentage 
points between 1966 and 1988 and that the increase in the 
NHWI relative to the fixed-weight unemployment rate was 
about 125 per cent. These changes in the unemployment rate 
and the NHWI are identical to those found when actual un­ 
employment rates were used. It is clear, then, that the chang­ 
ing composition of the labour force did not playa role in 
causing the observed upward shift in the unemployment/ 
NHWI relationship. 

The strength of the relationship between the unemploy­ 
ment rate and the NHWI was tested by using JVS data. First, 
the relationship between the help-wanted index and the JVS 
data was calculated for the period 1971-78, when both data 
sets were available. These calculations were then used to 
extrapolate the vacancy data to include the years 1966-70 
and 1979-88, which is the whole of the time-period cov­ 
ered by the HWI data; this we call the "derived-vacancy 
rate." 

Chart 4-2 shows the plot of the derived-vacancy rate and 
the unemployment rate for 1966-88. The upward shift in 
the unemployment/vacancy locus is even more pronounced. 
Empirical analysis of this shift shows that the actual un­ 
employment rate increased slightly more than 6 percentage 
points and the fixed-weight unemployment rate increased 
by close to 6.5 percentage points for any given vacancy rate 
between 1966 and 1988. By the same token, the derived­ 
vacancy rate increased by about 190 per cent for any given 
unemployment rate over the 1966-88 period and by close 
to 196 per cent for any given fixed-weight unemployment 
rate. Thus, even when derived-vacancy-rate data are used, 
the estimates indicate a significant outward movement in 
the vacancy/unemployment relationship since 1966.9 Fur­ 
thermore, the results of this exercise are remarkably simi­ 
lar to those obtained when the NHWI is used. 
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Chart 4-2 

The Unemployment/Derived-Vacancy Rate 
Relationship, Canada, 1966-88 
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A Regional Perspective on the 
Unemployment/NHWI Relationship 

The increase in the mismatch between labour demand and 
supply is evident across all Canadian regions. There was 
an outward shift in all of the regional curves during the 
1966-88 period, though the magnitude of these shifts var­ 
ied (Chart 4_3).10 Our analysis shows that the largest shift 
was experienced by the Atlantic provinces, where the 
regional unemployment rate associated with any given 
regional NHWI increased by 11.7 percentage points over 
the period, suggesting that structural problems in Atlantic 
labour markets became increasingly serious. British Colum­ 
bia ranks second, with an increase of 8.7 percentage points 
in the unemployment rate associated with any given NHWI, 
followed by Quebec and Ontario at 7.2 percentage points 
each. The smallest increase is shown by the Prairie prov­ 
inces at 5.3 percentage points. 

Regional differences are also apparent when viewed in 
terms of the magnitude of change in the NHWI for any 
given unemployment rate during the 1966-88 period. In this 
case, the NHWI grew by 165 per cent in Ontario, by 155 per 
cent in British Columbia, by 152 per cent in the Prairie prov­ 
inces, by 85 per cent in the Atlantic provinces, and by 64 per 
cent in Quebec. Analysis of the relationship between un­ 
employment and the NHWI at the regional level, then, 
shows that structural imbalances have grown in all regions, 
though to varying extents. 

Why Have Structural Imbalances 
Increased? 

Conceptuall y, structural imbalances in the Canadian 
labour market can be best understood by analysing the re­ 
lationship between unemployment and job vacancies. If 
vacancies were to increase for any given rate of unem­ 
ployment, then the number of hirings should also increase 
as the process of job-matching becomes easier; therefore, 
the greater the number of vacancies, the higher the flows 
out of unemployment, and the lower the unemployment rate. 
An increase in the mismatch between unemployment and 
vacancies, however, will be reflected in reduced hiring, and 
both the number of vacancies and the rate of unemploy­ 
ment will increase. 

The intensity with which firms want to fill vacancies 
depends on how they view the quality of the unemployed 
individuals and on institutional factors in the labour mar­ 
ket such as employment protection laws, the presence of 
unions, and minimum-wage legislation. Similarly, the in­ 
tensity of unemployed individuals' job search will vary 
according to their past unemployment experiences and the 
level of unemployment insurance benefits. A fall in search 
intensity will reduce the rate of outflow from unemploy­ 
ment. Several other factors also can increase labour mar­ 
ket mismatches, and hence structural unemployment. In 
Canada, the most commonly cited are regional and indus­ 
trial factors. In the discussion that follows, we consider a 
number of possible sources of labour market mismatch." 

Inflows into Unemployment 

An increase in the rate of labour force growth could in­ 
crease the net inflow into unemployment and thus cause 
an upward shift in the unemployment/vacancy relationship. 
While female participation rates have risen steadily in 
Canada - from 35.4 per cent in 1966 to 57.4 per cent in 
1988 - the rate of labour force growth actually slowed in 
the 1980s, decreasing from an average rate of 2.8 per cent 
per year in the 1960s and 3.2 per cent per year in the 1970s 
to 1.8 per cent per year between 1980 and 1988. Therefore, 
if labour force growth were the only important factor af­ 
fecting the unemployment/vacancy relationship, an inward 
shift should have begun in the early 1980s, when in fact an 
outward shift was observed. 

Increases in the rate of job turnover could also raise both 
vacancies and unemployment. The major components of job 
turnover are layoffs and quits. There is evidence, for example, 
that quit rates among young workers and female workers are 
higher than among mature male workers [see, for example, 
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The Unemployment/Nfîwl ' Relationship by Region, Canada, 1966-88 
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Rahman and Gera 1990a]. The total job-separation rate, 
however, did not change much in the 1978-86 period (Ta­ 
ble 4-1). Quit rates, too, were relatively stable throughout 
this period, increasing in the pre-recession years of 1979- 
81, decreasing during the recessionary early 1980s, and 
showing a slight tendency to rise in the recovery years of 
the mid-1980s. In fact, the share of youth (aged 15-24) in 
the labour force has begun to decline, decreasing from its 
1974 peak of 27.2 per cent to 2004 per cent in 1988. And 
while the combined proportion of youth and women in the 
labour force rose steadily until the early 1980s, that pro­ 
portion has remained fairly constant since then as the 
increasing proportion of female workers has been largely 
offset by the decline in the share of young workers. It is 
not likely, then, that changes in the composition of the 
labour force to include groups with higher rates of job sepa­ 
ration can explain the outward shift in the unemployment! 
vacancy relationship. 

Outflows from Unemployment 

Unemployment inflow and outflow rates for the period 
1976-89 are shown in Chart 4-4. As the preceding discus­ 
sion concluded, inflow rate has shown a decreasing trend 
since early 1985. At the same time, however, the outflow 
rate also has been decreasing. Rahman and Gera [1990] 
found that while both rates increased during the 1981-82 

Table 4-1 

Permanent and Temporary Separation Rates, 
Canada, 1978-86 

Temporary 
Permanent separation ratel separation rate2 

Layoffs Quits Total Layoffs Total 

1978 7.4 7.5 21.3 9.0 16.3 
1979 6.6 8.7 22.3 8.4 16.0 
1980 6.1 8.2 21.2 8.8 16.5 
1981 6.7 8.9 22.5 9.8 17.2 
1982 8.5 5.6 20.6 12.7 20.9 
1983 7.7 5.0 18.7 10.8 17.5 
1984 7.9 6.3 21.1 10.9 18.7 
1985 7.2 7.3 21.6 10.2 18.0 
1986 6.9 7.7 21.3 9.6 17.0 

Defined as permanent separations from firms as a proportion of 
person-jobs. One person can work for two or more firms, and thus 
contribute two or more person-jobs. 

2 Defined as temporary separations from firms as a proportion of 
persons employed. 

SOURCE Picot and Baldwin [1990, pp. 4.1-4.28]. 

recession, the persistence in unemployment in the 1980s 
has been due mainly to a decrease in the outflow rate. 

Outflows from unemployment are affected by the propor­ 
tion of job vacancies that employers are willing to fill per 
period, the search intensity of the unemployed job seekers, 
and the extent of mismatch between the unemployed and 
vacancies. These factors in turn are affected by institutional 
considerations such as the existence of unemployment 
insurance benefits, minimum-wage laws, and unions. In 
addition, long-term unemployment can reduce both the 
proportion of vacancies and the search intensity of the un­ 
employed. 

Unemployment Insurance Benefits 

It is well established in the literature that the generosity 
of unemployment insurance (UI) affects the length of the 
job search of the unemployed." By lowering the cost of 
searching, it encourages unemployed workers to extend the 
duration of their job search and to wait for better job of­ 
fers. It can also lower the search intensity of the unem­ 
ployed. Evidence shows that under a generous VI system, 
employers are less reluctant to layoff workers and workers 
who are laid off are more likely to wait to be recalled to 
their old job than to search for a new one. Moreover, indi­ 
viduals with weak labour force attachment are encouraged 
to enter the job market expecting to work only long enough 
to qualify for VI benefits." 

The Canadian VI system has undergone many changes 
in the last two decades. The generosity of the system 
increased substantially as a result of changes to the Unem­ 
ployment Insurance Act in 1971. The qualification period 
was lowered [Tom 30 to 8 weeks of work in the previous 
two years; benefits were increased, particularly in the de­ 
pressed regions; and the coverage was extended to include 
most of the unemployed who were not self-employed (for 
example, workers on maternity leave and seasonal work­ 
ers). Subsequent revisions in 1976 and 1979, however, 
reduced the generosity of the system by increasing the quali­ 
fication period for entitlement, and by decreasing both the 
duration of benefits and the rate. 

We examined the generosity of the VI system by con­ 
sidering three components: the percentage of the labour 
force covered by VI; the replacement rate, which is the ratio 
of VI benefits to wages; and the ratio between the maxi­ 
mum number of weeks of benefits allowed and the mini­ 
mum number of weeks of work required to qualify for 
benefits. Our results show that, on balance, the system is 
only slightly more generous today than it was before 1971, 
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Unemployment Inflows and Outflows, Canada, 1976-89 
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though the intervening period saw first some substantial 
increases in generosity and then a reduction in generosity. 
The smallest changes took place with respect to the per­ 
centage of the labour force covered by VI, which expanded 
after 1971 to include workers on maternity leave and sea­ 
sonal workers. The replacement ratio also changed through 
time, increasing with the 1971 changes from 50 to 70 per 
cent of wages, and then decreasing to 60 per cent in 1979. 
The largest changes took place with respect to the ratio 
between the maximum number of weeks of benefits allowed 
and the minimum number of weeks of work required to 
qualify. During the 1966-71 period, eight weeks of work 
were required for four weeks of benefits. After the 1971 
revisions, eight weeks of work were required for 30 weeks 
of benefits (or more in some regions). Beginning in 1978, 
however, the work requirement for 30 weeks of benefits was 
raised to 10-14 weeks, depending on the regional unemploy­ 
ment rate. 

On balance, the evidence suggests that VI became less 
generous in the 1980s compared with the mid-1970s, which 
should have led to a reduction in the length of job search 
and to an increase in the search intensity of the unemployed. 
If that were the case, the unemployment/vacancy relation­ 
ship should have shifted inwards, not outwards as it did. 

Minimum-Wage Legislation 

Minimum-wage laws can cause wages to rise above the 
level warranted by productivity and so lead to a decline in 
the proportion of job vacancies that employers are willing 
to fill per period. Over the 1963-75 period, minimum wages 
rose relative both to average industrial wages and, as shown 
by Burns in Chapter 2 of this volume, to productivity. Since 
1976, however, minimum wages have fallen relative to av­ 
erage industrial wages, which has contributed to a decrease 
in the unemployment rate to below what it otherwise would 
have been. In fact, according to Burns' estimates, the fall 
in minimum wages was one of the reasons that the natural 
rate of unemployment dropped 3 percentage points between 
1975 and 1987. 

Unions 

It has been argued that unions can significantly increase 
the natural rate of unemployment. For example, Daly and 
MacCharles [1986] and Grubel and Bonnici [1986] suggest 
that, in Canada, the natural rate has increased because of 
high real wages generated and protected by powerful 
unions. They argue that in the 1970s, the unionized sector 
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was able to realize real-wage gains that were not matched 
by productivity gains. These wage gains became a relatively 
permanent feature of Canada's cost structure and may have 
contributed to an increase in structural unemployment 

Summers [1986] argues that a significant part of the in­ 
crease in the natural rate of unemployment in the United 
States in the 1970s can be attributed to the effects of unions. 
He estimates that in 1985, a lü-per-cent increase in a state's 
unionization rate caused a 1.2-percentage-point increase in 
the natural rate of unemployment. Blanchard and Summers 
[1986] argue that in many European countries recessionary 
shocks have caused unemployment to persist owing in part 
to strong unions. 

For unions to influence the wage-setting process and 
hence the natural rate of unemployment, they must have 
sufficient power. For their influence on wages to increase, 
it is necessary that their power increase as well. In Canada, 
the union-coverage ratio - that is, the ratio of union mem­ 
bership to total nonagricultural employment - increased 
some 4 or 5 percentage points during the 1970s. However, 
it has remained relatively constant during the 1980s. It there­ 
fore seems unlikely that unions contributed to any signifi­ 
cant extent to increased unemployment rates in the 1980s 
[Ashenfelter and Card 1986; Moorthy 1989; Bruce 1990]. 

Long-Term Unemployment 

Prolonged joblessness may exacerbate mismatching by 
affecting both vacancies and unemployment. Employers 
may use the duration of unemployment as a screening 
device when hiring, in the belief that it is an indicator of a 
potential employee's human capital. Long-term unemploy­ 
ment can, in this sense, be a stigma, a sign of inadequacy. 
Hence, the greater the number of potential applicants who 
are long-term unemployed, the longer the vacancies will 
endure. At the same time, the search intensity of individu­ 
als may fall as the duration of unemployment increases and 
discouragement sets in. In addition, an individual's work 
skills may deteriorate through lack of use. But even more 
important may be the adverse psychological effects such 
as depression, discouragement, and alienation, all of which 
contribute to a progressive deterioration in the individual's 
human capital. This is referred to as "scarring." The use of 
duration of unemployment as a signalling device by 
employers and the scarring effects on unemployed indi­ 
viduals can lead to a decline in a long-term unemployed 
individual's probability of leaving unemployment. If this 
is the ease, the presence of significant numbers of long-term 
unemployed will result in higher unemployment for a given 
vacancy rate. 

In spite of strong economic growth and a high rate of 
employment creation during the 1980s, the incidence of 
long-term unemployment has remained unusually high 
[Rahman and Gera 1990; and Chapter 8 in this volume]. 
Even in 1989, when the unemployment rate had returned 
to its 1981 level of 7.5 per cent, the proportion of the labour 
force that had been continuously unemployed for a year or 
more was one-and-a-half times greater than it had been in 
1981. The incidence of long-term unemployment reached 
a high of 10.1 per cent in 1985; since then it has been de­ 
clining, reaching 6.6 per cent in 1989.14 In Chapter 8 of this 
volume, Rahman and Gera show that in Canada in the 
198Os, the probabilities of the short- and long-term unem­ 
ployed leaving unemployment have diverged considerably. 
For both groups, the probability of exit from unemployment 
declined sharply during the recession of 1981-82. However, 
while the exit probability of the short -term unemployed has 
now nearly returned to its pre-recession level, that is not 
the case for the long-term unemployed. 

There is one caveat to the argument that increases in long­ 
term unemployment will lead to an outward shift in the 
unemployment/vacancy relationship. Prolonged joblessness 
may lead some unemployed individuals to leave the labour 
force altogether. If this effect, sometimes referred to as the 
"retirement" effect, were to dominate, then it is entirely pos­ 
sible that an increase in long-term unemployment, by reduc­ 
ing the number of unemployed individuals for a given va­ 
cancy rate, could lead to an inward shift in the unemployment/ 
vacancy relationship. Whether the curve shifts inwards or out­ 
wards in response to an increase in long-term unemploy­ 
ment, then, depends on whether the retirement effect or the 
search-intensity effect dominates. 

Using data for the 1976-88 period the extent of the con­ 
tribution of the rise in long-term unemployment to the total 
rate of unemployment was measured. The results show that 
at the national level, long-term unemployment contributed 
to an increase in total unemployment of about 2.3 percent­ 
age points. Since the outward shift in the unemployment 
rate was estimated to be 6.5 per cent, it is clear that other 
factors were also at work. Nevertheless, this result is im­ 
portant because it establishes that a rise in the incidence of 
long-term unemployment does impair the functioning of the 
labour market. 

Long-term unemployment was also found to contribute 
significantly to the shift in the unemployment/vacancy 
relationship in the Atlantic and Prairie provinces, and in 
British Columbia. IS However, it was not significant in ex­ 
plaining shifts in the unemployment/vacancy relationship 
in Ontario and Quebec, where the greater improvements in 
economic performance relative to the rest of Canada during 



the recent expansionary phase may have offset the impact 
of long-term unemployment on the unemployment rate. 

The significance of the long-term unemployment vari­ 
able in explaining national and regional shifts in the 
unemployment/vacancy relationship is symptomatic of the 
presence of hysteresis or persistence in unemployment in 
Canada. Two major arguments - the depreciation of human 
capital and "insider-outsider" wage bargaining - have been 
offered as to why unemployment may exhibit hysteresis or 
persistence. As discussed earlier, the deterioration of hu­ 
man capital associated with long-term unemployment can 
lead to reduced search intensity and/or a reluctance of em­ 
ployers to hire such individuals. But there is also evidence 
to support the "insider-outsider" view. According to this 
argument, hysteresis is characteristic of a wage-bargaining 
process in which employed workers (insiders) bargain for 
higher wages while still preserving their jobs. Unionized 
workers often are seen as "insiders" and nonunionized 
workers as "outsiders." When the employed (unionized) in­ 
siders are insulated from the unemployed (non unionized) 
outsiders, wage increases do not slow in the face of high 
unemployment." This leads to the persistence of high un­ 
employment. Rahman and Gera [1990] fmd that in Canada 
over the period 1977-87, the short-term unemployed were 
found to have significant influence on wage growth, and 
the long-term unemployed were found to have no influence. 
In this sense, the long-term unemployed could be consid­ 
ered outsiders in the wage-bargaining process. 

Regional and Industrial Dimensions of 
Mismatches in the Labour Market 

There is considerable regional variation in labour market 
performance in Canada. For example, in 1989, unemploy­ 
ment rates ranged from 5.1 per cent in Ontario to over 12 per 
cent in the Atlantic region. The unemployment rate in the 
Prairie region was close to the national average of 7.5 per 
cent, while in British Columbia and Quebec it was above 
the national average at 9.1 and 9.3 per cent, respectively. 

Regional labour market performance can affect the mag­ 
nitude of mismatching in the national labour market in two 
ways. First, there may be an increase in the severity of 
intraregional problems. If labour market rigidities and 
mismatching worsen within all regions, then the national 
picture will deteriorate as well. Second, an increase in un­ 
employment rate differentials in labour market performance 
across regions - interregional dispersion - will also increase 
the national level of mismatching. 

Total intraregional effects are best understood as the sum 
of the effects from within each particular region that cause 
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each region's unemployment/vacancy curve to shift. How­ 
ever, a shift in the unemployment/vacancy relationship in, 
say, Quebec, will have strong effects on the unemployment/ 
vacancy relationship in, say, Ontario, as well as on other 
regional curves. These are the interregional effects. Factors 
such as the mobility of labour in response to differential 
levels of unemployment compensation, employment 
growth, imperfectly correlated shocks across regions, and 
differential responses of regional economies to external 
shocks will lead to strong links among the various regional 
labour markets. Indeed, given the possibility of strong link­ 
ages between the various regional labour markets, it is quite 
likely that these interregional effects are substantial. 

Recall that between 1966 and 1988, the national unem­ 
ployment rate increased by 6.5 percentage points for any 
given NHWI. When we separate that increase into its 
intraregional and interregional components, we find that 
increases in intraregional differentials in unemployment 
rates account for 3 percentage points of the total outward 
shift of 6.5 percentage points. The remaining 3.5 percentage 
points is attributable to increases in interregional disparities. 

Two important sources of increases in interregional un­ 
employment rate differentials as they relate to growth in 
structural imbalances are increases in regional variation in 
unemployment rates and in employment growth rates. 
Indices measuring the extent of total regional variation in 
these rates for the period 1966-89 are shown in Table 4-2. 
Consider first the index measuring regional variation in un­ 
employment rates. Since the mid-1970s, this index has 
shown a tendency to drift upwards. This confirms that 
increased dispersion in regional unemployment was an im­ 
portant factor in creating structural imbalances in Canadian 
labour markets. 

Table 4-2 also includes an index of regional variation in 
employment growth rates. An increase in this index reflects 
rising regional differences in employment opportunities and 
can cause an outward shift in the unemployment/vacancy 
relationship. The index shows no really consistent pattern 
over the period. What is notable, however, is that begin­ 
ning in 1980 and continuing through the recession and 
recovery phase of 1981-84, the amount of variation in re­ 
gional employment growth rates remained high relative to 
the experience of the 1970s. However, that variation 
decreased in the 1985-89 period to a level close to the av­ 
erage for the 1970s. This suggests that increasing regional 
variation in employment growth rates could have contrib­ 
uted to structural imbalances in the early part of the 1980s 
but not in the second half of the 1980s. Instead. decreasing 
regional variations in employment growth rates should have 
moderated structural imbalances in the national labour mar­ 
ket after 1985P 
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Table 4-2 

Indices of Variation in Unemployment Rates and 
Employment Growth Rates across Regions, 
Canada, 1966-89 

Regional variation indices 

Unemployment Employment 
rates growth rates 

1966 0.97 
1967 0.97 0.98 
1968 1.12 1.44 
1969 1.34 1.25 
1970 1.27 0.86 
1971 0.95 0.56 
1972 1.26 1.11 
1973 1.29 0.81 
1974 1.48 0.94 
1975 1.70 0.63 
1976 1.95 1.22 
1977 2.26 1.02 
1978 2.26 0.93 
1979 2.14 0.63 
1980 2.10 1.53 
1981 2.29 1.38 
1982 2.39 1.55 
1983 1.98 0.91 
1984 2.34 1.33 
1985 2.58 0.73 
1986 2.52 0.82 
1987 2.54 1.09 
1988 2.45 0.77 
1989 2.24 0.62 

SOURCE Gera et al. (1991). 

Mismatches between workers and jobs that occur because 
employment opportunities are expanding in one sector but 
contracting in another also affect the relationship between 
unemployment and vacancies. Lilien [1982] argues that the 
natural rate of unemployment is closely linked to the pro­ 
cess of labour reallocation and responds to differences 
across industry sectors in employment growth rates. The 
slower the pace of labour reallocation, the higher the natu­ 
ral rate is likely to be. Furthermore, the natural rate will 
vary through time according to the amount of labour real­ 
location that is required. 

Table 4- 3 is an index of variation in employment growth 
rates across industries for the period 1966-89.18 With the 
exception of 1982, when variation increased sharply as a 
result of the recession, the index values were higher before 
than after 1975. Furthermore, the extent of variation in in- 

dustry employment growth rates has declined during the 
recovery and expansionary years since 1981. That decrease 
suggests that mismatches originating in variations in pat­ 
terns of industrial growth have become smaller in recent 
years, which should contribute to an inward shift in the 
unemployment/vacancy relationship. 

We also calculated indices of variation in employment 
growth rates across industries for each region. The indices 
for four regions - the Atlantic provinces, Quebec, Ontario, 
and the Prairies - showed no significant upward or down­ 
ward movement. British Columbia, however, experienced 
a considerable increase in industrial employment growth 
variation, with a particularly sharp increase in 1982, but the 
magnitude of the imbalance has receded since. 

Conclusions 

Recent efforts to explain the high and persistent rate of 
unemployment in Canada have concentrated on estimating 
the natural rate of unemployment [see McCallum 1987; 

Table 4-3 

Index of Variation in Industrial Employment 
Growth Rates, Canada, 1966-89 

1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1.57 
1.62 
1.20 
1.15 
1.45 
0.99 
1.53 
1.23 
1.48 
1.62 
1.27 
1.12 
0.92 
1.25 
1.20 
0.91 
1.76 
1.01 
1.00 
0.92 
1.21 
0.99 
0.90 
1.01 

SOURCB Gera and Grenier [1991). 



Fortin 1989; and Burns, Chapter 3 in this volume]. Most 
authors agree that the natural rate has risen in recent years, 
which implies that there is substantial structural unemploy­ 
ment. Weakness in total demand is also seen to be a cause 
of the rise in unemployment, though the analysts differ on 
the extent of its contribution. 

This paper examines the impact of structural imbalances 
that cause mismatch between the level of unemployment 
and vacancies. Since vacancy data is not available, we used 
two substitute measures - the normalized help-wanted index 
and a derived-vacancy rate - to estimate the unemployment/ 
vacancy relationship for Canada as a whole and for the five 
regions within Canada. We also analysed factors causing 
shifts in the unemployment/vacancy relationship. Our ma­ 
jor conclusions are that: 

• Both nationally and regionally, the unemployment 
normalized help-wanted index (NHWI) has shifted out­ 
wards over the period 1966-88, indicating growing struc­ 
tural imbalance. 

• One of the major reasons for the shift in the unem­ 
ployment/vacancy relationship at the national level and in 
the Atlantic and Prairie regions and British Columbia is an 
increase in long-term unemployment as a proportion of to­ 
tal unemployment. 

• At the national level, both interregional and intra­ 
regional effects have played significant roles in the shift 
of the unemployment/vacancy relationship. However, inter­ 
regional effects were slightly larger, accounting for 54 per 
cent of the total shift in the national unemployment/vacancy 
relationship. 

• Dispersion in employment growth rates across industry 
sectors does not seem to matter in the shifts in the national 
or the regional unemployment/vacancy relationship. 
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Structural unemployment increased nationally and 
regionally in Canada during the 1970s and the 1980s. The 
magnitude of this imbalance varied by region, however. The 
Atlantic region experienced the greatest increase, followed 
by British Columbia, Quebec, Ontario, and the Prairies. The 
increase in structural imbalances across all regions suggests 
that if policymakers are to reduce unemployment, macro­ 
economic policy must be supplemented by a range of spe­ 
cific labour market policies to improve the functioning of 
labour markets. 

An important policy issue is the significant influence ex­ 
erted by the long-term unemployed. Rahman and Gera argue 
that the Job Development Program of the Canadian Job 
Strategy and the Canada Employment Centres together pro­ 
vide a comprehensive set of interlinked services for the 
long-term unemployed (see Chapter 8 in this volume). But, 
while these programs have generally performed well, im­ 
provements could be made to the Canadian Job Strategy's 
design. For example, the current eligibility criterion 
(unemployment for 24 weeks out of the last 30) could be 
shortened to about 18 weeks. This earlier identification of 
those at risk of becoming long-term unemployed would help 
to prevent skill erosion. More importantly, there is a need 
within these programs to specifically target older workers. 
It is this group that is most prone to long-term unemploy­ 
ment and in most need of help.'? 

Finally, a well-designed job vacancy survey that collects 
data for a period of several years would assist policymakers 
in analysing the growing mismatches between unfilled job 
vacancies and the attributes of the unemployed. Although 
it is well recognized that there are difficulties in obtaining 
credible vacancy data, these obstacles can be overcome by 
adequate funding and research. The cost of providing such 
data might not be more than the costs incurred by pursuing 
misguided policies without the insights that job vacancy 
data could provide. 



5 Canadian Unemployment in Retrospect 

Miles Corak 

As long ago as 1965, a prominent U.S. economist said, in 
an analysis of the high levels of unemployment prevailing 
during the early 1960s, that any "given amount of unem­ 
ployment is socially more tolerable if it is, so to speak, 
passed around from hand to hand and spread fairly evenly 
among people in the labour foree, than it is if a relatively 
small group bears most of the burden" [Solow 1965,43]. 
Recently in Canada there has been much comment on the 
costs and benefits of conducting monetary policy so as to 
reach zero inflation, and while most observers recognize 
that some cost will have to be paid in terms of redueed out­ 
put and higher unemployment if such a policy is pursued, 
the issue raised by Solow is not often discussed.' A zero­ 
inflation policy would be socially more acceptable if the 
costs of unemployment were distributed equally across the 

Chart 5-1 

population - or at least if the individuals benefiting from 
lower inflation were also the individuals paying the costs 
in higher unemployment - than if the costs of unemploy­ 
ment were shouldered in an arbitrary manner by a small 
minority of the labour force. 

The purpose of the present paper is to offer a descriptive 
overview of some of the distributional dimensions of Cana­ 
dian unemployment, and to outline some of the implica­ 
tions of these for policy. In particular, the business cycle 
of the 1980s is reviewed in the hope of deriving some les­ 
sons for the 1990s. The unemployment rates of the 1980s 
were high even in comparison with the peaks reached dur­ 
ing the cyclical downturn of the late 1950s and early 1960s 
(Chart 5-1). Even more noticeable in the data of the past 
decade is the sharpness and extent of the rise in unemploy­ 
ment at the onset of the 1981-82 recession, and the 
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si uggishness of its decline over the course of the recovery. 
During 1981 the aggregate unemployment rate was 7.5 per 
cent, but with the onset of recession in 1982 it jumped a 
full 4 percentage points and did not return to its pre­ 
recession level until 1989. It is very likely that this pattern 
will repeat itself during the 1990s. 

These data, however, mask as much as they reveal. Each 
annual figure is derived from monthly Labour Force Sur­ 
vey estimates of the number of individuals unemployed at 
a point in time; it is an average of a series of monthly snap­ 
shots. Measures of this kind establish an individual's la­ 
bour force status at a given point in time, but they cannot 
directly address issues concerning the individual's expe­ 
rience over a span of time, such as the amount of time spent 
unemployed over a particular period, or how equally the 
burden of total time spent unemployed is distributed across 
the labour force. 

In contrast, the Annual Work Patterns Survey and the 
Labour Market Activity Survey deal with unemployment 
over a span of time. They form the basis of the research 
summarized in this paper. The Annual Work Patterns Sur­ 
vey was conducted for the years 1977 through 1985, and 
required its respondents to recall their labour force expe­ 
rience over the course of a year; the Labour Market Activ­ 
ity Survey continued this pattern of questioning for 1986 
and 1987. Together these surveys permit an examination 
of the labour sector through a series of one-year windows 
that extend from 1987 back to the beginning of 1977. Thus 
this paper is a retrospective in two ways: it brings together 
results that span the past decade, and, just as importantly, 
it does so by using recall data. 

The major focus of the study is on the annual unemploy­ 
ment experience of an individual. First we present the three 
measures of annual unemployment experience that are used 
in the paper, and highlight their implications for understand­ 
ing the nature of unemployment. Following this, we out­ 
line our major results. Tabulations of how the burden of 
unemployment is shared as well as how this distribution 
has changed over the course of the past decade or so are 
presented. It is found that the total burden of time spent 
unemployed is very concentrated. In any given year, the 
small minority of the labour force that spends more than 
six months unemployed accounts for a disproportionate 
share of the total time spent unemployed. For example, dur­ 
ing 1980 these individuals represented only 3.3 per cent of 
the labour force, but accounted for 42.5 per cent of total 
time spent unemployed. The recession of 1981-82 increased 
both of these figures, but the subsequent recovery did not 
reverse them. During 1987, the latest year for which the 
data are available, the 4.2 per cent of the labour force that 

was unemployed longer than six months accounted for 
54 per cent of all time spent unemployed. 

The extent to which developments during the business 
cycle of the 1980s can be used as a guide for the future is 
subject to debate, but our results imply that a relatively small 
number of individuals drawn arbitrarily from the labour 
force will shoulder the bulk of the costs associated with the 
recession of 1991. These results bring into question the fair­ 
ness of pursuing restrictive aggregate demand policies; the 
distributional implications of such policies should be taken 
into account when their costs are assessed. We briefly out­ 
line the prevailing policy paradigm, and note that more 
attention needs to be paid to refining an alternative policy 
framework that does not make a sharp distinction between 
the way in which the economy adjusts to adverse macro­ 
economic shocks and the final equilibrium position that it 
reaches. Finally, we present an outline of the main dimen­ 
sions of this framework in a manner that highlights some 
directions for research, and considerations for policy. 

The Empirical Analysis of 
Unemployment Dynamics 

Much of the postwar period was dominated by the view 
that the unemployed are a stagnant pool of human resources 
that is shut out of employment. From the Keynesian per­ 
spective, unemployment was the result of deficient aggre­ 
gate demand, while from the structuralist viewpoint it was 
the result of technological change rendering certain skills 
obsolete.' By the early 1970s, however, it was explicitly 
recognized that any given level of unemployment was the 
result of both the rate at which individuals became unem­ 
ployed, and how long they stayed unemployed. In other 
words, it was the result of incidence and of spell duration. 
High levels of unemployment could be the result of large 
inflows and short durations, a situation of great flux and 
dynamism, or they could be due to low inflows but very 
long durations, a situation of poor adjustment and stagna­ 
tion. These scenarios are referred to here as the "dynamic" 
and the "stagnant" interpretations of unemployment. 

The 1970s witnessed a great deal of debate among la­ 
bour economists as to which interpretation was correct This 
debate proved difficult to resolve, in part because many 
analysts sought to summarize the state of the labour sector 
with a single summary measure of the average duration of 
a spell of unemployment. Measuring the length of time that 
individuals spend unemployed is not as straightforward as 
it might at first appear. The argument put forward in this 
section is that no single indicator of unemployment can in 
itself adequately portray the workings of the labour sector, 



and that analysts should therefore focus on the entire dis­ 
tribution of time spent unemployed. 

The most cited measure of the length of an unemploy­ 
ment spell is the "average duration of unemployment" that 
is derived from the Labour Force Survey. There are, how­ 
ever, some well-known difficulties associated with these 
data. In fact, on its own this measure is meaningless, as we 
show in Figure 5-1. In this figure the length of time that 
four different individuals spend unemployed is represented 
by a series of horizontal lines. If a survey of the labour force 
were conducted at a particular point in time, say January 
1980, it would capture three of these individuals while they 
were experiencing a spell of unemployment. If these indi­ 
viduals were asked how long they had been unemployed, 
their responses would correspond to the length of their spells 
up to the point in time at which the survey took place, that 
is, the lengths of the lines labelled 1, 3, and 4 truncated at 
January 1980. The average of these lengths is what the "av­ 
erage duration of unemployment" represents. 

It is evident that this is a biased measure of the average 
length of these unemployment spells. It would be more cor­ 
rect to call this measure the "average interrupted spell du­ 
ration," because the survey captures the spells while they 
are in progress, and cannot account for the length of time 
remaining in the spell. Under steady-state conditions, that 

Figure 5-1 

Measures of Unemployment-Spell Durations from a 
Point-in-Time Survey, 1979 and 1980 

January 
1980 

January 
1979 
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is, when the rate of inflow into unemployment is not chang­ 
ing, there is a simple relationship between this measure and 
the average completed spell duration. On average, the sur­ 
vey will capture unemployment spells at their mid-point. 
Therefore, an approximation of the average completed spell 
duration can be obtained by doubling the average inter­ 
rupted spell duration. For example, during the period 1979- 
81 the unemployment rate was steady at about 7.5 per cent. 
This may be taken as an indication that the labour sector 
was in a steady state. The average interrupted spell dura­ 
tion for each of these three years was 3.42, 3.39, and 
3.45 months. Hence the average length of an unemployment 
spell for individuals who were unemployed when the sur­ 
vey was taken is about 6.8 to 6.9 months. This is a very 
long period of time to be unemployed. 

In addition to this "interruption bias," there is another bias 
in the Labour Force Survey referred to as li' "sampling bias." 
It stems from the fact that a point-in-time survey will 
undersample spells of a short duration. The probability of 
an unemployment spell being captured by the survey is pro­ 
portional to its length: the longer the spell, the greater the 
chance that it will be in progress at the time of the survey. 
Thus shorter spells will be underrepresented. For example, 
individual 2 in Figure 5-1 is not included in the survey. If 
this sampling bias is taken into account, the measure of av­ 
erage duration will tend to be reduced. This bias, therefore, 
works in a direction opposite to the interruption bias. In 
practice, when both of these biases are taken into account, 
the sampling bias outweighs the interruption bias, and the 
average duration of a completed unemployment spell is 
therefore less than that reported in the Labour Force Sur­ 
vey. For example, it has been estimated that the average 
spell duration for the period 1978-81 is slightly greater than 
two months, much less than both of the above measures.' 

Finally, the Labour Force Survey is a "point-in-time" sur­ 
vey. Information on the length of a particular unemploy­ 
ment spell does not accurately indicate the overall unem­ 
ployment experience of individuals subject to multiple 
spells over an extended period. This is true for the indi­ 
viduals labelled 2 and 3 in Figure 5-1. Therefore, it may 
well be that the total time spent unemployed in a year, 
regardless of whether it is accumulated in a single bout of 
unemployment or in a series of shorter spells, is a more 
accurate indicator of individual welfare. 

The Annual Work Patterns Survey and the Labour Mar­ 
ket Activity Survey were conducted once a year, during the 
month of January, and required respondents to recall their 
labour force behaviour over the course of the previous year. 
Thus individual behaviour over the span of a whole year is 
captured, and for this reason the average measure of 
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unemployment obtained may be referred to as the "aver­ 
age annual unemployment experience" of the individual.' 
In addition to providing a better indicator of welfare, this 
measure is less subject to the sampling and truncation biases 
inherent in the Labour Force Survey measure. 

Some summary measures from these surveys for the 
period 1977-87, along with measures of unemployment 
from the Labour Force Survey, are presented in Table 5-1. 
What picture of unemployment emerges from these data? 
Consider, first, line 2a, the incidence of unemployment. 
This is the number of individuals who were unemployed at 
any point during the year divided by the number of indi­ 
viduals who were in the labour force at any point during 
the year. On its own, this figure would support the "dy­ 
namic" view of unemployment. Even when the unemploy­ 
ment rate is at its lowest, more than 21 per cent of the labour 
force experiences some unemployment at some point dur­ 
ing the year. Thus, in 1980, for example, the average 
monthly unemployment rate was 7.5 per cent, but fully one 
fifth of the labour force had experienced some unemploy­ 
ment. This indicates that the labour sector is characterized 
by a great deal of flux. Further, the incidence moves in the 
same direction as the unemployment rate. The 1981-82 
recession resulted in a large increase in the incidence of 

unemployment. During 1982 almost 28 per cent of the la­ 
bour force experienced some unemployment. As recovery 
took hold and the unemployment rate fell, the incidence also 
fell, so that by 1986 it had returned to pre-recession levels. 

Three different average annual unemployment experience 
measures are also provided in the table. They differ mark­ 
edly, and these differences indicate that it would be a mis­ 
take to accept the dynamic view of unemployment. They 
are: 1) line 2b, the "average annual unemployment expe­ 
rience of the labour force" (AAE-LF); 2) line 2e, the "av­ 
erage annual unemployment experience of the unemployed" 
(AAE-C);S and 3) line 2d, the "average annual unemploy­ 
ment experience of the unemployed at a point in time" 
(AAE-U). AAE-LF is defined as the total time spent un­ 
employed by all individuals during the year divided by the 
total number of individuals that were in the labour force at 
some point during the year. AAE-C is the total time spent 
unemployed divided by the total number of individuals that 
were unemployed at some point during the year. AAE-U is 
a weighted average of those unemployed at some time dur­ 
ing the year. In effect, it is the retrospective version of the 
length-biased measure that was obtained by doubling the 
Labour Force Survey average duration," It might be inter­ 
preted as the average annual unemployment experience of 

Table 5-1 

Summary Measures of Unemployment, Canada, 1977-87 

1977 1978 1979 1980 1981* 1982 1983 1984 1985 1986 1987 

(Per cent) 

1. Labour Force Survey measures' 
a Unemployment rate 8.1 8.3 7.4 7.5 7.5 11.0 11.9 11.3 10.5 9.3 8.8 

(Months) 

b Average interrupted spell 
duration 3.35 3.58 3.42 3.39 3.45 4.00 5.03 5.00 5.00 4.69 4.73 

(Per cent) 
2. Retrospective measuresê 

a Incidence! 21.0 22.2 21.8 21.6 27.9 27.4 26.7 24.3 20.6 18.2 
(Months) 

b AAE-LP 0.87 0.78 0.71 0.72 1.20 1.25 1.16 1.04 0.91 0.74 
c AAE-C5 4.15 3.51 3.25 3.35 4.29 4.56 4.35 4.17 4.40 4.08 
d AAE-U6 6.27 5.99 5.71 5.88 6.83 7.13 7.05 6.84 7.17 6.87 

*Data for panel 2 is not available for 1981 because the Annual Work Patterns Survey was not conducted that year. 
1 Includes all individuals 15 years and older. 
2 Includes those 17 to 69 years of age who were in the labour force at some time during the year. 
3 Proportion of labour force unemployed at some time during the year. 
4 Average annual unemployment experience of the labour force. 
5 Average annual unemployment experience of the unemployed. 
6 Average annual unemployment experience of the unemployed at a point in time. 
SOURCE Corak [1990). 



those individuals unemployed at any particular time dur­ 
ing the year. That is the average annual experience that we 
would obtain if we conducted a point-in-time survey. 

AAE-LF is always very much less than the other meas­ 
ures, and AAE-U is always the longest. The averages over 
the period 1977-87 are: AAE-LF, 0.94 months; AAE-C, 
4 months; and AAE-U, 6.6 months. All of the statistics in­ 
crease significantly between 1980 and 1982, and they all 
peak in 1983, the 67-per-cent increase in AAE-LF being 
most notable. This latter measure, however, also shows the 
most rapid decline over the recovery: between 1983 and 
1985 it fell by almost 17 per cent, while AAE-C fell by 
8.6 per cent and AAE-U by only 4.1 per cent. 

The differences between these three measures are an in­ 
dication of the degree of concentration of the total time spent 
unemployed; using these figures without knowledge of the 
distribution of unemployment could be misleading if used 
for policy purposes. For example, if the total time spent 
unemployed in a given year were distributed equally among 
the entire labour force, that is, if all the individuals who 
were in the labour force at some time in the year each spent 
exactly the same amount of time unemployed, then all three 
statistics would be the same: they would all have the value 
of AAE-LF. In this example, the incidence of unemploy­ 
ment would be 100 per cent. The actual observed differ­ 
ences between AAE-LF and AAE-C is a reflection of the 
fact that only a minority of the labour force experiences 
any unemployment during the year. In fact, the ratio 
AAE-LFjAAE-C is simply the incidence figure in line 2a. 
Similarly, the differences between AAE-C and AAE-U are 
due to the unequal distribution of total time spent unem­ 
ployed among those that do actually experience unemploy­ 
ment. Which of the three figures most accurately reflects 
the workings of the labour sector? Which figure should be 
used for the purposes of policy? 

Adopting AAE-LF would uphold the "dynamic" view of 
the labour sector, while the others, particularly AAE-U, 
suggest that the "stagnant" interpretation is appropriate. The 
differences between these figures imply a paradox. Most 
people experience very short periods of unemployment, but 
most of the people who are unemployed at any time are in 
the midst of a very long bout of unemployment. 

This is not really a paradox at all. It is simply an indica­ 
tion of the fact that while in one sense a "dynamic" view 
of the labour force is correct, it is also irrelevant. There are 
many people who experience no unemployment, or only 
very short bouts. Even though they are large in number, 
the shortness of their unemployment experience implies that 
they do not account for a great deal of the total time spent 
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unemployed. At any point in time, the average unemployed 
individual will experience a lengthy period of unemploy­ 
ment. This is what the length-biased estimates reveal, and 
it is a reflection of the fact that the total time spent unem­ 
ployed is heavily concentrated among a relatively small 
minority of the labour force. This supports the "stagnant" 
view of the labour force, and suggests that the policy focus 
should not be on a single summary measure of unemploy­ 
ment duration, but on the entire distribution. 

The Distribution of 
Unemployment 

Table 5-2 depicts the AAE-LF according to the propor­ 
tion each duration category contributes to the overall aver­ 
age. It is evident that interesting developments with regard 
to the distribution of unemployment are masked when one 
focuses solely on the overall figure. Table 5-3 offers the 
same breakdown for AAE-U (see Appendix B, Tables B-1 
and B-2, for the corresponding figures in months). 

For example, over the period 1978-80, individuals who 
were unemployed for three months or less contributed on 
average about 28 per cent to the overall AAE-LF, while 
those who were unemployed for more than six months con­ 
tributed almost 43 per cent. In 1982-85, the average annual 
unemployment experience of the labour force was higher, 
but the bulk of the increase was due to the long-term un­ 
employed," The average contribution of those unemployed 
three months or less actually fell to 19 per cent, while that 
of the long-term unemployed increased to slightly more than 
54 per cent. The overall movement in AAE-LF is due al­ 
most exclusively to a shift in the distribution of unemploy­ 
ment towards individuals who were unemployed for the 
longest period of time. Exactly the same pattern holds for 
the average annual unemployment experience of the unem­ 
ployed. 

Chart 5-2 depicts the distribution of total time spent un­ 
employed that is accounted for by each duration category. 
The shares of each category, particularly that of the long­ 
est, were relatively stable during the period 1977-80: those 
individuals unemployed for three months or less accounted 
for about 27 per cent of the total time spent unemployed, 
while those unemployed for seven to 12 months accounted 
for about 43 per cent. The major change in the data occurs 
over 1980-82. During the period 1982-87, the shortest du­ 
ration category accounted on average for 18.4 per cent of 
total time spent unemployed, while the longest duration 
category accounted for slightly more than 56 per cent on 
average. 
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Table 5-2 

Proportion Each Duration Category Contributes to the Average Annual Unemployment Experience of the 
Labour Force (AAE-LF), Canada, 1977-87* 

Duration category (months) 

0-1 2-3 4-6 7-9 10-12 Total AAE-LF 

(Per cent) (Months) 
1977 4.8 18.4 29.9 25.3 21.8 100.0 0.87 
1978 6.7 20.5 29.5 23.1 21.8 100.0 0.78 
1979 8.0 21.1 30.9 21.1 19.7 100.0 0.71 
1980 7.6 20.8 29.2 20.8 20.8 100.0 0.72 

1982 4.1 15.0 26.7 24.2 30.0 100.0 1.20 
1983 3.5 13.1 23.8 24.6 31.5 100.0 1.30 
1984 4.1 13.3 25.0 22.5 31.7 100.0 1.20 
1985 5.1 16.0 26.0 25.0 32.0 100.0 1.00 
1986 2.9 13.2 24.2 25.3 34.1 100.0 0.91 
1987 2.8 16.2 27.0 20.3 33.8 100.0 0.74 

*Data for 1981 are not available. 
SOURCE Corak [1990]. 

Table 5-3 

Proportion Each Duration Category Contributes to the Average Annual Unemployment Experience of the 
Unemployed (AAE-U), Canada, 1977-87* 

Duration category (months) 

0-1 2-3 4-6 7-9 10-12 Total AAE-U 

(Per cent) (Months) 
1977 4.8 18.3 30.4 24.6 21.9 100.0 4.15 
1978 6.8 19.9 29.6 22.5 21.4 100.0 3.51 
1979 8.0 20.9 30.8 20.9 19.4 100.0 3.25 
1980 7.5 20.3 29.6 21.2 21.2 100.0 3.35 

1982 4.1 14.6 26.0 23.9 29.2 100.0 4.39 
1983 3.7 13.4 24.8 25.9 32.5 100.0 4.56 
1984 4.3 14.0 25.8 23.5 32.4 100.0 4.35 
1985 4.6 15.6 25.4 23.9 30.7 100.0 4.17 
1986 2.9 12.7 23.6 25.7 34.5 100.0 4.40 
1987 2.9 16.7 26.5 20.3 33.8 100.0 4.08 

*Data for 1981 are not available. 
SOURCE Corak [1990]. 

The data used in constructing Chart 5-2 are taken from 
panel 3 of Table 5-4. This table presents the distribution of 
the labour force, of the numbers unemployed, and of the 
total time spent unemployed by duration category. It illus­ 
trates the extent of concentration of unemployment and the 

changes in this concentration over time. Unemployment is 
highly concentrated in each year of the sample period. In 
1979, when the unemployment rate was at its lowest dur­ 
ing the period under study, only 3.1 per cent of the labour 
force was unemployed for longer than six months during 



the year, and while this group accounted for only 14.6 per 
cent of the total number of individuals unemployed, they 
also accounted for 40.3 per cent of the total time spent un­ 
employed that year. Likewise, in 1983 - the year that the 
unemployment rate peaked - 7.8 per cent of the labour force 
was long-term unemployed. They accounted for 28.5 per 
cent of the number unemployed, and 58.3 per cent of the 
total time spent unemployed. There is even more concen­ 
tration among the 10-to-12-month duration category 
(Chart 5-3). The effect of the 1981-82 recession is marked: 
more individuals became long-term unemployed and they 
accounted for more of the total time spent unemployed. 

These results suggest that there was a shift in the distri­ 
bution of time spent unemployed that coincided with the 
1981-82 recession. During the recovery, the gradual fall in 
the aggregate unemployment rate was accompanied by a 
change in the distribution of unemployment such that there 
were more long-term unemployed and they accounted for 
more of the burden of the total time spent unemployed. 

Chart 5-2 

Distribution of Total Time Unemployed by 
Duration Category, Canada, 1977-87* 
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*Data are not available for 1981. 
SOURCE Coralc [1990]. 
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We created tabulations of this kind for a variety of 
dis aggregations including gender, age, marital status, and 
region," For all of these dimensions, the within-group 
changes in the distribution of time spent unemployed are 
more important than the between-group changes. For ex­ 
ample, the distribution of the total time spent unemployed 
between the genders was relatively constant throughout 
1978-80: males accounted for about 56 per cent of all time 
spent unemployed. This share increased to slightly more 
than 60 per cent in 1982, but it began to fall immediately 
afterwards. By 1985 it had returned to the pre-recession 
pattern. While changes between the genders were not long­ 
lasting, there were significant changes in the distribution 
within each gender grouping. The unemployment expe­ 
rience is concentrated for both groups. In 1979,3.1 per cent 
of the male labour force experienced more than six months 
of unemployment and accounted for almost 42 per cent of 
all the time spent unemployed by males in that year. The 
equivalent figures for females are 3.2 and 38.6 per cent. 
Both groups witnessed a shift in the distribution of unem­ 
ployment towards long-term unemployment. These figures 
peaked in 1983, when 8.7 per cent of the male labour force 
were long-term unemployed and accounted for 61.1 per cent 
of total time spent unemployed, and 6.5 per cent of the 
female labour force fell into the same category and ac­ 
counted for 54 per cent of total time spent unemployed. 

The only dimension along which both between-group and 
within-group changes are important is that of region. Ta­ 
ble 5-5 presents the distribution of unemployment among 
the regions. The 1978-80 period was marked by stability 
in the distribution of total time unemployed among the prov­ 
inces. Over this period there was a slight increase in the 
share of unemployment accounted for by Quebec, and a 
slight decline in that accounted for by British Columbia. 
The burden of the recession was felt disproportionately in 
the western region, particularly in Alberta and British 
Columbia. During 1982-83 these provinces' shares of total 
time spent unemployed increased by 50 per cent over their 
1980 levels. This pattern has continued over the course of 
the recovery. With the progress of the recovery, the shares 
of Ontario and Quebec became much lower than they were 
in 1980, but the shares of Alberta and British Columbia 
were much higher. This pattern is exactly mirrored in the 
data on the distribution of the long-term unemployed. 

A within-region summary of the distribution of unem­ 
ployment is presented in Corak [1990]. From this perspec­ 
tive also there is still considerable concentration in the time 
spent unemployed, and the shift towards greater concen­ 
tration after 1982 is still evident. The greatest proportions 
appear to be in the Atlantic provinces and Quebec, and 
British Columbia's has also been large since the recession. 
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Table 5-4 

Distribution of the Labour Force, of the Number of Unemployed, and of the Total Time Spent Unemployed by 
Duration of Unemployment, Canada, 1977-87* 

1977 1978 1979 1980 1982 1983 1984 1985 1986 1987 

(Per cent) (Per cent) 
Months of unemployment 

1. Proportion of 
labour force 
None 79.0 77.8 78.2 78.4 72.1 72.6 73.3 75.0 79.4 81.8 
s 1 4.2 6.6 7.3 7.1 6.2 5.7 6.3 6.0 4.3 3.6 
2-3 6.8 6.9 6.7 6.6 7.9 7.3 7.2 7.3 5.6 6.0 
4-6 5.5 4.9 4.7 4.6 6.7 6.5 6.3 5.6 4.7 4.3 
7-9 2.8 2.3 1.9 1.9 3.8 4.2 3.5 3.2 3.1 2.0 
10-12 1.7 1.5 1.2 1.4 3.2 3.6 3.3 2.9 2.8 2.2 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

2. Proportion of number 
of unemployed 
:;;1 20.0 29.8 33.3 32.6 22.3 20.9 23.6 24.2 21.0 19.8 
2-3 32.2 31.0 30.6 30.6 28.4 26.8 27.1 29.1 27.2 33.1 
4-6 26.3 22.2 21.5 21.3 24.1 23.9 23.7 22.4 23.0 23.6 
7-9 13.2 10.3 8.9 9.2 13.7 15.2 13.1 12.9 15.1 11.2 
10-12 8.2 6.7 5.7 6.4 11.5 13.3 12.5 11.4 13.6 12.2 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

3. Proportion of total time 
spent unemployed 
:;;1 4.9 6.7 8.0 7.6 4.1 3.7 4.3 4.6 3.0 2.9 
2-3 18.3 19.9 20.9 20.4 14.9 13.3 14.1 15.6 12.8 16.8 
4-6 30.3 29.5 30.8 29.6 26.5 24.7 25.8 25.3 23.8 26.3 
7-9 24.6 22.6 20.9 21.2 24.6 25.8 23.5 23.9 25.8 20.3 
10-12 21.9 21.3 19.4 21.3 29.9 32.5 32.4 30.1 34.7 33.7 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

*Data for 1981 are not available. 
SOURCE Corak (1990). 

There are significant changes towards greater concentra­ 
tion in all regions, the most notable in the West - particu­ 
larly in Alberta and British Columbia. 

All of these results describe considerable concentration 
in the distribution of total time spent unemployed, and a 
shift in this distribution towards the longest duration cat­ 
egories as the aggregate unemployment rate increases and 
persists at a higher level. To understand developments in 
this distribution and in the aggregate unemployment rate, 
it is important to understand long-term unemployment. 
These results, however, are also one-way classifications, and 

as such do not control for all of an individual's character­ 
istics. 

We estimated a multivariate descriptive regression in an 
attempt to isolate the characteristics that imply a tendency 
to become long-term unemployed [Corak 1990]. We found 
that for the average unemployed Canadian who was not a 
student at any point during the year, the probability of long­ 
term unemployment increased from 0.121 to 0.228 between 
1980 and 1983, or by more than 88 per cent. This prob­ 
ability fell very slowly during the recovery. Further, this 
pattern occurred regardless of demographic, educational, or 



Chart 5-3 

Long- Term Unemployment as a Proportion of the 
Labour Force, of Total Number Unemployed, and of 
Total Time Spent Unemployed, Canada, 1977-87* 
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*Data are not available for 1981. 
SOURCE Corak [1990]. 

regional characteristics. While there were some differences 
in the magnitude of these changes, no particular groups were 
immune, nor were particular groups the main targets. The 
rise of long-term unemployment between 1980 and 1982 
and its persistence as late as 1987 is a wide-spread prob­ 
lem. No one group can be identified as the source of long­ 
term unemployment. 

Implications for Policy 

What are the implications of these results? First, they sup­ 
port the view of the unemployed as a stock of individuals 
shut out of employment the "stagnant" view of the labour 
sector is more accurate than the "dynamic" view. However, 
this is only a partial step towards interpreting the nature of 
unemployment and drawing implications for policy. 
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The "dynamic" view is sometimes understood to imply 
a benign interpretation of the nature of unemployment. The 
possibility that unemployment spells are rather short, and 
that the unemployment rate is due mostly to high inflows 
into unemployment, suggests that individuals are able to 
respond relatively quickly to the changes in opportunities 
around them. Jobs are destroyed, but they are also created. 
Any unemployment is "frictional," or "voluntary," since 
individuals require some minimal amount of time to adjust, 
or simply choose to spend some time away from work for 
personal reasons. This interpretation was held in a certain 
amount of favour during the 1970s, and is often given to 
the relatively high unemployment rates that are observed 
for the young and for females. Viewed in this manner, the 
"dynamic" view offers a rather limited scope for govern­ 
ment policy. The government might facilitate the provision 
of information and the matching process between employ­ 
ers and employees, but aside from this, the market is capable 
of adjusting to shocks of various sorts on its own. Indeed, 
to the extent that government policies such as the provi­ 
sion of unemployment insurance payments alter the mar­ 
ket outcome, they should be restricted or removed alto­ 
gether. 

It is of considerable importance to the conduct of policy 
that this view has been overturned. Clark and Summers 
[1979], using tabulations of the kind offered here, were the 
first researchers to point out that the distribution of time 
spent unemployed is heavily skewed, and that the unem­ 
ployed might therefore be legitimately viewed as a stock 
of individuals who wait for very long periods of time be­ 
fore finding employment. According to Clark and Summers, 
this is because of deficient aggregate demand, and govern­ 
ments should respond by introducing more expansionary 
fiscal and monetary policies. However, there is nothing in 
their data that would actually permit one to establish the 
causes of unemployment. 

The immediate retort to Clark and Summers was that the 
observed distribution of unemployment could be the result 
of a small minority of the labour force being subject to a 
longer-term mismatch between their skills or characteris­ 
tics and the requirements of the available jobs. In other 
words, the observed distribution was due to "structuraI" rea­ 
sons, not to deficient aggregate demand," 

Our results confirm Clark and Summers' findings that 
the "dynamic" view of unemployment is not entirely accu­ 
rate. Nonetheless, ours are richer results because they span 
an entire business cycle. The distribution of the burden of 
unemployment has been shown to be cyclically sensitive. 
This suggests that some important component of the distri­ 
bution of total time spent unemployed is due to changes in 
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Table 5-5 

Distribution of Total Time Unemployed and of Long-Term Unemployment by Region, Canada, 1977-87* 

1977 1978 1979 1980 1982 1983 1984 1985 1986 1987 

(Per cent) (Per cent) 

1. Distribution of total time 
unemployed 
Atlantic provinces 13.5 12.7 12.4 12.6 10.4 10.3 11.3 12.5 14.1 14.5 
Quebec 35.6 36.1 36.5 38.1 32.9 32.9 31.1 33.1 29.9 32.5 
Ontario 30.9 30.1 31.3 30.6 30.5 29.3 27.5 25.1 25.3 23.9 
Manitoba, Saskatchewan 4.9 5.0 4.6 4.7 5.1 5.6 5.5 5.7 6.3 6.4 
Alberta 4.6 4.7 4.3 5.0 7.4 8.5 9.1 8.6 9.4 9.6 
British Columbia 10.5 11.4 10.8 9.0 13.6 13.3 15.6 15.0 15.0 13.1 

Canada 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

2. Distribution of long-term 
unemployed 
Aùantic provinces 16.4 14.9 14.9 14.7 10.9 10.6 12.3 14.1 15.7 16.8 
Quebec 39.3 41.8 43.2 45.9 36.2 34.8 32.6 35.3 31.2 34.7 
Ontario 28.8 26.6 29.0 26.8 29.4 27.9 25.3 21.3 22.5 19.4 
Manitoba, Saskatchewan 3.7 3.8 3.3 3.3 4.1 5.1 4.7 4.8 5.7 5.8 
Alberta 2.3 3.2 1.5 1.7 6.0 8.0 8.6 7.9 9.2 9.7 
British Columbia 9.5 9.7 7.9 7.6 13.4 13.6 16.6 16.7 15.8 13.7 

Canada 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

*Data for 1981 are not available. 
SOURCE Corak [1990]. 

aggregate demand, a finding with implications for the fair­ 
ness of restrictive aggregate demand policies. A small 
number of individuals who appear to be drawn arbitrarily 
from the labour force have paid the bulk of the costs asso­ 
ciated with the restrictive monetary policies used to com­ 
bat the inflation of the late 1970s and early 1980s. This fact 
should be considered in assessing the costs and benefits of 
fighting inflation with a restrictive monetary policy. Dis­ 
tributional issues form an important component in the evalu­ 
ation of other government policies, such as fiscal policy, 
and they are in fact often cited as one of the costs of unex­ 
pected inflation. They are not, however, explicitly recog­ 
nized as an adverse consequence of tight monetary policy. 

Why is it that while the distribution of unemployment 
changed during the 1981-82 recession, it did not revert back 
to its pre-recession pattern, in spite of a sustained economic 
recovery? One possible explanation is that there have been 
structural changes in the economy, and this new distribu­ 
tion reflects these changes. This is a hypothesis that cannot 
be refuted with the data used here, but the fact that the 
changes coincide with the recession and that specific char­ 
acteristics associated with long-term unemployment can- 

not be identified mitigates against such a view. This leads 
to another hypothesis, namely, that deficient demand un­ 
employment and structural unemployment should not be 
treated as conceptually distinct phenomena. A severe re­ 
striction in aggregate demand leads to deficient demand 
unemployment, but it also induces changes that are indica­ 
tive of structural unemployment. 

In fact, it appears that every time the Canadian economy 
experiences a period of elevated unemployment, a debate 
develops over its nature. This is probably the economist's 
version of the "nature versus nurture" debate. Is the ob­ 
served unemployment structural, that is, is it a result of the 
inherent characteristics of the individuals that are unem­ 
ployed - they may lack the appropriate skills, they may live 
in the wrong region, they may not be sufficiently imbued 
with a work ethic - or is it due to deficient aggregate de­ 
mand, that is, the overall climate in which the unemployed 
find themselves through no fault of their own? This debate 
fuelled much discussion during the late 1950s and early 
1960s, and it resumed during the 1970s and 1980s. 
Policymaking during the 1990s will probably be little served 
if we continue to rehash it. 



The dominant framework within which current macro­ 
economic and labour sector policies are conducted may be 
summarized by its most important policy implication, 
namely, the claim that while there may be a short-term 
trade-off between unemployment and inflation, there is no 
long-term trade-off. While the government may, through 
the manipulation of fiscal and monetary policy, reduce un­ 
employment, this reduction will only be temporary and it 
may lead to a permanently higher rate of inflation. The cen­ 
tral concept in this view of the economy is the so-called 
"natural rate of unemployment." This concept embodies all 
types of unemployment that are not due to deficient aggre­ 
gate demand; in particular, it reflects the amount of struc­ 
tural unemployment in the economy. Analytically, it is de­ 
fined as the rate of unemployment that is consistent with 
constant, or at least nonaccelerating, prices. 

If the monetary authorities attempt to keep the unemploy­ 
ment rate below the natural rate, the argument goes, a wage­ 
price spiral will develop and the inflation rate will acceler­ 
ate. A higher rate of growth in the stock of money would 
reduce interest rates and increase aggregate demand. This 
would lead to a greater demand for labour as firms attempt 
to increase production. Bottlenecks would eventually be 
reached, and wages and prices would have to be increased 
in some sectors in order to meet the increased demand. 
Some workers would eventually find that past wage in­ 
creases do not compensate them for prevailing inflation, and 
begin to demand yet higher wages. Within a general cli­ 
mate of excess demand the bargaining power of labour 
would be greater, but any wage increases would eventu­ 
ally be marked up into higher prices, and the process, fuelled 
by further increases in the growth of the money supply, 
would repeat itself. The unemployment rate would be lower, 
but a spiral of ever-increasing inflation would also result. 
If the monetary authorities stopped increasing the rate of 
growth of the money stock, higher prices would eventually 
erode the real money supply, increase interest rates, lower 
aggregate spending, and cause the unemployment rate to 
return to the natural rate. The fmal outcome now that higher 
inflationary expectations are built into the system would, 
however, be a permanently higher rate of inflation. Accord­ 
ing to this argument, there is no long -term trade-off between 
higher inflation and lower unemployment. The attempt to 
reduce the unemployment rate would only cause a higher 
inflation rate. Monetary policy, the argument continues, 
cannot influence unemployment and output in the long run, 
so it should be geared to controlling the inflation rate, the 
variable that it can influence.'? 

The debate over the nature of unemployment and the ap­ 
propriate conduct of macroeconomic policy takes the form 
of a debate over the magnitude of the natural rate of unem- 
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ployment, and the extent of the short-term costs of lower­ 
ing inflation by a given amount. A policy of zero inflation 
might be thought of as one that moves the economy from a 
situation of high inflation to one of price stability, without 
entailing any long-term change in the unemployment rate. 
To argue in favour of such a policy, one would have to es­ 
tablish that the natural rate of unemployment does in fact 
prevail in the economy, and that the benefits of permanently 
lowering the inflation rate would outweigh the short-term 
adjustment costs associated with higher unemployment. 
Distributional issues do not specifically arise in this frame­ 
work, nor is there anything in the underlying theory that 
would permit an economist to determine how long the ad­ 
justment process will take. 

The hypothesis that a tight aggregate demand policy will 
itself induce structural unemployment translates into a 
hypothesis that the natural rate will not stay in a fixed posi­ 
tion. If the monetary authorities reduce the rate of money 
growth to be consistent with zero inflation, and if the re­ 
sulting recession is severe and long-lasting, the increase in 
unemployment may cause structural changes that increase 
the natural rate itself. While the target of zero inflation is 
achieved, the cost is a permanent increase in the unemploy­ 
ment rate. In this view, the catch-word for policies designed 
to reduce inflation is not "short-term pain for long-term 
gain," but "long-term pain for long-term gain." It is less 
evident that the benefits of such a policy would outweigh 
the costs if this view of the economy were correct." 

This perspective also cannot be refuted by the results 
reported here. In fact, it is also supported by the observa­ 
tion that the natural rate is a difficult thing to estimate with 
any reasonable degree of precision. The wide variety of es­ 
timates that have been produced by Canadian economists 
over the course of the past 10 years suggests that it is less 
of a "razor's edge" and more akin to a wide band.'? 

What are the mechanisms by which this endogenous 
change in the natural rate takes place? Several hypotheses 
have been put forward in the theoretical literature. One pos­ 
sibility, suggested by Tobin [1980] and Lipsey [1980] at 
the outset of the 1981-82 recession and formalized in a 
model by Drazen [1985], is that the skills, attitudes, and 
habits of unemployed individuals deteriorate with time spent 
unemployed. The longer the time the individual spends un­ 
employed, the less desirable he or she becomes to prospec­ 
tive employers. In fact, skills need not actually deteriorate 
for this to imply an increase in structural unemployment. 
Employers only have to believe that this is so and to base 
their hiring decisions, in part, on the length of time that an 
individual has been unemployed. Long-term unemployment 
will then be used as a signal of some sort of inadequacy, 
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and these individuals will continually be placed at the bot­ 
tom of the hiring queue [Blanchard 1990]. Both nature and 
nurture are the cause of the deterioration of skills and atti­ 
tudes, and structural unemployment will be higher as a re­ 
sult. 

The notion of skills depreciating with time unemployed 
may be particularly relevant when one considers skills that 
are specific to a workplace and are obtained by on-the-job 
training. Being shut out of the workplace robs individuals 
of important training, and not having the training contrib­ 
utes to their being shut out of the workplace. If specific 
skills and attachment to a particular employer are impor­ 
tant, another problem associated with the way in which 
wages are set may also arise. When employers and employ­ 
ees have made important investments in specific skills, a 
long-term relationship develops that implies that wages are 
not set solely in response to market forces. A severe con­ 
traction in aggregate demand may lead to permanent lay­ 
offs. The unemployed, especially the long-term unem­ 
ployed, may cease to be ready substitutes for the individuals 
that are employed. The negotiation of wages will not be 
greatly influenced by the existence of a great many unem­ 
ployed individuals. Wages may ratchet upwards in spite of 
the contraction in aggregate demand, and the unemployed 
may be disenfranchised in spite of the possibility that they 
are willing to work at a lower wage. Structural unemploy­ 
ment may appear to be higher as a result," 

There is a third hypothesis, based on the possibility that 
the capacity of the economy responds to cyclical changes. 
A severe contraction in aggregate demand will lower in­ 
vestment spending. If this lasts for a significant length of 
time, the capital stock of the economy may deteriorate. An 
upswing in spending may bump up against capacity con­ 
straints before all of the unemployed are re-employed. In 
this scenario, the difficulty lies on the demand side of the 
market rather than on the supply side, but the result is ob­ 
servationally equivalent to an increase in structural unem­ 
ployment. This hypothesis has been examined with Euro­ 
pean data by Modigliani et al. [1987], and with Canadian 
data by Davenport [1983]. It may be particularly pertinent 
to the regional dimensions of Canadian unemployment. 
Imagine a situation where capital is more mobile than 
labour, and where a firm's costs are lower the nearer it is 
to other firms conducting similar business. These savings 
may result because the conglomeration of many related 
firms leads to the development of a skilled pool of labour 
or reliable suppliers in the vicinity, or spillovers in infor­ 
mation and technology .14 If there is a severe contraction in 
aggregate demand that does not affect all regions to the 
same degree, the upswing in demand will be accompanied 
by the rise of new firms that will prefer to make their in- 

vestments in regions where the industry is healthiest. Capital 
will migrate and eventually concentrate in a selected number 
of regions. Capacity in these regions will grow at the 
expense of the smaller areas. Since labour will be less quick 
to follow suit, structural unemployment will appear to be 
greater. Indeed, this argument could just as easily be made 
for international flows of capital, and suggests that a severe 
recession will cause a permanent "de-industrialization" of 
the Canadian economy. 

These hypotheses may be worthy of further research. 
They all imply that deficient demand unemployment and 
structural unemployment should not be considered hard and 
fast categories, and therefore that the so-called "natural rate" 
of unemployment is too nebulous a concept on which to 
conduct policy. The costs of pursuing a restrictive aggre­ 
gate demand policy should, if there is any truth to them, be 
greater than previously assumed. These hypotheses are all 
possible explanations for the shift in the distribution of un­ 
employment onto the long-term unemployed that has been 
witnessed during the 1980s. 

Conclusion 

Retrospective data of the sort employed in this paper open 
vistas onto the functioning of the labour sector that are not 
visible using stock measures of unemployment. We used 
the Annual Work Patterns Survey and the Labour Market 
Activity Survey to trace the nature of and changes in the 
distribution of the burden of unemployment. After exam­ 
ining various measures of the average duration of unem­ 
ployment, we then considered the entire distribution of 
unemployment, and found that there is considerable con­ 
centration of the total annual time unemployed among the 
small minority of the labour force that spend the longest 
time unemployed. Further, the sharp increases in unemploy­ 
ment that occurred in 1981-82 and the persistence of high 
unemployment over the course of the subsequent recovery 
entailed a significant and long-lasting shift of this distribu­ 
tion onto the long-term unemployed. A larger fraction of 
the labour force experienced more than six months of un­ 
employment within the course of a year and accounted for 
a larger fraction of total time unemployed. 

The cyclical developments in this distribution underscore 
the fact that the costs of an anti-inflationary macroeconomic 
policy are not equally distributed across the labour force. 
There is a tendency for the small minority of labour force 
participants who become long-term unemployed to account 
for the great bulk of all time spent unemployed. Further, it 
is difficult to pinpoint which groups are most prone to long- 



term unemployment. All individuals, regardless of gender, 
age, region of residence, and other characteristics expe­ 
rienced significant increases in the likelihood of becoming 
long-term unemployed during the 1980s. 

This distribution should be explicitly recognized when 
decisions are made to target monetary policy to specific in­ 
flationary targets. Otherwise, the fairness of such policies 
would be questionable. In addition, the long-lasting changes 
that have taken place in the distribution of unemployment- 
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in spite of economic recovery - lead us to question the va­ 
lidity of assuming that the natural rate of unemployment is 
a useful guide for the conduct of policy. These changes sug­ 
gest that deficient demand unemployment and structural 
unemployment are not conceptually distinct categories. 
There are several reasons why this might be so - including 
deskilling, asymmetries in wage-setting, and endogenous 
capacity - and they are important issues to consider in the 
1990s as the Canadian economy moves through yet another 
boom and bust cycle. 



6 Regional Unemployment Disparity and Economic Structure 

Andrew Burns 

Regional unemployment disparity is a fact of Canadian 
economic life. It has long been suspected that differing 
regional industrial structures are a principal reason for this 
disparity. According to this explanation, unemployment is 
higher in Newfoundland than in Ontario largely because 
Newfoundland's industries tend to be more seasonal and 
less stable. Therefore, individual workers in Newfoundland 
are, other things being equal, more likely to become un­ 
employed, so the province's unemployment rate will be 
higher. While such arguments have held wide currency, 
little evidence has existed before now to support them. 

In this paper the personal and labour market characteris­ 
tics of some 300,000 individual workers are used to measure 
the extent to which economic structure - the aggregated 
characteristics of firms and workers - causes provincial un­ 
employment rates to differ. Interprovincial unemployment­ 
rate gaps are separated into structural and nonstructural 
components for 1971, 1981 and 1986.1 The results of this 
analysis confirm that differing regional economic structures 
are indeed a prime contributing factor to interprovincial 
unemployment differentials. 

An economy consists of a vast assortment of agents: firms 
and individuals that interact as they engage in numerous 
activities related to production and consumption. The struc­ 
ture of an economy is defined by the characteristics of the 
actors - firms and workers - operating within it. Economic 
theory leads us to expect similar agents to behave similarly 
and agents with different characteristics to behave differ­ 
ently from one another. 

Thus large firms operate differently from small firms, and 
married women with small children can be expected to act 
differently from single men. Service-sector firms do not 
respond to market fluctuations in the same way as manu­ 
facturing firms, and workers who support families respond 
differently from those who do not. To the extent that two 
separate economies have the same institutional, cultural, 
political, and legislative environments, one would expect 
like agents in each economy to behave similarly. If condi­ 
tions in the economies are different, then the behaviour of 
like agents might differ. 

These observations lead us to the central hypothesis of 
this paper: that economic aggregates such as the unemploy­ 
ment rate can differ because either 1) the actors involved 
are different (i.e., there are differences in economic struc­ 
ture); or 2) objectively, similar actors behave differently. 

This paper presents estimates of the extent to which dif­ 
ferences in the objective characteristics of workers and firms 
operating in different provinces explain differences in 
provincial unemployment rates. 

Aggregate Unemployment and 
Sectoral Unemployment Rates 

Regional unemployment rates can vary either because like 
agents behave differently or because one region has rela­ 
tively more high-unemployment agents than the other - that 
is, because characteristics associated with high unemploy­ 
ment are more prevalent in that region. For example, if 
workers in small firms are more likely to lose their jobs 
than those in larger firms, then a higher-than-average 
concentration of small firms in a given province would 
contribute to a higher unemployment rate in that province. 
On the other hand, if there is a greater tendency for firms 
in construction to have an unstable demand for labour, then 
differences in regional concentrations of construction firms 
would also contribute to regional unemployment disparity. 

What characteristics of firms and workers can be expected 
to affect unemployment levels in a given region? Among 
firm characteristics likely to affect regional labour require­ 
ments are industry, firm size, market size, and production 
technology. Worker characteristics such as age, sex, mari­ 
tal and family status, education, occupation, family size, 
presence of small children, and full- or part-time status are 
also likely to influence unemployment probabilities. These 
worker and firm characteristics are jointly determined, and 
the overall distribution of these inextricably intertwined 
elements constitutes the economic structure (see box on 
p.80). 

Traditionally, efforts to assess the influence of industrial 
structure on regional unemployment have involved calcula­ 
ting "structurally corrected" regional unemployment rates, 
taking a given region as a reference point. If we take Ontario 
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The Determination of Industrial and Labour Force Structure 

The industrial, occupational, and demographic structure of any economy (national or provincial) is dictated in part by the natural 
resources with which it is endowed. Abundant fish and distance from large markets are defining characteristics of Newfoundland's 
economy, and imply a cost advantage in the production of fish and an important cost disadvantage in the production of bulky 
durables and manufactured goods destined for large mainland markets. Similarly, southern Ontario, by virtue of its proximity to 
major U.S. markets and industry, is well positioned to specialize in the production of hard-ta-transport durables. 

The educational, demographic, and personal characteristics of a population are also, ta some extent, a function of the resource 
base. At any given time, the demography of a province will be dictated by cultural, historical, and economic influences on the 
birth, death, and migration rates. Similarly, the skills of the labour force reflect choices made in the past which depended on the 
career paths available, which depended on industrial structure, which in turn depended on the resource base. The industrial struc­ 
ture of a province and the characteristics of its labour force are, therefore, inextricably intertwined and tied to history, culture, and 
the natural-resource base. It is not realistic to envision changes in industrial structure without contemporaneous changes in the 
labour force and vice versa. Because the characteristics of the labour force are so bound up with the history, resource base, and 
industrial structure of a region, it is necessary to consider both industrial structure and labour force composition as having been 
simultaneously determined and interdependent. 

We use the term economic structure to refer to the ensemble of individual and industrial characteristics of an economy and its 
work force: the age, sex, marital status, educational attainment, occupation, and place of residence of the work force, as well as 
attributes which are more strictly economic - such as the mix of industry, the density of labour markets, and the nature of jobs. 
When we refer to the impact of structure on unemployment disparity, we mean the impact of both the industrial structure of a 
region and the characteristics of its labour force. 

as the reference point, the structurally corrected unemploy­ 
ment rate for Manitoba, for example, is the unemployment 
rate which one would expect if the distribution of Mani­ 
toba's labour force across industries were the same as the 
industrial labour force distribution in Ontario.' This rate is 
calculated by first assuming that the labour force shares of 
different industries in Manitoba are the same as those in 
Ontario, and then applying the actual industry unemploy­ 
ment rates for Manitoba to these "corrected" industrial 
labour force shares. If differences in industrial structure 
were the sole explanation for differences in provincial un­ 
employment rates, then this structurally corrected rate would 
be equal to Ontario's unemployment rate. If they explained 
none of the difference, then it would not differ from the 
actual unemployment rate. 

The structurally corrected unemployment rate permits us 
to decompose the actual unemployment-rate gap between 
Ontario and Manitoba into two components: structural and 
nonstructural. The structural component is that part of the 
gap explained by differences in industrial labour force 
shares, while the nonstructural component is that part ex­ 
plained by differences in industrial unemployment rates. 

In fact, it is not possible to accurately measure the influ­ 
ence of economic structure on the basis of a single charac­ 
teristic, such as industrial structure. This is because no single 
characteristic can serve as an accurate predictor of an indi­ 
vidual's likelihood of becoming unemployed. For instance, 

an insurance company president and a messenger working 
in the same industry would clearly have very different 
individual characteristics and therefore risks of unem­ 
ployment. 

A given industry may have different characteristics (such 
as occupational composition) in different regions that af­ 
fect the likelihood of unemployment within that industry. 
For instance, if there is a particularly heavy concentration 
of retail head-offices in a given province, there will be pro­ 
portionately more executives and managers than sales clerks 
in that province's retail industry, affecting its unemploy­ 
ment prospects. This point is illustrated arithmetically in 
Appendix C. 

Even two or three characteristics, unless taken to a very 
fine level of detail, are unlikely to provide sufficient infor­ 
mation to reliably predict unemployment probabilities. Tak­ 
ing into consideration both occupation and industry group 
would still not accurately indicate individual chances of 
becoming unemployed. A manager in the accommodation 
and food-services sector might be the assistant manager of 
a hamburger franchise or the director of a chain of hotels, 
with the associated differences in unemployment prospects. 
These differences can seriously bias estimates of the 
importance of economic structure. 

The greater the number of characteristics and level of detail 
considered, the more likely that the estimated unemployment 



probabilities will be correct. At the limit, we can calculate 
unemployment probabilities for every individual in the 
economy, conditional on all of that individual's character­ 
istics and the characteristics of the labour market in which 
she/he participates. This is, in fact, the methodology which 
has been pursued in this paper. 3 

Individual Unemployment Probabilities 

The unemployment rate of a province can be expressed 
as the average of all individual unemployment probabili­ 
ties: it is equal to the sum of individual probabilities divided 
by the labour force. Individuals' unemployment probabili­ 
ties will be a function of their objective characteristics, those 
of the labour market in which they operate, and the 
province-specific conditional probabilities associated with 
those characteristics. Provincial unemployment rates can 
differ either because conditional probabilities differ from 
province to province (similar people behave in a dissimilar 
manner) or because the distribution of characteristics among 
individuals differs from province to province (differences 
in economic structure). By holding the distribution of char­ 
acteristics constant across all provinces, we can calculate 
structurally corrected unemployment rates, and from them 
a decomposition of provincial unemployment-rate gaps into 
their structural components (that part of the gap due to dif­ 
ferences in the distribution of personal and employment 
characteristics within the labour force) and nonstructural 
components (the part due to differences in the unemploy­ 
ment probabilities associated with these characteristics). 

In addition to personal and labour market characteristics, 
an individual's employment probability will be conditioned 
by the state of the economic cycle, world prices for inputs 
and products, and climatic and resource conditions in his/ 
her province of residence.' By using a multivariate model, 
we were able to consider the simultaneous influence of some 
81 distinct individual and labour market characteristics on 
individual unemployment probability - a level of disag­ 
gregation impossible with traditional approaches. 

The first two columns of Table 6-1 show the actual and 
structurally corrected unemployment rates for all the prov­ 
inces other than Ontario.' The third column indicates the 
difference between the province's unemployment rate and 
Ontario's, while the last two columns decompose that gap 
into its structural and nonstructural components. Chart 6-1 
presents the same decomposition in graphical form. 

The Nonstructural Unemployment-Rate Gap 

Chart 6-1 shows that in 1971, 1981, and 1986, much of 
the interprovincial unemployment-rate disparity is explained 
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by differences in the quantified characteristics of provinces' 
economic structures. However, a substantial part of the dis­ 
parity cannot be accounted for by this factor. 

How can this nonstructural component of unemployment 
rate differentials be explained? If perfect competition ex­ 
isted within industries and across regions, the probability 
of unemployment in any given industrial sector should be 
the same in all provinces - that is, objectively identical 
groups of workers should have the same rate of unemploy­ 
ment in any province. If this were in fact the case, the 
provincial unemployment-rate differentials would have no 
nonstructural component. To a large extent, these competi­ 
tive requirements are satisfied. In Canada, labour is quite 
mobile, with approximately 1 per cent of all adults moving 
between provinces every year. Capital, at least in its more 
liquid forms, is extremely mobile, and technology is widely 
available and largely homogeneous. Nonetheless, the pres­ 
ence of significant nonstructural unemployment-rate gaps 
indicates that real interregional differences in labour mar­ 
ket behaviour do exist." 

To those familiar with the Canadian economy, this line 
of thinking has an heuristic appeal. Regionally specific 
factors likely to affect the operation of labour markets - for 
instance, provincial policies such as minimum-wage 
legislation, industrial subsidies, and labour regulations - can 
be readily identified. Certain federal programs such as 
unemployment insurance also have variable regional com­ 
ponents: the greater generosity of unemployment insurance 
in high-unemployment areas is frequently cited as a factor 
contributing to regional unemployment. In addition, 
regional attitudes towards work and unemployment can 
affect labour supply and unemployment probabilities. Wage 
spillover from high to lower productivity regions has also 
been cited as a cause of unemployment in the Atlantic 
region [see Drewes 1987; Bums 1990b]. 

Other unquantified factors which distinguish provincial 
economies and vary the conditions governing their labour 
markets are geographic location, resources, and regional 
climatic conditions. Southern Ontario's economic success 
is at least partly due to its proximity to important U.S. in­ 
dustrial and population centres. Equally, the transportation 
costs incurred by western and eastern provinces as a result 
of their remoteness from these centres impede regional com­ 
petitiveness and constitute real barriers to trade. Climate 
can have a similar differential impact: the unemployment 
probabilities of agricultural workers in a drought stricken 
region are likely to be much higher than those of farm work­ 
ers in an area enjoying favourable weather conditions. Like­ 
wise, the richness of the local resource base can affect 
unemployment prospects. Where production costs are low 
relative to market prices, workers are less likely to face job 
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Table 6-1 

Structural and Nonstructural Components of Provincial Unemployment Rates, Canada, 
1971,1981, and 1986 

Unemployment Structurally Structural Nonstructural 
rate corrected' Actual gap? component component 

(Per cent) 
1971 
Newfoundland 6.5 5.81 1.20 0.69 0.51 
Nova Scotia 6.0 5.74 0.70 0.26 0.44 
New Brunswick 5.8 5.58 0.50 0.22 0.28 
Quebec 7.7 6.67 2.40 1.03 1.37 
Manitoba 5.3 5.44 -0.14 0.14 
Saskatchewan 2.2 2.53 -3.l0 -0.33 -2.77 
Alberta 4.5 4.53 -0.80 -0.03 -0.77 
British Columbia 7.4 6.39 2.10 1.01 1.09 

1981 
Newfoundland 12.4 7.75 5.90 4.65 1.25 
Nova Scotia 8.8 6.86 2.30 1.94 0.36 
New Brunswick 10.6 7.08 4.10 3.52 0.58 
Quebec 9.8 8.08 3.30 1.72 1.58 
Manitoba 4.9 4.94 -1.60 -0.04 -1.56 
Saskatchewan 3.6 4.49 -2.90 -0.89 -2.01 
Alberta 2.9 3.71 -3.60 -0.81 -2.79 
British Columbia 5.5 5.l8 -1.00 0.32 -1.32 

1986 
Newfoundland 17.5 10.34 10.50 7.16 3.34 
Prince Edward Island 10.4 7.28 3.40 3.12 0.28 
Nova Scotia 12.0 9.34 5.00 2.66 2.34 
New Brunswick 14.4 10.02 7.40 4.38 3.02 
Quebec 10.l 9.07 3.l0 1.03 2.07 
Manitoba 6.4 5.99 -0.60 0.41 -1.01 
Saskatchewan 6.9 6.54 -0.10 0.36 -0.46 
Alberta 10.1 8.56 3.10 1.54 1.56 
British Columbia 11.3 8.66 4.30 2.64 1.66 

1 Unemployment rate that would prevail if provincial economic structure were equivalent to that of Ontario. 
2 Gap between structurally corrected unemployment rate and that of Ontario. 
SOURCE Bums [1991]. 

losses. The unemployment prospects of a miner in a 
marginal Newfoundland gold mine and those of an identi­ 
cal worker in an extremely productive Ontario mine are 
unlikely to be the same,? 

Structural Unemployment and Adjustment 

While economic structure is to some ex lent dictated by 
resources, geographic location, history, and culture, this 
structure is not immutable. Resources restrict the range of 
economically viable industrial structures, but as interna- 

tional prices and technology change, the economic struc­ 
ture most appropriate to a given economy's resource base 
also changes. If the new industrial mix contains more high­ 
unemployment industries, then the level of structural 
unemployment will tend to rise. Alternatively, adjustment 
to an external shock may be neutral or imply lower struc­ 
tural unemployment. Even in this situation, however, a 
temporary increase in structural unemployment can be ex­ 
peeled during the actual adjustment period." An economy 
which adjusts rapidly will therefore maintain a higher level 
of employment - of capital equipment and resources as well 
as labour - than one that fails to adjust, or adjusts slowly. 
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Chart 6-1 

Structural and Nonstructural Components of Provincial Unemployment-Rate Gaps, Canada, 1971, 1981, and 1986 
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The fact that the equilibrium effect of a shock on the 
structural unemployment gap can differ considerably from 
the short-run impact is critical to interpreting our results. 
Figure 6-1 illustrates how the equilibrium structural 
unemployment-rate gap may differ from the measured gap, 
depending on how long after an initial shock the actual 
measure is taken. 

Panels one and two of Figure 6-1 show how the short­ 
run structural unemployment-rate gap (measurable) might 
differ from the long-run structural gap (unobservable). Panel 
one illustrates the case where there is no change in the long­ 
run structural gap in an economy, while panel two indicates 
the case where the long-run gap rises. If we were to measure 
the structural gaps of the two imaginary economies of panels 
one and two soon after the initial shock, our measures would 
be dominated by the short-run effect. It is only after sev­ 
eral years that the measured structural gaps begin to reflect 
the long-run structural gaps and the pre- and post-shock 
changes in structural gaps become apparent. The measured 
structural gaps in 1981 for these two economies are more 
or less the same, giving the misleading impression that both 
economies' structural gaps have been impacted in the same 
manner. By 1986, however, transitory effects have begun 
to work their way out and it is clear that the economy of 
panel two's structural gap has been permanently increased. 

The measures of gaps available to us are limited to three 
distinct points in time: June 1971, 1981, and 1986. This 
limited evidence does not, in and of itself, permit differen­ 
tiation between structural unemployment resulting from the 
ongoing characteristics of an economy and that primarily 
generated by adjustment to an economic shock. Nor does 
it shed light on the relative speeds at which provincial 
economies have adjusted. However, our knowledge of the 
kinds of shocks to which different provinces have been 
subjected permits us to understand how structural unem­ 
ployment has changed over time and to speculate as to the 
relative importance of equilibrium and disequilibrium 
effects in our measures. 

There is reason to believe that the fall in structural 
unemployment in Quebec between 1981 and 1986 reflects 
an effect similar to that illustrated in the first panel of Fig­ 
ure 6-1. The oil crises, reduced tariffs, increased foreign 
competition, and political turmoil of the 1970s were a tre­ 
mendous shock to the Quebec economy, and important 
changes in the provincial economic structure ensued. By 
1986 it had already undergone significant transformation, 
as old industries such as textiles, clothing, and oil refining 
were replaced or revitalized. At the same time, reliance on 
external sources of entrepreneurship was attenuated by the 
emergence of domestic entrepreneurs, and by programs such 

Figure 6-1 

Illustration of the Relationship between the 
Measurable Short-Run Structural Gap and the 
Unobservable Long-Run Gap, 1976-90 
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as the Quebec Stock Savings Plan, which encouraged the 
development of a nationalistic stock of domestic venture 
capital. 

British Columbia's experience is broadly reflected in the 
third panel. British Columbia enjoyed a relatively trouble­ 
free passage through the 1970s, and it was not until after 
the onset of the 1981-82 recession that a major industrial 
restructuring began in response to high interest rates and 
declining prices for major exports. Indications are that, as 
of 1986, the restructuring remained incomplete, and that a 
considerable proportion of the structural unemployment gap 
reported in Table 6-1 resulted from these shocks. 

The pattern shown in the fourth panel is indicative of 
Alberta's experience. The oil shocks initially caused the 
Alberta economy to boom, with unemployment falling as 
labour and investment capital were channelled into the oil 
sector. The subsequent fall in oil prices, coupled with the 
1981-82 recession, reversed this process and the prolonged 
adjustment to these shocks contributed to the dramatic rise 
in Alberta's structural-unemployment gap by 1986. 

The persistently large and growing structural components 
of the unemployment gaps between the Atlantic provinces 
and the rest of Canada suggest a serious adjustment prob­ 
lem. While these differentials were relatively small in 1971, 
by 1981 structural unemployment was much higher in all 
the Atlantic provinces than elsewhere in Canada, suggest­ 
ing that the changes in the world and Canadian economies 
over that period disproportionately affected this region. The 
problem actually worsened during the 1981-86 period, sug­ 
gesting that the region's economic structure has failed to 
adjust to new economic realities. 

Manitoba and Saskatchewan present a relatively stable 
time-profile. In both 1971 and 1981 their unemployment 
rates were marginally lower than Ontario's; differences in 
economic structure accounted for about half the difference. 
In 1986, the gap and the portion explained by structure 
remained approximately the same, but the direction was 
reversed. These provinces' unemployment rates now 
slightly exceeded Ontario's. Although it is impossible to 
say which is the more important explanation for this re­ 
versal, one cannot help but wonder whether it is not related 
more to favourable conditions in Ontario than to the effects 
of an unfavourable shock in the Prairies. 

Nonstructural Unemployment 

The non structural components of regional unemployment­ 
rate gaps can be used to independently verify the conclu- 
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sions on the rise in non cyclical unemployment presented 
in Chapter 3. 

The estimate of the natural rate of unemployment for the 
Atlantic provinces ascribes as much as 4 percentage points 
of the increase in unemployment between 1963 and 1987 
to excessive real wages and to income support policies such 
as unemployment insurance. The estimates of the non­ 
structural component of the unemployment-rate gap seem 
to support such conclusions, suggesting that the reasons 
Newfoundland's unemployment rates were 3.34 percentage 
points higher than Ontario's in 1986 were nonstructural and 
related to the functioning of local markets. The non structural 
components are similarly large for Nova Scotia (2.34 per­ 
centage points) and New Brunswick (3.02 percentage 
points). 

In the West, the impact of policy factors on the natural 
rate is estimated to be very low. Consequently, almost no 
nonstructural unemployment is found in either Manitoba 
or Saskatchewan. In Alberta and British Columbia, the 
nonstructural unemployment in 1986 is almost certainly due 
to spinoff effects from the unusually low levels of activity 
in the oil business (Alberta) and in the coal, pulp, and tim­ 
ber industries (British Columbia). 

Conclusion 

The measures of the structural and nonstructural compo­ 
nents of regional unemployment differentials presented here 
allow us to isolate the impact of economic structure on 
regional disparity. This knowledge is critical if regional 
development policy is to be appropriately constructed. It 
indicates the extent to which regional unemployment dis­ 
parity may be amenable to policies directed at changing the 
way regional labour markets function, on the one hand, and 
at promoting changes in economic structure, on the other. 
Where the structural part of the unemployment gap is large 
and persistent, policies aimed at restructuring and encour­ 
aging flexibility might bear fruit. Where it is relatively 
small, effort might be more usefully focused on reducing 
overall unemployment probabilities. 

Clearly, the extent to which structural unemployment can 
be reduced depends on the degree to which the existing 
economic structure is dictated by market imperatives such 
as resources, geography, and comparative advantage, as 
opposed to nonmarket influences such as tradition, govern­ 
ment policy, and resistance to change. Similarly, the extent 
to which structural unemployment is caused by adjustment 
to external shocks rather than longer-term factors is an 
important consideration in determining appropriate policy. 
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The kind of analysis presented here cannot precisely evalu­ 
ate the respective contributions of these factors to the struc­ 
tural unemployment gap. A more detailed institutional 

analysis could usefully address the extent to which both 
structural and non structural unemployment gaps are ame­ 
nable to policy changes. 
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7 Unemployment Comes of Age: The Demographics of 
Labour Sector Adjustment in Canada 

Miles Corak 

There is probably no exaggeration in the claim that the past 
decade has been the most turbulent period of the postwar 
era for the Canadian labour force. The most notable devel­ 
opments of the 1980s were the large, sharp rise in the unem­ 
ployment rate at the onset of the 1981-82 recession, and its 
sluggish decline over the course of the recovery. While the 
unemployment rate rose by almost 4.5 percentage points 
over a span of only 18 months, it took a full six years be­ 
fore it returned to its pre-recession level. This rather tortu­ 
ous adjustment process is the main focus of this paper. 

Indeed, if one were to choose a single word to summa­ 
rize the debate surrounding labour sector policy, a prime 
candidate would surely be "adjustment." The fact that the 
labour sector is continually confronted with shocks of both 
a positive and an adverse nature, that these shocks are likely 
to be more frequent and more severe in the coming years, 
and that a premium should be placed on policies that pro­ 
mote flexibility and adjustment has been emphasized by 
numerous observers, the most recent being the Federal Gov­ 
ernment's Advisory Council on Adjustment [1989], the 
Canadian Labour Market and Productivity Centre [1990], 
and Ontario's Premier's Council [1990]. 

The purpose of this paper is to describe the dynamics of 
the Canadian unemployment rate during the 1980s, to offer 
an explanation of the adjustment process underlying these 
dynamics, and to sort out the implications for the conduct 
of government policy. The focus is on differences across 
age. This particular focus was chosen because demographic 
issues are intimately tied up with the adjustment process, 
and because the aging of the labour force will make 
demographics increasingly relevant during the 1990s. 

The argument is presented in two main parts. First, we 
make a distinction between the shocks that confront the 
labour sector and the institutions and mechanisms that 
propagate these shocks. This distinction is used to describe 
the dynamics of the unemployment rate during the 1980s. 
The unemployment rate may be high due to large inflows 
of individuals who end up spending very little time unem­ 
ployed - a scenario that suggests flux and adaptability - or 
it may be high because once they become unemployed, in­ 
dividuals tend to spend very long periods without work, an 

indication of rigidity. It is therefore important to distinguish 
between the roles played by the rate of inflow into and the 
rate of outflow from unemployment. We derive measures 
of these two rates and use them to examine the way in which 
adjustment takes place. 

In the second step of the argument, we examine the under­ 
lying factors determining the exit rate from unemployment, 
paying particular attention to the question of why older in­ 
dividuals have lower exit rates - that is, longer unemploy­ 
ment spells - than younger individuals. Hypotheses on both 
the supply side and the demand side of the labour market 
are considered. We also examine the nature of skills and 
the provision of training. In particular, we distinguish be­ 
tween skills associated with adjustment and flexibility, so­ 
called "general" skills, and those with value only to an in­ 
dividual firm, "specific" skills. Market imperatives dictate 
that firms will under-invest in the provision of general skills. 
When the hiring process involves significant investment in 
specific skills, or a high fixed cost of any other sort, older 
unemployed individuals will be at a disadvantage. Future 
policy discussions dealing with training and skills devel­ 
opment should explicitly recognize this distinction. 

In some sense the business cycle of the 1980s marks a 
watershed. In contrast to previous business cycles in which 
the dynamics of the unemployment rate were determined 
essentially by the exit rate, during the 1980s both the in­ 
flow rate and the exit rate were important in determining 
the movement of the unemployment rate. Even so, there 
has been a large and long-lasting decline in the exit rates 
of prime-age and older labour force participants. Once un­ 
employed, individuals - particularly older individuals - had 
increasing difficulty finding another job. The adjustment 
of the Canadian labour market to shocks as severe as the 
1981-82 recession may be characterized as an evolution­ 
ary process in which older workers are treated in a way simi­ 
lar to the way obsolete capital equipment is treated - they 
are scrapped and replaced by anew, younger vintage of 
worker. The direct substitution of employment in declining 
firms or sectors by employment in expanding sectors is of 
limited importance. Rather, the reallocation of labour in the 
face of the 1981-82 recession involved shedding older, long­ 
tenure workers who then went into permanent or semiper­ 
manent retirement, combined with increased hiring of 
younger workers in the sectors of growth. 
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It is a moot issue whether the experience of the 1980s 
can serve as a guide for the 1990s. The dynamics in the 
movement of the unemployment rate and its persistently 
high level in the face of economic recovery are due, to a 
large degree, to the severity of the monetary shock that was 
inflicted upon the economy in 1981-82. If such shocks do 
not reoccur - either by happenstance or by design - per­ 
sistently high unemployment may be a thing of the past. 
Developments during 1990-91 suggest that this is not the 
case, and that the dynamics of unemployment during the 
1980s may offer important lessons for the 1990s. Shocks 
like those of the 1980s are propagated by the underlying 
structures and institutions of the economy. The value of 
examining the past decade lies in the fact that the severe 
aggregate demand shock reveals these structures, and makes 
it easier to understand the policy options that are available 
to alter them. 

The Dynamics of the 
Canadian Unemployment Rate 

The distinction between impulses, or shocks, and the 
mechanisms that propagate them is often employed in the 
analysis of macroeconomic time series. In this section the 
rate of inflow into unemployment (which is equivalent to 
the incidence or "risk" of unemployment) and the rate of 
outflow (which is inversely related to the duration of un­ 
employment spells) are presented. The former is a meas­ 
ure of the magnitude of the shocks that confront the labour 
sector, while the latter is an indicator of the propagation 
mechanisms that determine their consequences. 

In Table 7-1 we show the economy-wide unemployment 
rate for Canada over the period 1975-89, as well as the un­ 
employment rates for each of the three age groups that are 
the subject of the present analysis: 15-24 year olds, 25-44 
year olds, and those aged 45 and over. The impact of the 
recession is marked. Between 1981 and 1983 the unemploy­ 
ment rate rose 4.3 percentage points to reach a peak of 
11.8 per cent. It did not return to its pre-recession level un­ 
til about 1988 or 1989. In a broad sense, all three age groups 
reveal this pattern - a very quick increase in the unemploy­ 
ment rate followed by a relatively sluggish decline. There 
are, however, important differences between the age groups, 
and these are best illustrated by the difference between each 
of the unemployment rates and those of 1980 (Table 7-2, 
Chart 7-1). 

The youngest group experienced the largest unemploy­ 
ment rate increase - 6.6 percentage points - but also the 
quickest decline. After peaking at 19.8 per cent in 1983, 
this group's unemployment rate fell a full 2 percentage 

Table 7-1 

Unemployment Rate by Age Group, Canada, 
1975-89 

Age group 

Canada 15-24 25-44 45 and over 

(Per cent) 
1975 6.9 12.0 5.4 4.5 
1976 7.1 12.7 5.7 4.1 
1977 8.1 14.4 6.3 4.9 
1978 8.3 14.5 6.7 5.1 
1979 7.4 12.9 6.0 4.5 
1980 7.5 13.2 5.9 4.5 
1981 7.5 13.2 6.2 4.4 
1982 11.0 18.8 9.4 6.7 
1983 11.8 19.8 10.4 7.5 
1984 11.2 17.8 10.2 7.5 
1985 10.5 16.4 9.5 7.2 
1986 9.5 15.1 8.7 6.5 
1987 8.8 13.7 8.1 6.5 
1988 7.8 12.0 7.2 5.7 
1989 7.5 11.3 7.2 5.4 

SOURCE Estimates by the author, based on data from Statistics Canada, 
the Labour Force Survey. 

Table 7-2 

Difference between Annual Unemployment Rates in 
1975-89 and that of 1980, Canada 

Age group 

Canada 15-24 25-44 45 and over 

(Percentage points) 

1975 -(l.6 -1.2 -o.s -(l.1 
1976 -0.4 -(l.5 -(l.2 -(l.4 
1977 0.6 1.2 0.4 0.4 
1978 0.8 1.3 0.8 0.6 
1979 -(l.1 -(l.3 0.1 
1980 
1981 0.3 -(l.2 
1982 3.5 5.6 3.4 2.1 
1983 4.3 6.6 4.5 2.9 
1984 3.7 4.6 4.2 3.0 
1985 3.0 3.2 3.6 2.7 
1986 2.0 1.9 2.7 2.0 
1987 1.3 0.5 2.1 1.9 
1988 0.3 -1.2 1.2 1.1 
1989 -1.9 1.2 0.9 

SOURCE Estimates by the author, based on data from Statistics Canada, 
the Labour Force Survey. 
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Difference between Unemployment Rates for 
1975-88 and that of 1980, Canada 
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points in the following year, and by more than 1 percentage 
point in each of the subsequent three years. It had returned 
to its 1980 level by 1987, and by 1989 it was 2 percentage 
points lower. 

While the change in the unemployment rate for the 25-44 
year olds and those 45 and over was not as great, it was 
more persistent. By 1989, their unemployment rates re­ 
mained a full percentage point above 1980 levels. Indeed, 
the employment rate of the 45-and-over age group did not 
peak until 1984, when it stood at 7.5 per cent- 3 percent­ 
age points higher than in 1980. During the following five 
years it fell by 2 percentage points. The rise in the unem­ 
ployment rate of the 25-44 age category was slightly 
sharper, but it also seems to have stopped declining in 1988 
at 7.2 per cent, 1.2 percentage points above its 1980 level. 
These differences among the patterns of adjustment of the 
age groups are the main reason that the return of the aggre­ 
gate unemployment rate to its pre-recession level was so 
sluggish. 

The unemployment rate is determined by the rates at 
which individuals flow into and out of unemployment. The 
inflow rate is defmed as the percentage of the labour force 
that is newly unemployed in a given month. Individuals may 
become unemployed either by moving from nonpartici­ 
pation into active search for a job, or moving from employ­ 
ment as a result of a job loss or a voluntary separation. The 
outflow rate is defined as the percentage of the unemployed 
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that leave unemployment, either by withdrawing from la­ 
bour force participation, or by becoming employed. These 
two rates can be used to examine several explanations for 
the dynamics of the unemployment rate that might be 
termed "accounting" explanations.' 

The unemployment rate rises whenever inflows exceed 
outflows, and falls when the opposite is the case. After a 
shock to either the inflow or the outflow rate that lasts only 
one period, the unemployment rate will take several peri­ 
ods to return to its previous value. This is because not all 
the new entrants into the ranks of the unemployed leave 
immediately. The unemployment rate in any period is the 
proportion of the labour force who have newly entered the 
state of unemployment plus the fraction of those unem­ 
ployed during the previous period who have not left. Thus 
a one-period increase in the unemployment rate "persists." 
In other words, while it takes only an instant to become 
unemployed, it usually takes much longer to become re­ 
employed. The lower the exit rate, the more sluggish the 
adjustment process.' 

Table 7-3 presents annual averages of the monthly in­ 
flow and outflow rates for the Canadian labour force.' The 
rise in the aggregate unemployment rate during the period 
1981-83 is the result of an increase in the inflow rate, and 
a concomitant decrease in the outflow rate. The inflow rate 
increased from a monthly average of about 2.5 per cent of 
the labour force in 1981 to 3 per cent during 1982. This is 
a very large increase. It implies that approximately 60,000 
more individuals became unemployed per month. This 
change reflects the fact that employment actually declined 
by 5.2 per cent at the outset of the recession. Over the same 
period the rate of outflow fell from a monthly average of 
33 per cent to one of 27 per cent. There are no other re­ 
corded changes of such a magnitude. In part, the persist­ 
ence of unemployment after 1983 represents an adjustment 
to these shocks, an adjustment that is inherent in the fact 
that the duration of an unemployment spell, as determined 
by the exit rate, is more than one period in length. How­ 
ever, this process alone cannot account for the fact that the 
actual unemployment rate has taken five to six years to 
return to pre-recession levels. 

Chart 7-2 presents the inflow and outflow rates by age 
group. Younger people have much higher inflow and out­ 
flow rates than do older people. Those 45 years and over 
have the lowest inflow and outflow rate. It follows that if 
the age profile of the unemployed changes, the overall exit 
rate and consequently the dynamics of the unemployment 
rate will also change. In particular, if the composition of 
the unemployed becomes more heavily weighted with older 
individuals - whose exit rates are normally low - the exit 
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Table 7-3 

Annual A verages of Monthly Inflow and 
Outflow Rates, Canada, 1976-89 

Inflow 
rate 

Outflow 
rate 

(Per cent) 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

31.8 
30.6 
29.4 
31.9 
32.5 
33.1 
27.1 
23.0 
25.8 
26.2 
28.1 
27.9 
30.4 
30.8 

2.26 
2.48 
2.45 
2.38 
2.43 
2.50 
2.97 
2.73 
2.90 
2.75 
2.68 
2.47 
2.36 
2.33 

SOURCE Estimates by the author, based on data from Statistics Canada, 
The LAbour Force, Cat. 71-001. 

rate of the entire group will fall. This will contribute to 
greater persistence in the overall unemployment rate. 

The proportion of inflows into unemployment accounted 
for by each of the three age groups is presented in Table 7-4. 
The percentage accounted for by the 25-44 year olds rose 
in 1981-82, as did the proportion accounted for by the 45- 
and-over age group. Together, these two groups accounted 
for 50.2 per cent of the newly unemployed in 1981, and for 
54.5 per cent in 1982. Consequently, the proportion of the 
youngest group fell from about 50 per cent to 45 per cent. 
This 5-percentage-point change in the composition of the 
inflow cohort during this year is the largest single-year 
change over the 1976-89 period. Thus, at least for the pe­ 
riod immediately following the onset of the recession, there 
is some truth in the view that the average duration of un­ 
employment for the aggregate labour force, and hence per­ 
sistence in the aggregate unemployment rate is due to an 
increase in the proportion of the unemployed who 
"normally" have long unemployment spell durations. 

It should be noted that this cyclical change has occurred 
alongside, and has probably abetted, a trend in the same 
direction. The proportion of the inflows accounted for by 
15-24 year olds has been falling steadily throughout the 
period, but especially after 1982. Much of this trend is mir- 

Chart 7-2 

Inflow and Outflow Rates by Age Group, 
Canada, 1976-88 
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rored in the proportion of the inflows accounted for by the 
25-44 year olds, while the proportion accounted for by the 
oldest age category has been essentially unchanged. Thus, 
while changes in the age profile of inflows to unemploy­ 
ment certainly provide some explanation of unemployment 
dynamics at the onset of the recession, they may also have 
been a factor in subsequent developments. 



Table 7-4 

Proportion of Average Accounted for by 
Each Age Group, Canada, 1976-89 

Age group 

45 and 
15-24 25-44 over Total 

(Per cent) 

1976 52.4 34.2 13.4 100.0 
1977 51.9 33.9 14.2 100.0 
1978 51.7 34.5 13.9 100.0 
1979 51.7 34.8 13.5 100.0 
1980 52.0 34.9 13.2 100.0 
1981 49.8 37.4 12.8 100.0 
1982 45.4 40.1 14.4 100.0 
1983 46.7 39.7 13.3 100.0 
1984 44.0 42.6 13.5 100.0 
1985 44.2 42.7 13.1 100.0 
1986 43.1 44.0 12.9 100.0 
1987 42.4 43.6 13.8 100.0 
1988 40.8 44.9 14.3 100.0 
1989 39.7 46.1 14.2 100.0 

SOURCE Estimates by the author, based 00 data from Statistics Canada, 
The Labour Force, Cat. 71-001. 

The problems of longer spells and persistent unemploy­ 
ment during the 1980s were due not simply to changes in 
the composition of the inflows, but also to the slowness of 
the inflow and outflow rates to return to pre-recession lev­ 
els (see Chart 7-2). Only the inflow and outflow rates of 
15-24 year olds returned to their 1980-81 values, in 1988 
for inflows and in 1987 for outflows - at least four years 
after the initial shock. The inflow rates of the older groups 
appear to have stabilized at a higher level, and while their 
outflow rates have increased regularly since 1983, they re­ 
main significantly below their pre-recession peaks. 

The implications of the evidence presented here can be 
summarized as follows. The shocks experienced by the la­ 
bour sector at the onset of the 1981-82 recession were par­ 
ticularly severe, and the central parameter determining the 
speed of adjustment to these shocks is the exit rate from 
unemployment. The economy-wide exit rate fell, in part, 
because the inflows into unemployment were more heavily 
weighted with groups that "normally" have low exit rates. 
However, the adjustment to the recession was particularly 
sluggish because there were only minimal improvements 
in the exit rates of the older groups. Over the recovery there 
was a great improvement in the hiring rates for the young, 
but very little increase in those for the old. Chart 7-3 
presents these results by offering evidence that at least for 
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the period after 1982, the outflow rate is the major influ­ 
ence on the actual developments in the unemployment rate. 
The actual unemployment rate is compared with the rate 
of unemployment that would have prevailed had either the 
inflow or outflow rate remained at its 1980 value. If actual 
developments are more closely tracked by the simulated 
unemployment rate that holds the inflow rate constant, one 
could conclude that changes in the outflow rate are more 
important than changes in the inflow rate in determining 
the dynamics of the actual unemployment rate. 

Since neither of the simulated unemployment rates is 
dominant during 1982, both inflows and outflows were im­ 
portant in causing the sharp rise of the unemployment rate 
at the onset of the recession. This distinguishes the 1981- 
82 recession from the pattern observed during previous run­ 
ups of the unemployment rate. For example, the rise in the 
unemployment rate during 1977 and 1978 and its fall in 
1979 is closely tracked by the simulation that permits exit 
rates to take on their actual values. During milder cyclical 
changes, the inflow rate is not important at all in explain­ 
ing the movement in the unemployment rate. Increased in­ 
flows into unemployment due to layoffs are probably coun­ 
tered by reductions in inflows due to a lower rate of 
voluntary job separations. This leaves the dynamics of the 
unemployment rate to be determined by reductions in hir­ 
ing, and hence falling exit rates. After 1982 the exit rate is 
in fact more important. In 1983 the actual unemployment 
rate was 11.8 per cent. If the inflow rate were allowed to 

Chart 7-3 

Actual and Simulated Unemployment Rates, 
Canada, 1976-88 
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SOURCE Estimates by the author, based on data from Statistics Canada, 
the Labour Force Survey. 
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take its actual value and the outflow rate held constant, it 
would have been.S.é per cent, while if the opposite were 
true it would have reached 10.6 per cent. While the con­ 
trast between the two simulated unemployment rates is 
somewhat less pronounced during subsequent years, the 
dominance of the outflow rate remains evident throughout 
the remainder of the decade. 

A certain asymmetry in the dynamics of the unemploy­ 
ment rate should be expected. The rise in the unemploy­ 
ment rate will always tend to be sharper than the decline. 
The speed of adjustment is determined by the exit rate. The 
economy-wide exit rate was lower during the 1980s for two 
reasons. First, the recession of 1981-82 was characterized 
by an increase in the proportion of older individuals be­ 
coming unemployed, a trend which continued for the re­ 
mainder of the decade. Older individuals normally have 
lower exit rates, that is, longer unemployment spells than 
younger individuals. An increase in the proportion of the 
unemployed that are older will therefore imply a more slug­ 
gish decline in the unemployment rate. Second, the differ­ 
ences between the exit rates of the old and young increased 
during the 1980s. Older individuals experienced longer and 
longer unemployment spells, while the spells of the young 
became shorter and shorter. 

Age and the Structure of the 
Adjustment Process 

This section will attempt to highlight some of the insti­ 
tutional features of the labour sector that determine the rate 
of exit from unemployment. The analysis of exit rates in 
the previous section sheds a certain amount of light on this, 
but is limited in at least three respects. First, the derivation 
of the exit rate implicitly aggregates individuals who left 
unemployment because they found employment with indi­ 
viduals who left because they ceased to actively search for 
employment. As such, it does not enable us to determine 
whether individuals moved into employment or nonparti­ 
cipation, an important aspect of the adjustment process. 
Second, the exit rates are calculated for the first month of 
unemployment and are implicitly assumed to be constant 
throughout the remainder of the spell. However, many pre­ 
vious analyses have found that there is some tendency for 
them to fall the longer the individual remains unemployed. 
Thus using the exit rate for the first month of unemploy­ 
ment probably overstates the actual overall value. Finally, 
it does not enable us to examine factors other than age that 
determine the exit rate. 

In a previous study [Corak 1990c], to examine the exit 
rate in more detail, we used a panel data set to track a repre­ 
sentative group of individuals during 1986 and 1987. The 

major question we addressed was: Why should age be a 
significant determinant of the length of time that an indi­ 
vidual spends without a job? A host of reasons can be pos­ 
tulated: older workers may be less educated, they may have 
unrealistic wage expectations, or they may have financial 
resources invested in fixed assets, such as homes. In other 
words, older individuals may possess characteristics that 
limit their mobility and the extent to which they are capa­ 
ble of taking advantage of opportunities that arise in other 
firms, industries, or localities. 

Independent of all these characteristics, is it reasonable 
to expect age to influence the length of time without a job? 
It could be argued that the old have a "taste" for more leisure 
than younger individuals, and that this leads them to spend 
more time unemployed or to search less intensively for re­ 
employment. This is a supply-side explanation. It could also 
be argued that the old face constraints in the job market 
that are different from those faced by the young, that is, 
that firms use hiring practices that discriminate against older 
job applicants. This is a demand-side explanation. 

We examined the duration of unemployment spells and 
controls for a large number of individual characteristics. 
This permits the influence of age, per se, to be separated 
from the influence of other characteristics that are unevenly 
distributed across different age groups, and explicitly rec­ 
ognizes that spells of unemployment may end in one of three 
ways: movement out of the labour force (nonparticipation), 
a recall to employment with the individual's former em­ 
ployer (recall), and finally finding employment with a new 
employer (new firm). This distinction sheds some light on 
the relative merits of the simple supply-side and demand­ 
side explanations of the influence of age on spell duration. 
If the unemployment experience of older workers is dic­ 
tated by the supply-side explanation, then older workers 
should be much more prone to end their unemployment 
spells in nonparticipation than their younger counterparts. 
That is, spells ending in non participation should be shorter 
for the old than for the young. In effect, the length of this 
type of spell offers a measure of search intensity, or "taste" 
for leisure. If spells ending in nonparticipation are not 
shorter for the old than the young, and if older individuals 
take longer to find re-employment with a new firm, then 
this supports a demand-side explanation. 

The data set examined here was drawn from the Labour 
Market Activity Survey, and consisted of observations on 
the first unemployment spell that an individual experienced 
during 1986 and 1987. The analysis was restricted to males 
claiming not to be full-time students during 1986 or 1987, 
and an unemployment spell is defined as beginning with a 
transition between employment and unemployment, where 
unemployment entails job search.' 



The average spell duration for the completed unemploy­ 
ment spells obtained from this data set is summarized in 
Table 7-5 by age and spell type. Overall, spells that end with 
non participation are the longest, lasting on average 
18.5 weeks. Those spells ending with recall to the former 
employer are the shortest, lasting 15.6 weeks on average. 
The breakdown of average duration by age lends support 
to a demand-side explanation. Individuals in the 45-69 age 
category spend the longest time looking for a job before 
giving up their search: 21.6 weeks on average compared to 
about 17 weeks for their younger counterparts. This sug­ 
gests that the old are less likely to give up searching for 
employment than the young. In other words their search 
intensity is greater. At the same time, there is a clear linear 
relationship between age and spell length for spells that end 
in employment at a new firm, and no significant relationship 
for spells ending in recall. If the search intensity of the old 
is greater than that of the young, then the fact that they take 
longer to find employment with a new firm implies that the 
problem lies on the demand side. In some way, older un­ 
employed individuals are being discriminated against. 

Tabulations of this sort cannot be considered definitive 
because there is no control for other characteristics that may 
be associated with age and that are the actual determinants 
of spell duration. When such controls are introduced and 
an appropriate estimation procedure used, these results are 
tempered somewhat but not overturned. The controls in­ 
clude a host of demographic characteristics, job-related 
characteristics, and several income variables.' Thus, even 
when taking any differences in the distribution of these char­ 
acteristics into account, one can still conclude that hiring 
decisions are biased against older job applicants. 

Table 7-5 
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The results associated with these controls are also of in­ 
terest in their own right. Among the findings are that those 
who have the greatest difficulty finding employment with 
a new firm are persons who had a great deal of tenure with 
their former employers, those who were in lower paid oc­ 
cupations, and those who were paid high wages relative to 
others in the same occupation. These variables were not 
important, however, in determining the length of unemploy­ 
ment spells ending in nonparticipation or recall to the same 
firm. 

What light do these results shed on the adjustment pro­ 
cess? One obvious implication is that adjustment is always 
easier when individuals are not obliged to find work with a 
different firm, in a different industry, or in a different re­ 
gion. Very large negative shocks that lead to a large number 
of bankruptcies will close this option to individuals and 
firms, and lead to longer unemployment spells. In this way, 
the sluggishness of the decline in the unemployment rate 
during the recovery period is in proportion to the extent of 
its rise during the recession. A severe recession is different 
from a mild contraction because there is less scope for a 
pattern of temporary layoffs to act as the adjustment mecha­ 
nism. 

To fully appreciate these results it is necessary to address 
the way the marketplace might be said to be discriminating 
against older individuals. This can be done by explicitly 
recognizing the relationship that exists between workers and 
firms in terms of the organization of the workplace and the 
type of skills that workers are required to use. This relation­ 
ship can be summarized in the distinction between general 
and specific skills. 

Average Completed Unemployment Spell-Length by Age and Reason for Termination of Spell, Canada, 1986-87 

Spell type 

Nonparticipation 

Mean 

(Weeks) 
Age group 

16-24 17.6 
25-34 17.5 
35-44 16.3 
45-69 21.6 

Total 18.5 

Number 

(Weeks) (Weeks) 

Recall New firm 

Mean Number Number Mean 

107 15.5 169 13.7 368 
133 15.3 294 17.2 495 
106 15.5 178 19.1 272 
148 16.2 206 20.9 216 

494 15.6 847 17.2 1,351 

SOURCE Estimates by the author, based on data from Statistics Canada, the Labour Market Activity Survey. 
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General skills are those that increase an individual's pro­ 
ductivity in all firms, while specific skills are of value only 
in a particular firm. Literacy or numeracy skills are exam­ 
ples of the former, while familiarity with a firm's clients is 
an example of the latter. The market offers little incentive 
for firms to provide general skills to their employees. When 
the firm pays the costs of such training, it runs the risk that 
it will lose its investment if the individual leaves to work 
elsewhere. To prevent this, the individual's wage has to be 
higher by the full extent of his or her increase in produc­ 
tivity. Thus the firm would be paying the cost of training, 
but receiving none of the benefits, General skills have the 
characteristics of a "public good," a good whose benefits 
are not restricted to the individual or the firm providing it. 
Such goods tend to be underprovided by the private mar­ 
ket. There is more incentive for firms to provide specific 
skills, because these skills do not raise an individual's pro­ 
ductivity in other firms, and therefore his or her opportuni­ 
ties to leave the firm are not any greater with or without 
them. At the same time, the employee must be encouraged 
to remain with the firm for a period long enough to permit 
the investment to be recouped. If a long-term bond is not 
developed between the firm and its workers, even specific 
skills will be underprovided. 

The evidence that firms discriminate against older work­ 
ers should be interpreted in this context. Firms prefer to in­ 
vest in workers who are not likely to leave the firm or to 
have an intermittent work history, and might choose 
younger job applicants over older ones for this reason. In 
fact, as long as firms believe that older workers are less 
productive than younger ones, or that their work history will 
be shorter or more intermittent, then whether or not this is 
in fact the case, the old will be at a disadvantage and hiring 
becomes discriminatory. This interpretation is supported by 
the observation that older workers take longer to find em­ 
ployment with a new firm, but it is also supported by the 
observation that they take no longer to be recalled by their 
former employer than do their younger counterparts. Since 
the firm has already made its training investment in the 
worker, since part of it has been recouped, and since it al­ 
ready knows the individual's productivity, there is no rea­ 
son to treat that worker differently because of age. 

The degree of an individual's specific skills will influ­ 
ence the inflow rate. Individuals with extensive specific 
skills will have lower inflow rates, since the firm will at­ 
tempt to develop long-term relationships with such employ­ 
ees. The extent of general skills, on the other hand, will 
influence the outflow rate of an individual who happens to 
be unemployed. The more developed these skills are, the 
easier it will be to find re-employment. General skills are 
therefore important for the adjustment process. 

In summary, the distinction between general and specific 
skills, the incentives embodied in the marketplace for their 
provision, and the interaction between general and specific 
skills, on the one hand, and the age structure of the labour 
force, on the other, are important in understanding the struc­ 
ture of the labour sector. Nevertheless, while this analysis 
explains why older workers have a lower exit rate than the 
young, it does not explain why the gap has changed to the 
detriment of the old during the latter half of the 1980s. It 
seems likely that this period witnessed the development of 
attitudes favouring labour force adjustment through attri­ 
tion and early retirement. Unemployed older workers are 
being perceived as individuals who have had their chance 
at being employed, or have been compensated for unem­ 
ployment (through unemployment insurance benefits, sev­ 
erance payments, or early retirement packages), and that 
any new job openings should be given to the young as a 
way of sharing the employment possibilities. According to 
this view, policy should be aimed at ensuring that this com­ 
pensation is adequate, and not necessarily at reintegrating 
these individuals into productive employment. In addition, 
the very severity of the recession made adjustment internal 
to the firm a limited option. The fact that labour had to be 
reallocated between firms and industries placed older work­ 
ers at a relative disadvantage, because they lacked, or were 
perceived by employers to lack, the general skills neces­ 
sary to make the transition. 

The adjustment to the shocks in this period might be char­ 
acterized as "evolutionary." The economy was hit with a 
very severe shock during 1981-82, so severe, in fact, that 
employment actually declined for the first time since the 
war. As a result, there were a large number of bankrupt­ 
cies and plant closings. This implies that the inflows into 
unemployment were more heavily weighted with individu­ 
als who had long employment tenure, who normally did 
not experience unemployment often, and who normally take 
a long time to leave unemployment - that is, older workers. 
The recovery in the unemployment rate would have been 
sluggish even if the inflow and outflow rates had returned 
immediately to their pre-recession levels. However, the exit 
rates of these groups fell and remained depressed through­ 
out the remainder of the decade. The firms and sectors hiring 
during the upturn were not the same firms and sectors that 
released workers during the recession. Old capital equip­ 
ment, plants, and firms were scrapped, and replaced by new 
vintages. The reallocation of labour proceeded in a similar 
manner. Direct substitution of employment in sectors in 
decline with employment in sectors of growth was mini­ 
mal. Rather, new sectors absorbed new labour force entrants 
at increasing rates. This process was facilitated by the fact 
that the baby-boom generation was reaching working age. 
Older workers were left at the bottom of the hiring queue. 



Indeed, given the very long durations of joblessness and 
the proliferation of early retirement packages, it could be 
that a significant fraction of them went on to permanent or 
semipermanent retirement. 

Conclusion 

During the 1980s unemployment came of age. It burst 
onto the scene with an urgency that strained the capacity 
of labour sector institutions and governments to adequately 
respond, and in spite of a strong economic recovery, it 
returned to its pre-recession level very slowly. The reces­ 
sion of the 1980s was particularly severe, and the sluggish­ 
ness of the decline in the unemployment rate during the 
recovery is in proportion to the magnitude of the job losses 
at the onset of the recession. One obvious policy recom­ 
mendation is to avoid confronting the labour sector with 
negative shocks of such magnitude, particularly when they 
result in a large number of bankruptcies and plant closings, 
which reduce the scope to make adjustments internal to the 
firm. 

The sluggishness of the decline in the aggregate unem­ 
ployment rate during the 1980s was also due to an increase 
in the proportion of older individuals among the unemployed 
and a decrease in their ability to find re-employment. The 
exit rate from unemployment - or the duration of unem­ 
ployment spells - is the central parameter in determining 
the speed of the adjustment process. The exit rate of older 
individuals decreased significantly relative to that of the 
young during the 1980s. Some of the most important de­ 
terminants of the exit rate are length of tenure in the previ­ 
ous job, previous occupation, and relative wage. Even when 
these are controlled for, older groups still have lower exit 
rates than younger groups. The distinction between general 
and specific skills is important in understanding these dif­ 
ferences. Older individuals are likely to have a high level 
of specific skills, while the young are more likely to have 
general skills. The latter are portable across firms and in­ 
dustries, the former are not. The adjustment process during 
the 1980s can be thought of as "evolutionary," as older in­ 
dividuals were relegated to long periods of joblessness and 
encouraged into permanent or semipermanent retirement, 
while the young were hired at increasing rates by new or 
expanding firms. 

The distinction between general and specific skills is im­ 
portant in understanding the adjustment process. Individu­ 
als with well-developed general skills will have higher exit 
rates from unemployment, but there is little incentive for 
the private sector to provide such skills. Indeed, much of 
the debate surrounding the adjustment process and older 
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workers has centred on refining the means to compensate 
them for their loss of employment. For example, the Pro­ 
gram for Older Worker Adjustment is essentially a very lim­ 
ited compensation scheme. The recent recommendations of 
government and nongovernment bodies that deal with older 
workers focus on methods of improving compensation pay­ 
ments - for instance, recommending measures that ensure 
that firms make severance and vacation payments to laid­ 
off employees, and that ensure that these payments along 
with any pension income do not lead to reductions in un­ 
employment insurance benefits. 

With the aging of the labour force, however, it will be­ 
come increasingly important in the 1990s that older unem­ 
ployed individuals be reintegrated into the working world. 
There will be less scope to accommodate adverse shocks 
in the evolutionary way in which they were accommodated 
during the 1980s. The emphasis will have to shift from pro­ 
moting early retirement in declining firms or sectors, 
coupled with the hiring of younger individuals in the area 
of growth, to the direct substitution of employment for older 
workers in areas in decline for employment in areas of 
growth. This will involve placing a greater emphasis on 
developing their general skills. 

While there has been a great deal of discussion in policy 
circles on the need for more and better training, the dis­ 
tinction between general and specific skills is not often 
emphasized. The de Grandpré Report, for example, exhorts 
the private sector to increase its provision of training, but 
does not address the matter of what type of skills it should 
provide, or even what type it is capable of providing [Ad­ 
visory Council on Adjustment 1989]. Increasing the private 
provision of training will require important changes in the 
long-term relationship between workers and firms if invest­ 
ment in general skills is to be increased. Without long-term 
bonds between firms and workers, the private sector will 
tend to under-invest in general skills, and focus only on the 
provision of firm-specific skills. This will do little to in­ 
crease the flexibility of the labour force. 

On the other hand, the Premier's Council Report offers a 
careful taxonomy of skills, and recognizes that the market 
has not provided sufficient training in general skills [1990, 
4-6,91-102]. It also expresses the view - supported by the 
current study - that the private sector alone will not provide 
the requisite investments in skills training: cooperation 
between firms and unions at the industry level, and between 
these parties and government will be essential. If structures 
and institutions that determine the adjustment process in the 
labour sector are to be improved, then the challenges of this 
type of cooperation should become the focus of future 
policy debate. 



8 Long- Term Unemployment in Canada: 
Its Causes and Policy Implications 

Syed Sajjadur Rahman and Surendra Gera 

During the 1980s, the burden of persistently high Canadian 
unemployment was increasingly borne by a relatively small 
number of individuals who were unemployed for long pe­ 
riods of time. In 1980, about 3.3 per cent of the labour force 
were unemployed for six months or more during the year; 
they accounted for 15.6 per cent of the unemployed and 
42.5 per cent of total time spent unemployed [see Corak, 
Chapter 5]. By 1987, the long-term unemployed accounted 
for 4.2 per cent of the labour force, 23.1 per cent of the un­ 
employed, and 54 per cent of all time spent unemployed. 

This growing concentration of unemployment among the 
long-term unemployed raises a number of questions about 
the costs, causes, and consequences of long-term unemploy­ 
ment (LTU). This paper analyses the evidence on LTU in 
Canada and attempts to answer the following questions: 
1) How great a problem is it? 2) What are its causes? 
3) What are its macroeconomic implications? 4) How ef­ 
fective are existing policies aimed at reducing it, and which 
alternative policies might be more effective? 

The Dimensions of Long-Term 
Unemployment in Canada 

One of the most remarkable trends in recent Canadian 
unemployment experience has been the significant increase 
in the average duration of unemployment. Between 1979 
and 1989 - two years in which unemployment rates were 

Table 8-1 

approximately the same - the average reported length of 
ongoing periods of unemployment rose from 14.1 to 
17.9 weeks; it reached as high as 21.8 weeks in 1983 (Ta­ 
ble 8-1).! Completed unemployment spells, while not meas­ 
ured per se, would have been considerably longer - approxi­ 
mately double these durations.' This implies that a typical 
job loser could expect to be out of work for nearly two 
months longer in 1989 than in 1979 - that is, for 8.3 as com­ 
pared with 6.5 months. 

A major reason for this increase is the growth in the 
incidence of long-term unemployment, that is, in the pro­ 
portion of all unemployed individuals who experienced 
prolonged unemployment (Table 8-2). (Unless otherwise 
specified, we define long-term unemployment as contin­ 
uous unemployment lasting 12 months or more.) The inci­ 
dence ofLTU rose from 3.5 per cent in 1979 to a high of 
10.1 per cent in 1985; while it subsequently declined, its 
1989 level of 6.6 per cent was nevertheless nearly twice as 
high, after seven years of economic recovery and expan­ 
sion, as the level that prevailed at the beginning of the 
decade. 

While the 1989 incidence of L TU was high by previous 
standards, the long-term unemployed still comprised only 
a small proportion of all unemployed persons. This is con­ 
strued by some as grounds for discounting the seriousness 
of the problem in Canada. Moreover, it is a cyclical phe­ 
nomenon; its incidence tends to diminish when the overall 
unemployment rate declines. This might be interpreted as 
an indication that there is no need for a specific policy focus 

Average Duration of Unemployment! by Age, Canada, Selected Years, 1979-89 

Average weeks of unemployment 

1979 1981 1983 1985 1986 1987 1988 1989 

All age groups 14.1 15.1 21.8 21.7 20.3 20.5 18.3 17.9 
15-24 12.9 13.0 18.4 15.7 14.4 14.2 12.0 11.3 
25-44 14.3 15.9 23.1 23.1 21.5 21.8 19.4 19.0 
45 and over 18.9 19.3 26.7 29.7 28.9 28.5 26.1 25.4 

1 Duration of incomplete spells. 
SOUReB Statistics Canada, The Labour Force, Cat. 71-001. 
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Table 8-2 

Unemployment Rate and Incidence of 
Long-Term Unemployment, Canada, 1976-89 

Incidence of LTU 
(months) 

Unemploy- 
mentrate 6 and over 12 and over 

(Per cent) (Per cent) 
1976 7.1 13.5 4.0 
1977 8.1 14.7 3.5 
1978 8.3 16.4 3.4 
1979 7.4 15.0 3.5 
1980 7.5 15.0 3.7 
1981 7.5 15.6 4.3 
1982 11.0 19.8 5.1 
1983 11.8 28.0 9.6 
1984 11.2 26.1 9.9 
1985 10.5 25.6 10.1 
1986 9.5 23.5 8.8 
1987 8.8 23.6 9.2 
1988 7.8 20.2 7.1 
1989 7.5 20.1 6.6 

SOURCE Estimates by the authors, based on Statistics Canada, The 
Labour Force, Cat. 71-001. 

on long-tenu unemployment, and that the unemployment 
rate is the more appropriate policy target. 

The aggregate figures, however, mask some of the more 
pernicious aspects of long-tenu unemployment. First, the 
low incidence tends to obscure the highly disproportionate 
burden of total unemployment time that is borne by the 
long-term unemployed. Second, while the incidence ofLTU 
is relatively small at the national level, it is very signifi­ 
cant for some demographic groups and regions. Finally, 
when L TU declines more slowly than the unemployment 
rate during periods of recovery and expansion - as occurred 
in the 1980s - it could in fact curb the rate at which aggre­ 
gate unemployment can be reduced, thereby contributing 
to the persistence of high levels of unemployment. 

Long-Term Unemployment and the 
Unemployment Rate 

As we have observed, the aggregate unemployment rate 
and the incidence of L TU tend to move in the same direc­ 
tion over time, but not at the same speed (see Table 8-2). 
Rather, the experience over the most recent business cycle 
suggests that the incidence of LTU increases sharply dur­ 
ing a recession, but then declines more slowly than the 
unemployment rate during the subsequent expansion 

(Chart 8-1). As unemployment increased during the 1981- 
82 recession, the incidence of L TU initially fell, due to ris­ 
ing numbers of newly unemployed persons. A number of 
the newly unemployed, however, failed to obtain jobs within 
a year and thus became long-tenu unemployed, causing the 
incidence to rise. It continued to rise steeply throughout late 
1982 and early 1983, although the rate of increase in ag­ 
gregate unemployment had by then slowed down. From late 
1983 through 1989 the overall unemployment rate declined; 
however, the long-term unemployed were still not finding 
work in sufficient numbers to reduce the incidence of L TU 
to its pre-recession level. The failure of the incidence to 
decline as rapidly as the unemployment rate gives rise to 
the characteristic hook shape in the chart below. 

The experience of the recent business cycle, then, raises 
the possibility that: 1) the incidence of L TU will increase 
from its present level during the current economic down­ 
turn; and 2) when it does, the higher incidence will become 
the new benchmark. 

The Disaggregated Incidence of 
Long-Term Unemployment in Canada 

Regional Trends 

Regional differences in L TU compound the effects of re­ 
gional disparities in unemployment rates (Chart 8-2). In 

Chart 8-1 

Relationship between Long-Term and 
Overall Unemployment Rates, Canada, 1976-89 

Incidence of long-term 
unemployment 
12% 

10 85 
87 

8 
88 

6 89 

82 
78 

2 

0 

7 8 9 10 11 12% 
Overall unemployment rate 

SOURCE Estimates by the authors, based on data from Statistics 
Canada, The Labour Force, Cat. 71-001. 
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Incidence of Long- Term Unemployment, 
Canada and the Provinces, Selected Years, 1976-89 
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general, the incidence is highest in those provinces with 
unemployment rates above the national average, such as 
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Quebec and British Columbia, and lower in those provinces 
with below average unemployment, such as Ontario and the 
Prairie provinces. The one exception to this pattern is the 
Atlantic region, where provincial unemployment rates are 
higher than the national rate but L TU incidences are gen­ 
erally below the national average. 

Incidences ofLTU in 1989 were above their 1980 levels 
in all regions except Ontario. This persistence is a mani­ 
festation of an increased incongruity between job vacan­ 
cies and job seekers in regional labour markets, resulting 
from a number of factors. The significant industrial restruc­ 
turing in Quebec and British Columbia in the 1980s has 
certainly contributed to labour-supply/demand mismatches 
and thereby to long-term unemployment in both provinces. 
In British Columbia, this restructuring is partly the result 
of a prolonged decline in international prices for primary 
goods, which caused dislocation in the primary sector of 
that province's economy. In Quebec, the effects of restruc­ 
turing are exacerbated by the relative immobility of labour 
due to cultural and language differences. The unevenness 
of the recovery from the 1981-82 recession has contributed 
further to the persistence of L TU in some regions. Recent 
regional long-term unemployment can thus be seen as both 
a cause and a symptom of labour market maladjustments. 

Demographic Trends 

Many personal attributes contribute to an individual's 
likelihood, once unemployed, of remaining so for a long 
period. These include age, sex, marital status, education, 
and work experience. In Canada, the risk of long-term un­ 
employment is most strongly correlated with age.' 

The incidence of L TU tends to rise with age, with young 
workers (aged 15-24) the least susceptible to prolonged 
unemployment (Chart 8-3). One important reason for this 
is young people's much higher propensity to leave the la­ 
bour force, often to continue their education [Hasan and 
de Broucker 1985]. For many, further education provides 
an alternative to lengthy unemployment. It is notable also 
that since 1983 the incidence ofL TU in this group has been 
declining both in absolute terms and relative to other age 
groups. Two major factors probably account for this de­ 
cline: increased participation in education and the easing 
of pressures in youth labour markets as their number de­ 
clined in the 1980s. 

Prime-aged workers (aged 25-44) are more likely to expe­ 
rience long -term unemployment than are youths, while older 
workers (those aged 45 and over) are the most vulnerable. 
These age-related disparities have widened during the 
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Chart 8-3 

Incidence of Long- Term Unemployment by Age, 
Canada, 1978-89 
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SOURCE Estimates by the authors, based on data from Statistics 
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1980s, as the incidence of L TU first increased more steeply 
and then declined more slowly among older workers. 

The dramatic rise in the incidence of L TU among work­ 
ers over the age of 45 suggests that this group has signi­ 
ficant adjustment problems, and the persistence of this long­ 
term unemployment at elevated levels indicates that these 
problems have not been resolved by the general economic 
recovery between 1983 and 1989. Workers in this age group 
have characteristics that might place them at particular risk 
for prolonged unemployment when they lose their jobs. 
Their skills are often highly firm-specific, making it diffi­ 
cult for them to adapt to new work environments, while their 
high rate of home ownership makes their relocation costs 
high relative to those of other groups. Moreover, older 
workers might encounter age discrimination among pro­ 
spective employers (see Chapter 7). 

From a policy perspective, one important issue is whether 
the adjustment problems of older workers are related pri­ 
marily to age, per se, or whether other characteristics are 
important. Once unemployed, is an older worker more likely 
to become long-term unemployed than a younger worker 
with similar characteristics? 

To address these questions, we used data from the La­ 
bour Market Activity Survey (LMAS) to calculate the 
probabilities that workers with certain characteristics would 

become long-term unemployed independent of other char­ 
acteristics (Table 8-3). The results can be summarized as 
follows: 

Table 8-3 

Conditional Probability of Long- Term 
Unemployment, Canada, 19861 

Probability 

Variable: 

Canada 0.321 

Sex 
Male 0.333 
Female 0.306 

Age (years) 
17-19 0.208 
20-24 0.291 
25-34 0.363 
35-44 0.365 
45-54 0.393 
55-64 0,472 

Education 
None or elementary 0.314 
High school (some or completed) 0.269 
Some postsecondary 0.256 
Postsecondary (certificate or diploma) 0.234 
University 0.188 

Marital status 
Married 0.351 
Single 0.387 
Other 0.434 

Household status 
Head 0.343 
Nonhead 0.394 

Student status 
Student 0.210 
Nonstudent 0.364 

Regions 
Atlantic 0.365 
Quebec 0.325 
Prairie 0.257 
British Columbia 0.345 
Ontario 0.229 

Reason for separation 
Temporary layoff 0.160 
Other 0.325 

Based 00 the maximum likelihood estimates of a logit model. 
SOURCE Estimates by the authors, based on Statistics Canada, the 

Labour Market Activity Survey. 
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• The probability of becoming long-term unemployed 
increases with age; it is about three times higher for older 
workers than for younger workers. 

1980s. However, the Canadian and U.S. experiences are 
notable in that, since the late 1970s, the two countries' LTU 
incidences have been much lower than those of any Euro­ 
pean country except Sweden (Table 8-4). This disparity has 
become particularly pronounced in the late 1980s, as the 
relatively large declines in the incidence of L TU that oc­ 
curred in North America after 1985 did not occur in Europe. 
In fact, in some OECD countries - namely, Belgium, the 
Netherlands, the United Kingdom, and Japan - the inci­ 
dence of L TU has continued to rise. 

• Individuals in the Atlantic provinces, British Colum­ 
bia, and Quebec are more likely to become long-term 
unemployed than those in the Prairies and Ontario. The 
result for the Atlantic provinces indicates the importance 
of recurrent spells of unemployment, which is not surprising 
given the seasonal nature of employment in this region. 

Is Long-Term Unemployment a 
Table 8-4 Problem in Canada? 

Long-term unemployment imposes considerable social Long-Term Unemployment and Total 
Unemployment,' Selected OECD Countries and and private costs. For society, its presence in significant Selected Years, 1979-88 numbers leads to the marginalization of a segment of the 

labour force, and therefore to higher costs for unemploy- Incidence of 
ment insurance and other social programs. For the indi- long-term unemployment 
vidual, it erodes work skills, limits the prospects for fur- 
ther employment, and ultimately undermines morale. Over 1979-80 1981-82 1983-85 1986-88 
the longer term, the displacement of the long-term unem- United States 4.3 7.0 11.7 8.1 
ployed from the effective labour force could act to slow (6.5) (8.7) (8.1) (6.2) 
economic adjustment and reduce the potential for economic 
growth [OECD 1988,95]. Canada 3.4 4.8 10.1 9.2 

The growth of long-term unemployment also raises dis- (7.5) (9.3) (11.2) (8.7) 

tributional concerns. The increasing concentration of total Sweden 6.2 7.2 11.4 8.2 
unemployment time among a relatively small number of (1.7) (2.4) (2.6) (2.0) 
long-term unemployed individuals places an undue share 
of the burden of unemployment on them. The effects of Australia 19.0 20.1 29.9 28.2 
regional disparities in unemployment rates have been com- (6.1) (6.4) (8.9) (7.8) 
pounded by differential regional incidences. Older work- 
ers have been disproportionately affected by LTU. Further- France 31.5 36.2 43.8 46.0 
more, the increase in the incidence of L TU during the (6.2) (7.9) (9.5) (10.6) 
1981-82 recession and its persistence throughout the sub- 
sequent recovery and expansion raise the likelihood that this Japan 16.3 14.2 13.7 19.2 
pattern will recur during the present economic downturn (2.1) (2.3) (2.6) (2.7) 
and recovery. 

Belgium 58.0 56.0 66.4 71.7 
On all counts - the social and private costs exacted, the (7.5) (10.9) (12.6) (11.7) 

inequitable nature of its impact, and the prospects for ris- 
ing incidence over the current business cycle - it is appar- Germany (FRO) 18.5 18.7 30.7 32.0 
ent that long-term unemployment is a malignant presence (3.3) (5.7) (8.2) (8.0) 
in Canadian labour markets. It is a phenomenon that war- 
rants further analysis in order to better our understanding Netherlands 26.5 26.8 51.2 56.0 
of its causes and consequences, and requires policy action (6.0) (10.8) (14.9) (12.7) 
to limit its extent and mitigate its effects. 

41.9 United Kingdom 21.8 27.5 39.1 
(5.3) (9.8) (11.5) (10.6) 

Is Canada's Experience Different? 
1 Figures in parentheses are total unemployment rates. 

Most OECD countries, including Canada, underwent an SOURCE Estimates by the authors, based on Organisation for Economic 

increase in long-term unemployment in the early and mid- 
Co-operation and Development, Employment Outlook. 
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It is notable also that Canada's long-term unemployment 
in the latter part of the 1980s has been far less severe than 
that of many countries with equivalent or lower unemploy­ 
ment rates. For instance, Australia, the United Kingdom, 
and Germany have unemployment rates similar to Canada's, 
but they have far higher incidences of LTV. Japan had an 
unemployment rate less than one third of Canada's in 1988, 
but an LTV incidence three times higher. Canada and the 
United States, while severely affected by recession-related 
job losses, have, for some reason, been more successful than 
other countries at reintegrating workers displaced by reces­ 
sion. This international evidence suggests that the real rea­ 
sons for the origins and persistence of LTV go beyond the 
increased rate of job loss associated with cyclical down­ 
turns, and are closely related to the speed with which the 
unemployed can be successfully reassimilated into produc­ 
tive employment. 

The Causes of Long-Term 
Unemployment in Canada 

The causes of LTV are inseparable from the causes of 
unemployment. Demand shocks, such as recession, and sup­ 
ply shocks, such as oil-price hikes, increase the rate of job 
loss in the economy. While most unemployed individuals 
find work quickly when economic conditions improve, a 
minority become locked in a long-term unemployment trap. 
This is generally due to the interaction between factors af­ 
fecting labour demand, such as the evolving nature and 
composition of economic activity and the hiring preferences 
of employers; job seekers' personal characteristics, includ­ 
ing age, skills, length of time unemployed; and the inten­ 
sity of the job search. Our evidence from a number of 
sources indicates that while LTV is initially generated by 
an increased rate of job loss, its persistence is much more 
closely linked to the labour market's failure to rapidly 
reintegrate the unemployed. 

Long-Term Unemployment and the 
Dynamics of Unemployment 

In an accounting sense, unemployment increases when­ 
ever the inflow of newly unemployed persons into unem­ 
ployment exceeds the outflow of newly hired workers and 
individuals who leave the labour force. A decline in the 
outflow caused by a reduction in the number of job open­ 
ings will not only raise the level of unemployment, but also 
lengthen its duration, thereby contributing to the persist­ 
ence of elevated unemployment rates. Some job seekers 
who would otherwise have found work will now remain 
unemployed. 

Variations in inflows also have an impact on the persist­ 
ence of unemployment. Suppose that a series of job losses 
causes an influx into unemployment At first this will raise 
the level of unemployment and tend to depress its average 
duration, since an increased proportion of the unemployed 
are now newly out of work. Over time, however, if the in­ 
crease in the influx is not matched by an increase in the 
outflow, many of the displaced workers will remain unem­ 
ployed for longer periods of time. 

The Canadian Evidence on 
Unemployment Inflows and Outflows 

Evidence on inflows into and outflows from unemploy­ 
ment in Canada can be analysed by means of the Labour 
Force Survey, which allows us to measure the number of 
people each month who are employed, unemployed, or out­ 
side the labour force, and those who move between these 
states.' 

The inflow rate is the number of individuals moving from 
employment or from outside the labour force into unem­ 
ployment in a given month, as a proportion of the labour 
force. The outflow rate is the proportion of unemployed in­ 
dividuals who either find employment or leave the labour 
force in a given month. Both rates are significantly affected 
by the stage of the business cycle. 

In 1981-82 the inflow rate increased sharply - by 22 per 
cent - with the onset of recession (fable 8-5). After 1984 
it declined, and by 1989 it was lower than it was at the be­ 
ginning of the decade. The outflow rate, on the other hand, 
dropped sharply in 1982-83 and then increased somewhat, 
but, like the inflow rate, was lower in 1989 than in 1981. 
Thus, during the recession and early recovery periods, both 
the faster rate of job loss (reflected in higher inflow rates) 
and the lower rate of hiring (reflected in lower outflow rates) 
contributed to the rise in unemployment. The persistence 
of high rates of unemployment throughout the recent 
expansion was due to the relative decline in outflow rates. 

This decline in aggregate outflow rates can be attributed 
to workers over 25 (Chart 8-4).SThe relatively high inflow 
and low outflow rates of prime-aged and older workers dur­ 
ing the 1983-89 period help explain the recent persistence 
of unemployment in Canada. Members of these groups 
continued to be subject to long spells of unemployment 
throughout the expansionary phase. 

Younger people (aged 15-24) have consistently had 
higher rates of inflow and outflow than this older group, 
indicating more movement into and out of employment and 



Table 8-5 

Annual A verages of Monthly Inflow and 
Outflow Rates, Canada, 1976-89 

Inflow rate Outflow rate 

(Per cent) 
1976 3.3 43.4 
1977 3.4 41.0 
1978 3.5 39.1 
1979 3.3 41.8 
1980 3.2 41.1 
1981 3.2 42.6 
1982 3.9 37.0 
1983 4.1 33.0 
1984 4.2 35.0 
1985 3.9 34.8 
1986 3.6 36.5 
1987 3.4 36.2 
1988 3.1 38.3 
1989 2.9 38.0 

SOURCE Estimates by the authors, based OIl Statistics Canada, gross 
flows data, and the Labour Force Survey. 

the labour force. Since the recession, their inflow rates have 
declined and outflow rates increased, signalling an improve­ 
ment in their unemployment situation. 

Regional Inflow and Outflow Rates 

Evidence on regional inflow and outflow rates reinforces 
our finding that the slow adjustment of outflow rates dur­ 
ing the expansionary period was responsible for the per­ 
sistence of unemployment at the national level. All regions 
experienced increased inflows into and diminished outflows 
from unemployment during the recession of 1981-82 
(Chart 8-5). The impact of the recession was most severe 
in British Columbia, where the inflow rate went up by about 
38 per cent and the outflow rate declined by 24 per cent, 
and in Ontario, where the impacts on these two rates were 
about half of those in British Columbia. 

The pattern of inflows into and outflows from unemploy­ 
ment during the recovery and expansion is one of sharp con­ 
trasts, and determines the regional differences in the per­ 
sistence of unemployment in the 1980s. In 1989, among 
all the regions, only Quebec's inflow rate was lower and 
its outflow rate higher than the 1981 level; it took until 1988, 
however, for the outflow rate to reach its pre-recession level. 
In Ontario, the other province whose overall unemployment 
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performance was impressive in the 1980s, the decline in 
unemployment between 1981 and 1989 was the result of a 
reduced inflow into unemployment rather than an increased 
outflow from it. The experience in the western provinces 
has not been as positive. In 1989, in British Columbia and 
the Prairies, the inflow rates remained above and the out­ 
flow rates significantly below their 1981 levels. As a result, 
the unemployment rates in these provinces remained per­ 
sistently high in the 1980s. In the Atlantic region, the 
changes in the inflow and the outflow rates were relatively 
small during 1981-82. However, while the inflow rate re­ 
mained relatively stable between 1981 and 1989, the out­ 
flow rate in 1989 was below its 1981 level. 

Chart 8-4 

Inflow and Outflow Rates by Age, 
Canada, 1976-89 
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Chart 8-5 

Inflow and Outflow Rates by Region, 
Canada, 1976-89 
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Regional inflow and outflow rates indicate the strong 
impact on unemployment of aggregate demand distur­ 
bances. Fluctuations in these rates in Ontario and Quebec 
are more responsive to cyclical variations than they are in 
other provinces; this is borne out by the fact that inflow 
and outflow rates have more or less returned to their pre­ 
recessionary levels, albeit with fairly substantial lags. In 
western Canada, the persistence of high unemployment is 
also due in part to fluctuations in world commodity prices 
during the late 1970s and the early 1980s. Agricultural and 
energy prices were very firm in the 1970s, but very weak 
in the 1980s. The prolonged dip in these prices in the 1980s 
has had a strong impact on the resource-exporting provinces 
in western Canada and led to structural changes in the pat- 

tern of labour demand, which has in turn led to an increase 
in the inflow rates into and a decline in the outflow rates 
from unemployment. 

Chart 8-6 

The Exit Probability of the 
Long-Term Unemployed 

As the duration of an individual's unemployment length­ 
ens, finding work becomes more difficult, for several rea­ 
sons. Long-term unemployed individuals often become dis­ 
couraged, which could decrease the intensity of their search. 
As a result, their work skills could deteriorate through lack 
of use. And their declining prospects will be further reduced 
if employers screen out the long-term unemployed as un­ 
desirable job contenders. 

Our evidence shows that the prospects for re-employment 
for the long-term unemployed have diminished consider­ 
ably since the mid-1970s. In Chart 8-6 we compare the 
probabilities of exit from unemployment for the short-term 
unemployed (those who have been unemployed for less than 
three months) and the long-term unemployed (those who 
have been unemployed for between 6 and 12 months)." 

The exit probabilities of the short- and long-term unem­ 
ployed have diverged considerably since 1977, when they 
were almost identical. For both groups, they declined 
sharply during the 1981-82 recession. Nevertheless, while 
for the short-term unemployed the prospects of leaving un­ 
employment had rebounded to nearly pre-recession levels 
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by 1989, the exit probability of the long-term unemployed 
remains well below its 1980-81 value. 

In addition, a certain polarization in the experience of 
long-term unemployment occurred in the 1980s, with those 
age groups with the highest incidences of L TU also expe­ 
riencing the greatest drop in prospects for re-employment, 
as measured by their exit probabilities (Chart 8-7). The exit 
probability is lowest among workers aged 45 and over; it 
declined significantly between 1981 and 1989 - from 52 
to 24 per cent. By comparison, the exit probability for 15- 
24 year olds - already the highest of any age group - actu­ 
ally rose during this period from 65 to 78 per cent. That of 
the 25-44 year olds, the intermediate group, declined 
slightly from 59 to 52 per cent. Thus widening differences 
in exit probabilities have actually reinforced existing age­ 
related differentials in long-term unemployment during the 
past decade. 

Over the recent business cycle, the exit probabilities for 
the long-term unemployed have been highest in Ontario and 
Newfoundland, followed by the other Maritime provinces 
and the Prairie provinces; in Quebec, which has the largest 
number of long-term unemployed of any region, it has 
remained consistently below the national average 
(Chart 8-8). Exit probabilities declined in all regions except 
Newfoundland during the recession, but rebounded during 
the recovery and expansion, particularly in Ontario and 
British Columbia. In Ontario, this reflects a generally tight 
provincial labour market, while in British Columbia it is 
indicative of robust economic growth and increasingly 

Chart 8-7 

Exit Probabilities of the Long-Term Unemployed by 
Age, Canada, 1978-89 
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Chart 8-8 
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Exit Probabilities of the Long-Term Unemployed by 
Region, Canada, Selected Periods, 1976-89 
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favourable conditions in global commodity markets. The 
comparatively high exit probabilities in the Atlantic 
provinces account for the coexistence of relatively low L TU 
incidences and high unemployment rates in that region. 
Quebec's exit probability declined between 1981 and 1989 
from 48 to 35 per cent, reflecting the negative impact of 
that province's large pool of long-term unemployed on any 
one individual's chances of escaping LTU. 

Causes of the Decline in Exit Rates 

In looking at the causes of declining exit probabilities, it 
is instructive to determine what the long-term unemployed 
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Table 8-6 

Self-Reported Obstacles to Finding Work, 
Canada, 1986 

Percentage of group 
reporting each cause 

Short-term Long-term 
unemployed unemployed 

(Per cent) 
Not enough information 
Not the right skills 
Not enough education 
Not enough experience 
Shortage of jobs in the area 

0.81 
1.37 
1.05 
1.49 
2.94 

5.77 
10.35 
8.06 
10.69 
19.56 

SOURCB Estimates by the authors, based 00 Statistics Canada, the 
Labour Market Activity Survey. 

perceive as obstacles to finding a job. The 1986 Labour 
Market Activity Survey asked the unemployed what prob­ 
lems they encountered when looking for a job. Five choices 
were provided: 1) not enough information; 2) not the right 
skills; 3) not enough education; 4) not enough experience; 
and 5) a shortage of jobs in the area. Among both the long­ 
term unemployed (defined here as those unemployed for 
more than six months of the year) and the short-term un­ 
employed (those unemployed for less than six months of 
the year) the most frequently cited problems were a short­ 
age of jobs in the area, followed by lack of experience and 
not possessing the right skills (Table 8-6). These problems 
were cited far more frequently by the long-term than by 
the short-term unemployed. 

Lack of Jobs 

Given the buoyant state of the economy in 1986, it is 
somewhat surprising that lack of jobs was cited as the sin­ 
gle most important reason for not finding work. One ex­ 
planation could be the severity of the 1981-82 recession. 
Overall, between 1981 and 1983 the number of unemployed 
rose by about half-a-million, with the steepest increase oc­ 
curring among older workers. The number of unemployed 
workers aged 45 and over jumped by about 87 per cent dur­ 
ing this period, compared with a 40-per-cent rise among 
workers aged 15-24 and a 52-per-cent increase among those 
aged 25-44. Employment also declined in 1982 for the first 
time since 1957-58 and did not regain its 1981 level until 
1985. A reduced number of job opportunities has therefore 
heightened competition for work within the large pool of 
unemployed persons. Those who do not succeed in this 

competition face the prospect of long periods of unemploy­ 
ment. 

The reduced rate of hiring of the long-term unemployed - 
evident in their diminished exit probability - appears, there­ 
fore, to be at least partly a cyclical problem. But the cyclical 
sensitivity of unemployment and long-term unemployment 
cannot be judged simply on the basis of absolute numbers 
of job seekers. Unemployment can rise either because the 
number of jobs has fallen, reflecting a reduced demand for 
labour, or because there are more people looking for work, 
indicating an increased supply of labour. 

The ratio of employment to the working-aged population 
(i.e., the employment rate) provides a proxy measure of the 
demand for labour at a given time. Similarly, the participa­ 
tion rate can serve as an indicator of labour supply. The 
amount of unemployment will depend on relative move­ 
ments in these two variables. A rise in the employment rate 
translates into a reduction in the unemployment rate if the 
participation rate remains constant. On the other hand, a 
rise in the participation rate will cause a rise in the unem­ 
ployment rate unless the employment rate also rises. 

Between 1981 and 1982, the employment rate declined 
by close to 5 percentage points because of heavy job losses 
(Table 8-7). At the same time, the participation rate fell by 
about 1 percentage point as significant numbers of individ­ 
uals left the labour force. Had the participation rate not de­ 
clined, the increase in the unemployment rate during this 
period would have been greater than the 3.5-percentage­ 
point rise that actually occurred. 

The recovery saw increases in both the employment and 
the participation rates. The decline in the unemployment 
rate observed during this period would have been greater 
had the participation rate not increased. The distribution of 
employment gains among the unemployed and new labour 
force entrants had significant implications for the persist­ 
ence of unemployment The new entrants competed for jobs 
that would have otherwise gone to the existing unemployed, 
thereby reducing the drop in unemployment. Those unem­ 
ployed persons who did not find a job now lapsed into long­ 
term unemployment. 

The evidence on age-specific employment and partici­ 
pation rates reveals widely varying experiences for differ­ 
ent age groups. For the young (aged 15-24), growth in the 
employment rate exceeded that of the participation rate dur­ 
ing the recovery period, and their unemployment rate there­ 
fore declined between 1983 and 1988. Conversely, for the 
25-54 year olds, growth in the participation rate exceeded 
that of the employment rate, thus offsetting some of the 



Table 8-7 

Decomposition of Cbanges in tbe 
Employment-to-Population Ratio, Canada, 1977-88 

ratio 

Employment- Employment- 
to-population to-labour Participation 

rate force ratio 

All ages 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 

15-24 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 

25-54 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 

55 and over 
1977 
1978 
1979 
1980 
1981 
1982 

-D.27 
1.52 
2.19 
1.02 
0.98 
-4.71 
-D.55 
1.38 
1.60 
1.67 
1.57 
1.94 

0.25 
1.86 
1.59 
1.32 
1.55 

-3.34 
-D.05 
1.13 
1.79 
1.93 
1.56 
1.87 

0.25 
1.86 
1.59 
1.32 
1.55 

-3.34 
-D.05 
1.13 
1.79 
1.93 
1.56 
1.87 

-1.33 
-D.20 
0.80 

-1.12 
-1.39 
-3.76 

(Percentage point change) 

-1.05 
-D.26 
1.00 

-D.04 
-0.10 
-3.71 
-D.97 
0.68 
0.88 
1.04 
0.76 
1.18 

-1.96 
-D.07 
1.79 

-D.26 
-D.12 
-6.39 
-1.13 
2.40 
1.74 
1.57 
1.69 
1.87 

-D.73 
-D.38 
0.76 

-D.02 
-D.19 
-3.14 
-1.02 
0.12 
0.70 
0.88 
0.52 
0.96 

-D.81 
-D.20 
0.72 
0.16 
0.09 

-2.35 

0.79 
1.78 
1.17 
1.07 
1.08 

-1.04 
0.42 
0.70 
0.72 
0.63 
0.80 
0.76 

1.33 
1.74 
2.77 
1.64 
0.85 

-2.76 
0.20 
1.20 
0.85 
1.46 
1.11 
0.70 

0.99 
2.24 
0.83 
1.34 
1.74 

-D.21 
0.98 
1.01 
1.08 
1.05 
1.04 
0.91 

-D.52 
0.18 
0.08 

-1.28 
-1.48 
-1.44 
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Table 8-7 (cont'd.) 

Employment- Employment- 
to-population to-labour 

ratio force ratio 
Participation 

rate 

(Percentage point change) 
1983 -2.97 -1.12 -1.87 
1984 -1.61 0.19 -1.80 
1985 -1.52 -D.25 -1.27 
1986 -2.76 0.72 -3.46 
1987 -1.14 0.19 -1.32 
1988 0.50 0.93 -D.42 

SOURCE Estimates by the authors, based on Statistics Canada, gross 
flows data, and the Labour Force Survey. 

impact of employment gains for the existing unemployed 
and contributing to the persistence of unemployment. 

For workers aged 55 and over there has been a steady 
decline in the participation rate that merits close examina­ 
tion. It is possible that many of these workers withdrew from 
the labour force or took early retirement. Lengthy periods 
of joblessness leading to diminished employment prospects 
can generate feelings of depression, discouragement, and 
alienation that could directly reduce employability. In ad­ 
dition, those who experience prolonged or repeated spells 
of unemployment could be disadvantaged as a result of their 
loss of work experience or on-the-job training, a phenom­ 
enon called "scarring." This scarring could be reinforced if 
employers use prolonged unemployment as a screening 
device in hiring. Together, these effects might produce a 
vicious cycle whereby those who lack meaningful work 
skills are unable to find stable jobs that would enable them 
to acquire such skills. Older workers, whose skills are often 
highly firm-specific, are particularly vulnerable to this kind 
of pattern. 

The Changing Nature of Jobs and 
Mismatches in the Labour Market 

It could be argued that the changing nature of employ­ 
ment, rather than an insufficient number of jobs, was re­ 
sponsible for the decline in re-employment prospects for 
unemployed individuals during the past decade. It has been 
suggested that the recession of 1981-82 and the accompa­ 
nying shifts in national and international markets produced 
a rationalization of the industrial structure in Canada that 
has had a significant impact on the composition of employ­ 
ment growth in the subsequent expansion. Three aspects 
of the emerging job structure are particularly relevant to 
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the growth of long-term unemployment: the evolution of 
the service sector. as the predominant employer, the growth 
of nonstandard employment, and changing skill require­ 
ments.' 

While the service sector has been expanding its share of 
total employment since the turn of the century, the pace of 
this expansion has accelerated in the past two decades to 
the point where services accounted for virtually all job 
growth in the 1980s. Associated with the rise of the ser­ 
vice sector has been an increase in nonstandard jobs - part­ 
time, short-term, and temporary work; and own-account 
self-employment. These types of employment, which are 
typically characterized by low pay and limited potential for 
advancement, account for half of all new jobs in the 1980s. 
At the same time, the skills needed are also changing. While 
information-based employment - that is, work primarily 
concerned with the creation and use of data and knowl­ 
edge - accounted for less than half of all jobs in Canada in 
the 1970s, two thirds of new job creation between 1971 and 
1986 was in this category. An acceleration in the growth 
of highly skilled jobs during the last decade, resulting partly 
from the shift of employment towards services, has been 
accompanied by a decline in the number of jobs at inter­ 
mediate skill levels that characterize many goods industries. 
The proportion of low-skilled jobs which predominate in 
traditional service industries, has remained roughly constant 
throughout this period. 

The changing composition of employment has significant 
implications for the ease with which displaced workers can 
find new jobs. The jobs created during the recovery were 
often radically different from those which unemployed 
workers lost during the recession. For instance, many of 
those who lost their jobs in the 1980s were employed in 
goods industries, typically in jobs with intermediate skill 
levels. Yet virtually all of the employment gains in the past 
decade have been in service industries, most frequently in 
jobs with either high-skill levels that workers leaving jobs 
in goods industries often do not possess, or very low-skill 
levels and associated low earnings. Growth in service in­ 
dustries has been heavily concentrated in large urban cen­ 
tres, while goods-sector job losses have often occurred out­ 
side these centres. Many of the jobs lost have been 
"standard" full-time, salaried positions, while a dispropor­ 
tionately large percentage of jobs gained have been non­ 
standard. 

All of these factors have contributed to a mismatch be­ 
tween job openings and unemployed workers available to 
fill them, resulting in prolonged unemployment for some 
individuals." For many unemployed workers, finding a job 
necessitates difficult compromises - moving to the city, 

accepting a part-time rather than a full-time job, or taking 
a lower-skilled position and a drop in income. Those who 
are reluctant or unable to make these compromises often 
face long periods of unemployment; this is particularly true 
of older workers, whose skills are often firm-specific and 
therefore less portable. While the changing nature of em­ 
ployment has increased the necessity for unemployed work­ 
ers to move between industries, mobility between indus­ 
tries actually decreased in the 1980s [Gera and Rahman 
1991, and Chapter 9 in this volume]. 

Reduced Searc hI ntensity among the 
Long-Term Unemployed 

Another factor contributing to long spells of unemploy­ 
ment could be that individuals who have been unemployed 
for long periods search less intensively - perhaps because 
they are disillusioned - and receive less information about 
potential employment as a result. This could explain the 
fact that many long-term unemployed individuals cited 
"lack of information" as one obstacle to finding work. 
Clemenson [1987] finds evidence that the long-term unem­ 
ployed do search comparatively less intensively, and that 
they rely more on informal search methods such as check­ 
ing with friends and relatives, looking at job advertisements, 
and placing or replying to advertisements. This could be a 
step in the process by which the long-term unemployed 
become a marginal element of the labour force. 

Other Factors 

Other factors might also prolong unemployment. For 
instance, it has been shown that the generosity of the un­ 
employment insurance system increases the duration of un­ 
employment [Milbourne et al. 1989J and changes the atti­ 
tudes of the unemployed, leading to repeated spells of 
unemployment [House 1990]. Employers' uncertainty about 
future product demand and reactions to factors such as 
higher fixed nonwage costs might also affect their willing­ 
ness to take on new employees [Flanagan 1988; Corak 
1990d]. 

The Macroeconomic Implications of 
Long- Term Unemployment 

Long-term unemployment has two important macro­ 
economic implications. First, because the long-term unem­ 
ployed tend to become marginalized, their presence does 
not exert any significant downward pressure on wages. As 
a result, a rise in the unemployment rate could exert a low 



dis inflationary effect if there is significant long-term un­ 
employment Second, it could generate a process known as 
unemployment hysteresis, whereby high unemployment 
rates become self-perpetuating. In this section we examine 
each of these macroeconomic implications in tum. 

Wage Inflation and 
Long-Term Unemployment 

Labour unions typically negotiate wages on the basis of 
a markup on expected prices, while employers generally 
try to establish prices by marking up expected wages. If 
these markups are excessive, the result is higher inflation. 
The long-established trade-off between inflation and unem­ 
ployment (expressed graphically in the Phillips curve) 
means that there tends to be an inverse correlation between 
the movements of these two economic variables; that is, a 
rise in unemployment is usually accompanied by a drop in 
the rate of inflation. However, this trade-off can be affected 
by changes in the composition of unemployment - particu­ 
larly an increase in long-term unemployment. If, as lime 
passes, the long-term unemployed cease to be active par­ 
ticipants in the labour market, their presence will have pro­ 
gressively less downward impact on inflation. Therefore a 
rise in the incidence of L TU could permit higher wage in­ 
flation at a given rate of unemployment. 

In order to empirically investigate the impact of L TU on 
wage inflation, it is necessary to separate the effects of short­ 
term and long-term unemployment on wage movements. 
To accomplish this, we conducted a regression analysis to 
estimate the nature of the relationship between wage infla­ 
tion and other economic variables, including short-term and 
long-term inflation, for the 1977-87 period." The results 
show that the long-term unemployed (those continuously 
unemployed for 12 months or more) exerted little or no in­ 
fluence on Canadian wages during this period, but that in­ 
creases in short-term unemployment depressed wages. To 
the extent that the long-term unemployed exert no pressure 
on wages, a policy-induced reduction in L TU will improve 
the unemployment/inflation trade-off.'? This implies that 
measures to reduce L TU will also reduce the rate of unem­ 
ployment accompanying any given rate of inflation. 

Hysteresis and Long-Term Unemployment 

The conventional notion in economics is that the rate of 
unemployment accompanying a stable rate of inflation, the 
so-called "nonaccelerating inflation rate of unemployment" 
(NAIRU) changes only due to structural changes in the 
economy. According to the concept of hysteresis, the 
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NAIRU will change in response to movements in past un­ 
employment rates, because persistently high unemployment 
leads to structural changes in the economy that cause the 
natural rate to rise. While there has been considerable re­ 
search on the processes leading to hysteresis in Europe, less 
has been done on the Canadian experience. Nevertheless, 
there are some indications that hysteresis did contribute to 
the rise in unemployment in Canada [Burns 1990]. Both 
the deterioration of skills and the deprivation of job expe­ 
rience associated with long-term unemployment contribute 
to hysteresis, and to the persistence of elevated unemploy­ 
ment rates. 

The effective exclusion of the long-term unemployed 
from the wage-bargaining process can also generate hys­ 
teresis through insider-outsider wage bargaining. The 
insider-outsider models are based on two arguments: 1) that 
turnover costs associated with hiring, training, and firing 
workers discourage firms from replacing existing workers 
(insiders) with unemployed workers (outsiders); and 2) that 
insiders are able to influence the wage-bargaining process 
without taking into account the interests of outsiders. A key 
implication of both arguments is that the influence of in­ 
siders on the wage-setting process prevents firms from 
reducing wages in the face of an excess supply of labour. 
As a result, unemployment might persist even when there 
are high levels of unemployment overall [Blanchard and 
Summers 1986; Lindbeck and Snower 1989]. 

Reducing Long-Term Unemployment: 
Policies and Prospects 

Long-term unemployment can be reduced both through 
policies designed to reintegrate the long-term unemployed 
into the active work force, and through programs such as 
early retirement options for older workers that induce them 
to leave the labour force altogether. Because of the pres­ 
sures imposed by the aging of the Canadian population, the 
latter approach is generally undesirable and should be 
viewed as a last resort. We therefore focus here on policies 
whose aim is to reintegrate the long-term unemployed into 
the productive labour force. 

These policies generally fall into two categories. One 
method of helping the long-term unemployed to fmd work 
is by providing services that increase their competitiveness 
on the job market, such as training, placement assistance, 
and counselling. Another method is to expand employment 
opportunities for this group through targeted job-creation 
programs such as hiring subsidies, direct employment crea­ 
tion projects, and measures to promote self-employment. 
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The Job Development Program 

While all labour market programs for the unemployed in 
Canada are accessible to the long-term unemployed, the 
major program dedicated exclusively to them is the federal 
Job Development Program, which provides training and 
work experience to individuals who have been out of work 
for at least 24 of the previous 30 weeks. Its objective is to 
reintegrate them into the labour force by increasing their 
competitiveness and providing them with new employment 
opportunities. The program consists of four options, which 
are outlined below. 

1 The General Projects option subsidizes training on the 
job and/or at educational institutions for up to 52 weeks. 
Commercial employers receive subsidies of up to 60 per 
cent of participants' wages, subject to hourly and weekly 
ceilings, and nonprofit employers are fully subsidized, also 
subject to certain wage ceilings. Employers also receive 
additional subsidies for expenditures such as staff, train­ 
ing, capital, and operating costs. 

2 Under the Individually Subsidized option, training pro­ 
grams that are designed to meet the specific needs of long­ 
term unemployed individuals who also face other social or 
cultural barriers to employment are provided by a sponsor, 
who submits a comprehensive proposal. The subsidies are 
similar to those under the General Projects option, with the 
important exception that the wage subsidy declines over the 
life of the project, starting at 80 per cent for up to 13 weeks 
and decreasing to 25 per cent for the last 13 weeks. 

3 The Severely Employment-Disadvantaged option sub­ 
sidizes employment on community projects for individuals 
identified as having problems such as functional illiteracy, 
problematic work habits, lack of motivation, seriously in­ 
adequate education or training, prolonged periods of insti- 

Table 8-8 

tutionalization, or a history of drug or alcohol abuse. Much 
higher subsidies are available under this option than under 
others. While the maximum program duration is 52 weeks, 
participants in this program can also take part in other fed­ 
eral programs under the Canadian Jobs Strategy for up to 
three years. 

4 Under the Direct Purchase option, places are purchased 
in occupational training courses and programs offered in 
provincial educational institutions. The aim is to increase 
employment opportunities and earning potential by meet­ 
ing the skill requirements of prospective employers. 

Performance of the 
Job Development Program 

The Job Development program has served a fairly high 
proportion of the long-term unemployed at a relatively low 
cost per participant. In 1988-89, for example, 89,000 peo­ 
ple or about 42 per cent of the long-term unemployed par­ 
ticipated at a cost to the federal government of $480.7 mil­ 
lion, or approximately $5,400 per participant (Table 8-8). 

Evaluations of the program indicate that it is having some 
success. For example, a one-year follow-up survey for 1987- 
88 conducted by Employment and Immigration Canada 
[1988] indicates that the impact rate - the percentage of in­ 
dividuals who were employed or in training one year after 
participating in the program - was 62.1 per cent. In addi­ 
tion, three-month follow-up surveys for April to Decem­ 
ber 1988 show that the skill-utilization rate - the percent­ 
age of employed participants who were using skills acquired 
while in the program - was 74 per cent. About 80 per cent 
of program participants in 1987-88 stated that the program 
would help them keep their present job or obtain a new or 
better one in the future. 

The Job Development Program and Long- Term Unemployment, Canada, 1985-89 

Number of Proportion of 
long-term Total number long-term unemployed 

unemployed participating participating Total 
(1) (2) (3) = (2)/(1) expenditure 

(Thousands ) (Thousands) (Per cent) ($ millions) 
1985-86 322.8 96.1 29.7 326.6 
1986-87 293.9 186.9 63.5 834.2 
1987-88 269.2 110.0 40.8 596.8 
1988-89 210.7 89.0 42.2 480.7 

SOURCE Estimates by the authors, based OIl Employment and Immigration Canada, Annual Reports, and Statistics Canada, the Labour Force Survey. 



A study of the program by Goss, Gilroy & Associates 
[1989] also concluded that it had a favourable impact on 
employability. Wage gains, however, were observable only 
for participants in the individually subsidized option. While 
program participants spent more time on unemployment 
insurance after completing the program than those who did 
not participate, the favourable postprogram employment 
patterns suggest that for many participants the unemploy­ 
ment spells were short. An employer survey indicated that 
displacement of other potential employees by participants 
in the Job Development Program was negligible." 

The Job Development Program thus appears to be a rela­ 
tively effective way of reintegrating long-term unemployed 
individuals. It also responds to equity considerations by 
shifting the demand for labour towards them, thereby rais­ 
ing their incomes. 

Concerns about the 
Job Development Program 

There are two concerns about the current design of the 
program: the eligibility criterion, and the fact that it does 
not specifically target older workers. 

Eligibility Criterion - The current eligibility criterion for 
participation is at least 24 weeks of unemployment out of 
the previous 30 weeks. This "24 out of 30" rule has been 
questioned. For example, the House of Commons Stand­ 
ing Committee on Labour, Employment, and Immigration 
recommended in April 1988 that the "24 out of 30" rule be 
waived for a minimum of 10 per cent of program partici­ 
pants in each region of Canada, and that it also be waived 
for all individuals residing in areas where the average un­ 
employment rate exceeds one and one-half times the na­ 
tional average. The government accepted the first recom­ 
mendation but rejected the second on the grounds that it 
could not be reconciled with the existing scope and intent 
of the Canadian Jobs Strategy. 

Corak examined the eligibility requirements for the Job 
Development Program in a recent paper [1990b]. His anal­ 
ysis indicates that an overwhelming majority of individuals 
leave unemployment within four months oflosing their job, 
and that after that the probability of leaving unemployment 
is significantly less. Thus persons who are likely to become 
long-term unemployed can be identified by about the fourth 
month of unemployment. Corak's conclusion is that the 
present six-month waiting period for eligibility should be 
shortened to four months. 

Targeting Older Workers - The Job Development Pro­ 
gram does not specifically target older workers who are 
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long - term unemployed. Yet the evidence indicates that the 
incidence of long-term unemployment is significantly 
higher among older workers than among other age groups, 
and that this differential widened considerably over the last 
business cycle. Employers are often reluctant to hire them 
because of the perception that their shorter expected tenure 
does not justify hiring and retraining costs. The needs and 
problems of this group, then, should warrant special atten­ 
tion in the context of the Job Development Program. 

The Reintegration of Older Workers 

The reintegration of older workers takes on particular rel­ 
evance in light of the aging of the Canadian population. 
Legacies, the 26th Annual Review of the Economic Coun­ 
cil [1989], suggests that the proportion of the total popula­ 
tion accounted for by the 20-64 year olds will decline from 
60 per cent in 1988 to about 50 per cent in 2040. In this 
environment, older workers will have to play an increas­ 
ingly important and productive role. It is in the national 
interest, therefore, to ensure their full participation - an 
objective endorsed by the Economic Council in its 1991 
research report, Good Jobs, Bad Jobs. 

Current Programs for Older Workers 

The major Canadian labour market program addressing 
the needs of severely disadvantaged unemployed older 
workers - the Program for Older Worker Adjustment 
(poW A) - is compensatory in nature. Despite its name, it 
contains no adjustment component per se. It is a joint 
federal-provincial program and provides income support of 
between $600 and $1,000 per month to workers aged 55- 
64 who lose their jobs in a major layoff, remain unemployed 
after exhausting their unemployment insurance entitlement, 
and have no realistic prospects for re-employment through 
regular training or mobility assistance programs. Com­ 
pensatory programs such as POW A tend to be expensive, 
and consequently, to have very restricted coverage. 
Moreover, they ignore the productive potential of older 
workers. 

Some recent programs have emphasized reintegration. 
For example, the federal Outreach program enlists the aid 
of community-based organizations to extend employment 
services to clients whose needs might be better served in 
this way than by Canada Employment Centres. In 1988- 
89, 13 special projects were created for the long-term un­ 
employed and eight for older workers. 
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One provincial program emphasizing the reintegration of 
older workers is Transitions, which provides fmancial in­ 
centives to Ontario workers aged 45 or older to undertake 
training in order to facilitate their re-employment. Each 
participant is provided with $5,000 in training credits, valid 
over two years, which can be applied against formal train­ 
ing expenses incurred by an employer and/or against tui­ 
tion fees for courses offered by public or private training 
institutions. Demand for the program so far has been strong, 
exceeding its funding capacity. In the 1988-89 fiscal year, 
its $4 million budget financed training for 850 people; there 
were 1,900 applicants of whom 1,300 were eligible. 
Between April 1989 and December 1989, 1,800 people ap­ 
plied for the program, of whom 1,300 were eligible and 
1,000 received training. 

Policy Innovations 

One desirable policy innovation is to make the targeting 
of assistance to older workers preventive in nature. For 
example, ex ante assistance could be provided when per­ 
manent layoffs occur or when factories and other large em­ 
ployers are closed down, displacing large numbers of older 
workers. The principles of Ontario's Transitions program 
should be adopted by all other jurisdictions in Canada. 

In addition, because of the regional nature of long-term 
unemployment in Canada, placement and counselling ser­ 
vices would be most effective at local levels. To this end, 
one policy instrument could be the formation of "job clubs" 
[OECD 1988] that could include volunteers from local busi­ 
ness and community organizations as well as previously 
long-term unemployed individuals who have succeeded in 
finding work. 

Policies addressing long-term unemployed older work­ 
ers should take into account both efficiency and equity. Pro­ 
viding relatively higher employment subsidies for older 
workers, as in Australia and Germany, provides a greater 
incentive to hire them [OECD 1988]. Making part-time 
employment available might be another solution for those 
older workers whose skills are less in demand. 

In a similar vein, the experience of some OECD coun­ 
tries suggests that schemes to generate self-employment 
have had encouraging results. However, it has also been 
found that self-employment promotion schemes are more 
successful for those whose unemployment has been of short 
duration and whose skills have not been seriously eroded. 
Here too, the ex ante identification of unemployed older 
workers who might be prone to long-term unemployment 
is important. 

Conclusions 

The incidence of long-term unemployment in Canada in­ 
creased during the 1981-89 business cycle, and there is a 
high probability that it will rise further during the current 
economic downturn. Despite its relatively low incidence by 
international standards, Canada's rising incidence ofLTU, 
its uneven distribution - particularly across age categories 
and regions - and the growing concentration of time spent 
unemployed among the long-term unemployed are all com­ 
pelling reasons to include long-term unemployment as a 
major focus of Canadian labour market policy. This policy 
objective becomes even more important when one consid­ 
ers the implications for labour market adjustment of long­ 
term unemployment, and the scarring effects it has on in­ 
dividuals. 

Long-term unemployment is one manifestation of a trans­ 
formation in the nature of employment that is occurring as 
a result of structural changes in the economy. Declining 
resource prices, a series of energy-price shocks, and increas­ 
ing international competition have translated into a ration­ 
alization of Canadian industry that has profoundly affected 
both the nature and regional distribution of employment. 
The mismatches between labour demand and labour sup­ 
ply arising from this rationalization, together with the se­ 
vere recession of the early 1980s, resulted in long spells of 
unemployment for some workers. It is clear that the char­ 
acteristics of emerging jobs have been at least as important 
as the characteristics of individual workers in determining 
the sources of long-term unemployment. 

The unevenness of this structural change and of its im­ 
pact on local and regional economies has resulted in signi­ 
ficant regional discrepancies in the severity of long-term 
unemployment. It is essential that policies designed to as­ 
sist the long-term unemployed recognize and address the 
regional diversity of unemployment. 

The major federal program addressing the needs of the 
long-term unemployed, the Job Development Program, has 
generally performed well. Together, this program and the 
Canada Employment Centres provide a comprehensive and 
interlinked set of services for the long-term unemployed. 
But the Job Development Program should be reoriented to 
specifically assist older workers, who are most prone to 
long-term unemployment and therefore most in need of 
help. In addition, certain changes in the program's design 
would improve its effectiveness. For example, shortening 
the eligibility criterion from 24 to 17 weeks unemployment 
out of 30 would permit earlier identification of those most 
at risk of becoming long-term unemployed, thereby mini­ 
mizing the erosion of their skills. 



The approach to the older long-term unemployed encap­ 
sulated in the Program for Older Worker Adjustment also 
needs some rethinking. While a compensatory program such 
as POW A eases their fmancial situation, in the longer run 
their reintegration into the regular work force deserves 

l 
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special policy attention. These reintegration efforts should 
encompass program design elements that not only en­ 
hance the competitiveness of the older long-term unem­ 
ployed, but also provide them, at least initially, with 
employment 



9 Sectoral Labour Mobility, Unemployment, and Labour Market 
Adjustment in Canada: Evidence from the 1980s 

Surendra Gera and Syed Sajjadur Rahman 

Shifts in the industrial composition of economic activity 
pose considerable challenges to workers. These shifts can 
be either economy-wide or sector-specific, and lead to 
changes in the industrial composition of employment, as 
some industries expand and others contract. The challenge 
for workers is to adjust quickly to these shifting patterns of 
employment If the pace of labour reallocation from declining 
sectors to expanding sectors is fast, such changes create little 
or no unemployment. But if the pace of adjustment is slow, 
unemployment will increase. Understanding the interactions 
between sectoral labour mobility processes and unemploy­ 
ment is critical for the design of labour market policies that 
will alleviate the stresses associated with changes in the in­ 
dustrial composition of economic activities. 

The purpose of this paper is to investigate the relation­ 
ships between intersectorallabour mobility, unemployment, 
and the labour market adjustment process in Canada in the 
1980s. We focus on three key questions. First, we ask 
whether, at the aggregate level, periods of high unemploy­ 
ment are characterized by low interindustry mobility. Such 
circumstances can lead to persistence in unemployment. 
Also, slow mobility combined with large inflows into the 
unemployment pool can turn a negative transitory shock into 
a more permanent effect. The result is an increase in the 
natural rate of unemployment. Second, at the microeco­ 
nomic level, the paper examines sectoral mobility patterns 
of individuals who are separated from their jobs. Are there 
differences in interindustry mobility among different groups 
of individuals? For example, is the duration of joblessness 
higher for individuals who move to a different industrial 
sector after having separated from a job (industry movers) 
or for individuals who seek a new job within the same indus­ 
trial sector (industry stayers)? Third, what factors inhibit 
interindustry labour mobility? 

The basis for the analysis in this paper is what is com­ 
monly referred to as the "sectoral-shifts hypothesis." This 
hypothesis was first presented for the United States by 
Lilien [1982] to explain the relationship between sectoral 
labour mobility and unemployment. The sectoral-shifts 
hypothesis is summarized in the first section. The second 
section provides evidence on intersectorallabour mobility 
in Canada, and in the third section, the factors that may lead 

to slow labour mobility between industrial sectors are iden­ 
tified. Our major conclusions are presented in the final sec­ 
tion. 

The Sectoral-Shifts Hypothesis: 
Implications for Sectoral Labour 
Mobility and Unemployment 

In every economy, there are some periods during which 
there are exceptional shifts in the pattern of labour demand, 
and hence employment. These shifts can reflect aggregate 
disturbances which affect some industries more than oth­ 
ers, or highly specific shocks that affect only a small number 
of industries. These industry-specific shocks include, for 
example, rapid technological change, shifts in product de­ 
mand, and major changes in input costs (for example, the 
oil-price shock of the late 1970s). If workers can move 
between firms and industries easily and quickly, the adjust­ 
ment to such shocks would be accomplished without gen­ 
erating significant unemployment. If, on the other hand, the 
labour reallocation process is slow, the duration of unem­ 
ployment will increase. 

The suggestion that intersectorallabour mobility and un­ 
employment are intimately linked was initially proposed by 
Lilien in the sectoral-shifts hypothesis [1982, 1982a]. He 
argued that the pace of the labour reallocation that occurs 
as a result of sectoral shifts in employment is critical in de­ 
termining the natural rate of unemployment. The slower the 
pace, the higher the natural rate is likely to be. As a result, 
the natural rate of unemployment will vary over time ac­ 
cording to the amount of labour reallocation that is required. 

The sectoral-shifts hypothesis offered an explanation for 
the rising trend in the unemployment rate observed in the 
United States, particularly during the 1970s. It was a depart­ 
ure from the traditional macroeconomic view that aggregate 
fluctuations are generally caused by aggregate shocks - that 
is, that much of the observed unemployment is related to 
the business cycle. Lilien suggested that sector-specific 
events, such as those mentioned above, lead firms to adjust 
the size of their labour force over and above the normal 
continual adjustments. If the pace of labour reallocation is 
slow, it will take time for separated workers to be matched 
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with new jobs and an increase in the level of unemploy­ 
ment will be inevitable. 

This argument raises a number of interesting issues.' For 
example, will periods of high unemployment be associated 
with high or with low levels of sectoral mobility? Lilien 
[1987] suggests that "unemployment generated by a par­ 
ticular set of demand shocks is inversely not positively re­ 
lated to the speed of labour reallocation." In other words, 
the lower the level of sectoral mobility, the slower the pace 
of reallocation, and the higher the unemployment rate. At 
the individual level, who then would account for the major 
part of the variations in unemployment caused by sectoral 
shifts? Would it be the "stayers," who, having lost their job, 
find ajob in the same industry, or the "movers," who, hav­ 
ing lost their job in one industry, find a new job in another 
industry? To Lilien, "it is the failure of workers to aban­ 
don their sectors of attachment for industries where they 
may be productively employed that is responsible for rising 
unemployment" [1987,65]. In other words, stayers should 
account for a higher proportion of unemployment.' 

The relationship between intersectorallabour mobility 
and unemploymertt has been studied for the United States 
by Murphy and Topel [1987]. They find that intersectoral 
mobility declined sharply during the recessions of 1975 and 
1983. Thus the pace of labour reallocation appears to be 
greater in expansionary periods than in recessionary peri­ 
ods. Murphy and Topel also found that stayers contributed 
more to cyclical fluctuations in unemployment levels than 
movers. They interpret their evidence as contradicting 
Lilien 's hypothesis. 3 

Sectoral Labour Mobility and 
Unemployment: The Canadian Evidence 

In this section, we present evidence on intra- and 
interindustry labour mobility, unemployment, and the over­ 
all labour market adjustment process in Canada. One set of 
data pertains to the behaviour of the total unemployment 
rate and interindustry labour mobility patterns over the most 
recent business cycle (1981-86). The other set of data is 
evidence on the characteristics and postseparation status of 
individuals who were separated from their jobs in 1986. 
Particular attention is paid to the unemployment experience 
of industry stayers and movers. 

Table 9-1 presents the evidence on interindustry mobil­ 
ity rates - defined as the proportion of the employed who 
changed industries - for Canada and the United States for 
the 1980-86 period. The Canadian evidence is based on data 
from Osberg [1988] and the U.S. evidence is from Murphy 

Table 9-1 

Aggregate Unemployment and Interindustrial 
Mobility by Gender, Canada and the United States, 
1980·81, 1982·83, and 1985·86 

1980-81 1985-86 1982-83 

(Per cent) 
Canada 
Mobility rate! 

Male 9.42 6.92 8.52 
Female 10.08 5.54 8.94 

Unemployment rate 7.30 12.40 9.80 

United States 
Mobility rate (male)2 8.24 7.57 7.62* 
Unemployment rate 6.15 9.33 5.82 

*Data are for 1985. 
1 The annual mobility rates for Canada are defined as the proportion 

of those employed in both September and February who changed 
industries of employment. 

2 The annual mobility rates for the United States are defined as the 
proportion of experienced male workers who reported that their 
current employer is different from the one who employed them for 
the longest period over the past year. 

SOURCE Estimates by the authors, based on Osberg [1988]; and 
Murphy and Topel [1987]. 

and Topel [1987]. The Canadian mobility rates are based 
on a 52-industry classification and are constructed using 
Labour Force Survey (LFS) data. Osberg constructed a data­ 
file based on a special feature of the LFS - namely, that 
respondents were interviewed monthly over a six-month 
period. It was therefore possible to compare responses to 
the September interviews with the responses of the same 
people to Statistics Canada's Annual Work Patterns Sur­ 
vey CA WPS) of the following January and with the LFS of 
the following February. 

The results show that during the 1980s interindustry mobil­ 
ity was procyclical in Canada, increasing during periods of 
economic expansion and decreasing during economic slow­ 
downs; in other words, the mobility rate and the total unem­ 
ployment rate moved in opposite directions. Interindustry 
mobility tended to decline during the high-unemployment 
period of 1982-83 and to increase during periods of low 
unemployment. On an annual basis, about 8.5 per cent of 
male workers and about 9 per cent of female workers 
changed industries during 1985-86.4 These findings suggest 
that Lilien's postulation of a negative relationship between 
mobility rates and the total unemployment rate holds true 
for Canada. 



The inverse relationship between interindustry labour 
mobility and level of unemployment over the 1981-86 
business cycle indicates that labour market maladjustments 
intensified during that period, which was reflected in the 
persistence of unemployment. 

The data in Table 9-1 indicate that the negative relation­ 
ship between interindustry labour mobility and unemploy­ 
ment rate also holds for the United States. However, there 
is greater upward and downward fluctuation in the mobility 
rate for males in Canada than in the United States over the 
course of the business cycle. Also, Canada's unemployment 
rate both rose more sharply during the recession and fell 
more slowly during the subsequent recovery and expansion 
years than did that of the United States. These differences 
suggest that there is an asymmetry between the two coun­ 
tries with respect to the responses of their unemployment 
rates to changes in interindustry mobility. Canadian mo­ 
bility rates were more volatile in response to changes in 
the level of economic activity; however, while Canada's 
unemployment rose faster during the recession, its subse­ 
quent decline was sluggish compared to that of the United 
States. This means that labour market adjustment was 
slower in Canada in the postrecession years. 

What happens to workers who separate from their jobs? 
How do they adjust to their new circumstances? Successful 
labour market adjustment depends on their ability to find 
new employment opportunities. Some labour market condi­ 
tions will ease the transition from one job to another. The 
most favourable condition is one where there is an abun­ 
dance of jobs. Good matches between the skills demanded 
and supplied is also an important consideration. In addi­ 
tion, a dynamic labour market characterized by high indus­ 
trial and occupational mobility and by the prospect of high 
wages in subsequent jobs enhances the possibility of rela­ 
tively painless adjustment. Unfortunately these ideal cir­ 
cumstances do not always exist. When they don't, the ad­ 
justment process can be relatively painful. 

We examined the intersectoral mobility of individuals in 
the labour force. The key questions we asked are: what is 
the sectoral mobility of workers who have become sepa­ 
rated from their jobs? Do they gain or lose in terms of 
wages? What is their unemployment experience? Do indus­ 
try stayers or movers experience higher unemployment? 

The evidence on individual adjustments is drawn from 
the Labour Market Activity Survey (LMAS) of 1986 (details 
on the LMAS are provided in Appendix D). The focus is 
on separations from the first job held in 1986, the success 
or failure of the separated individuals in finding a second 
job in 1986, and the characteristics of the second job.' 
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The evidence presented for 1986 should not be interpreted 
as representative of sectoral labour mobility and unemploy­ 
ment experiences over all phases of the business cycle. 
Rather, it should be treated as evidence pertaining to a spe­ 
cific point in time and at a given level of total employment 
and unemployment. Nevertheless, the evidence for 1986 is 
important, for that year was part of an expansionary phase 
of the Canadian economy and followed the preceding reces­ 
sionary phase by about four years. The mobility patterns 
observed in 1986 may therefore be said to be relatively in­ 
dependent of the lingering effects of the downturn. 

Finally, a distinction is made between individuals who 
found a new job in 1986 after being separated from their 
previous job earlier in the year, and those who remained 
jobless. Not all individuals who separate from their job in 
a given year will find another job in the same year. Some 
may not find a new job at all and may suffer long spells of 
unemployment. For policy purposes, it is important to know 
the characteristics of the latter group and understand their 
particular adjustment experiences. 

Separation and Postseparation 
Experiences from the LMAS 

Our estimates from the LMAS data show that over 28 per 
cent of the Canadian labour force - about 3.6 million workers 
- experienced at least one job separation during 1986. This 
provides an indication of the turnover rate - the rate at which 
workers normally leave their employers - in the labour mar­ 
ket. It suggests that the Canadian labour market is character­ 
ized by a considerable amount of "churning." 

Job separations can occur for various reasons. Workers 
can be laid off as a result of fum-initiated decisions (invol­ 
untary separations) which are frequently related to fluc­ 
tuations in demand and production levels. Such layoffs may 
be temporary (the worker expects to be recalled by the same 
firm) or permanent. Separations can also be worker-initiated 
(quits or voluntary separations). Within this category, 
workers quit for either personal or non personal reasons, 
for example, quitting for better wages and job opportunities 
is considered a non personal reason. Examples of personal 
reasons for quitting are illness, returning to school, or family 
responsibilities. There is also an "other reason" category 
(see Appendix D for precise definitions of the various types 
of separation). 

Industrial and Occupational Mobility 

The pattern of movement of workers between firms, 
industries, and sectors and between occupations is an 
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important indicator of flexibility in the labour market. 
Highly flexible labour markets facilitate the movement of 
workers from job to job. The LMAS provides details about 
the movement of workers between jobs in 52 industries and 
49 occupations. The evidence provided here considers the 
industry and occupation characteristics at various levels of 
aggregation (see Appendix D for details). 

Table 9-2 reports the mobility of workers between indus­ 
tries by selected characteristics. Four types of mobility are 
considered. First, do the separated workers fmd a new job 
in the same industry? Second, do they move to a closely 
related industry but not to the same industry (same indus­ 
try group)? Here, the 52 industries are collapsed into seven 
industry groups. One example of this type of mobility would 
be the movement from one industry to another within the 
manufacturing industry group. Third, do they stay within 
the same sector but outside the same industry and the same 

industry group (same sector)? The sectors considered here 
are the goods and the service sectors. Fourth, do they move 
to a new sector? 

A majority of the separated workers (more than 60 per 
cent) found another job in a different industry in 1986. On 
a disaggregated basis: 

• The mobility patterns of the involuntarily separated 
and the quits were broadly similar. Close to one quarter of 
the job finders moved to a new sector. 

• While interindustry mobility generally tended to 
decline with age, the two youngest age groups (16-19 and 
20-24) demonstrated relatively high mobility. 

• Separated male workers were more mobile than their 
female counterparts. 

Table 9-2 

Job Finders' Industrial Mobility by Selected Demographic Characteristics, Canada, 1986 

Same Same Same New 
industry industry group sector sector Total 

(Per cent) 
All job finders 38.2 12.0 27.5 22.3 100.0 

Reason for separation 
Quit - nonpersonal 39.4 11.8 27.6 21.2 100.0 
Involuntary 34.5 11.9 28.0 25.5 100.0 

Age 
16-19 28.7 11.8 38.6 20.9 100.0 
20-24 35.6 11.7 30.3 22.5 100.0 
25-34 40.3 12.4 23.1 24.2 100.0 
35-44 43.3 12.1 21.9 22.7 100.0 
45-54 50.3 9.4 25.1 15.2 100.0 
55-64 42.2 18.5 18.7 20.6 100.0 

Sex 
Male 36.4 12.1 24.3 27.2 100.0 
Female 40.5 11.9 31.5 16.1 100.0 

Region 
Atlantic 33.2 10.6 31.2 24.8 100.0 
Quebec 39.8 11.6 25.5 23.2 100.0 
Ontario 38.0 12.9 26.8 22.3 100.0 
Prairie 35.1 12.8 30.1 22.0 100.0 
British Columbia 45.0 8.6 27.0 19.3 100.0 

SOURCB Estimates by the authors, based on the Labour Market Activity Survey. 



• There was some diversity in regional industrial mo­ 
bility patterns. British Columbia had the highest proportion 
(45 per cent) of separated workers staying in their original 
industry. In contrast, the proportion of separated workers 
who left their original industry was the highest in the 
Atlantic provinces; this could be attributed to the seasonal 
nature of employment there. 

Table 9-3 reports the movement of workers between dif­ 
ferent occupations. Here, same occupational group is de­ 
fined as closely related occupations other than the original 
occupation (same occupation). New occupational group 
includes occupations other than the original and closely re­ 
lated occupations. The evidence suggests that a large propor­ 
tion of the separated workers moved to new occupations in 
1986. About 38 per cent of the job finders stayed with their 
previous occupations, about 10 per cent moved to a closely 
related occupation, and just over half moved into a second 
job in a new occupation group. Other notable results are: 

Table 9-3 
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• There was very little difference between the occupa­ 
tional mobility patterns of the quits and the involuntarily 
separated. 

• Occupational mobility declined with age. 

• Females were less likely to move to a new occupa­ 
tional group than males. 

• Over half of the job finders in all regions found those 
new jobs in a new occupation. Overall, occupational mo­ 
bility patterns were similar across the regions, though 
movement to a new occupational group was highest in the 
Atlantic provinces. 

Wage Changes between the 
First and Second Job 

One important consideration in the labour adjustment 
process and particularly the costs associated with it, is the 

Job Finders' Occupational Mobility by Selected Demographic Characteristics, Canada, 1986 

Same Same New 
occupation occupational group occupational group Total 

(Per cent) 
All job finders 38.5 10.0 51.5 100.0 

Reason for separation 
Quit - nonpersonal 39.2 9.5 51.2 100.0 
Involuntary 38.8 9.7 51.5 100.0 

Age 
16-19 23.1 8.3 68.5 100.0 
20-24 33.1 10.3 56.6 100.0 
25-34 43.4 10.3 46.2 100.0 
35-44 45.9 10.2 43.9 100.0 
45-54 53.2 10.6 36.1 100.0 
55-64 55.0 10.7 34.2 100.0 

Sex 
Male 37.7 7.9 54.4 100.0 
Female 39.4 12.8 47.8 100.0 

Region 
Atlantic 35.4 9.2 55.4 100.0 
Quebec 39.2 9.2 51.6 100.0 
Ontario 38.3 11.3 50.2 100.0 
Prairie 37.4 9.1 53.4 100.0 
British Columbia 41.8 8.0 50.1 100.0 

SOURCil Estimates by the authors, based on the Labour Market Activity Survey. 
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Table 9-4 

The Duration of Joblessness and 
Sectoral Labour Mobility 

Job Finders' Wage Outcome by Industrial and Occupational Mobility, Canada, 1986 

Wage No wage Wage 
increase change decrease Total 

(Per cent) 
All job finders 54.5 13.8 31.7 100.0 

Industrial mobility 
Stayers 
Same industry 55.7 17.9 26.4 100.0 
Same industry group 54.8 12.0 33.2 100.0 
Same sector 53.9 11.3 34.7 100.0 

Movers 
New industry 53.8 11.3 34.9 100.0 
New industry group 53.6 11.1 35.3 100.0 
New sector 53.1 10.9 36.0 100.0 

Occupational mobility 
Stayers 
Same occupation 53.5 18.9 27.6 100.0 
Same occupational group 57.3 11.1 31.6 100.0 

Movers 
New occupation 55.2 10.7 3.1 100.0 
New occupational group 54.8 10.6 34.6 100.0 

SOURCE Estimates by the authors, based on the Labour Market Activity Survey. 

impact of job changes on workers' incomes. A decrease in 
wages following a job change implies a costly adjustment 
from the worker's point of view. In addition, the expectation 
that wages may decline following a move may inhibit job 
mobility and thus the allocative efficiency of the labour 
market. 

We find, however, that over half of the job finders expe­ 
rienced a wage gain, whether they changed industries or 
sectors or not (Table 9-4). The same pattern is evident both 
for workers who moved between different occupations and 
those who stayed in their initial occupation. 

Another important aspect of changes in wages is the 
magnitudes of those changes. Table 9-5 shows the mag­ 
nitude of hourly wage gains and losses incurred in the tran­ 
sition from one job to another. Among the wage gainers, 
the group that benefited the most was those who moved to 
a new job in a new sector. The greatest wage losses were 
shown by individuals moving to a closely related occu­ 
pational group. In general, the average hourly wage loss 
exceeded the average hourly wage gain, except for work­ 
ers moving to a new sector or within the same industry 
group. 

The length of time spent between jobs is often used as 
an indicator of the hardship associated with job separation 
and of the ease with which the labour market facilitates 
worker mobility. The LMAS data indicate that a majority 
of the job finders were able to make the transition with no 
or little time spent between jobs. About one third switched 
from one job to another with no intervening spell of job­ 
lessness. This includes those who searched for a new job 
while still employed, a large proportion of individuals who 
quit their jobs, and prime-aged and male workers. Workers 
who resided in Ontario were also heavily represented in this 
group. The evidence indicates that about two thirds of all 
job finders found a job within four weeks and another 23 per 
cent found ajob within the next 10 weeks. 

However, not all job finders were so fortunate - 3.2 per 
cent waited 27 weeks or more before finding a new job. 
While this proportion is relatively small, their contribution 
to the persistence of unemployment in the 1980s was sig­ 
nificant. Evidence suggests that, in 1986, 23.5 per cent of 
the unemployed had been continuously unemployed for 
27 weeks or more," As Table 9-6 shows, the incidence of 



Table 9-5 

Job Finders' Average Hourly Wage Gains and 
Losses by Industrial and Occupational Mobility, 
Canada, 1986 

Average 
wage gain 

Average 
wage loss 

All job finders 
(Dollars per hour) 

2.58 2.79 

Industrial mobility 
Stayers 

Same industry 
Same industry group 
Same sector 

Movers 
New industry 
New industry group 
New sector 

2.47 2.98 
2.79 2.71 
2.40 2.58 

2.65 2.70 
2.61 2.70 
2.90 2.84 

Occupational mobility 
Stayers 

Same occupation 
Same occupational group 

Movers 
New occupation 
New occupational group 

2.45 
2.54 

2.54 
4.10 

2.65 
2.67 

2.91 
2.73 

SOURCE Estimates by the authors, based on the Labour Market 
Activity Survey. 

long-term joblessness (those jobless for 27 weeks or more) 
among job finders was higher for the involuntarily sepa­ 
rated, older workers, female workers, and workers in British 
Columbia. 

For job finders who experienced some unemployment 
between jobs, the mean duration of joblessness - the aver­ 
age length of time it took for a separated worker to find a 
new job - was 8.4 weeks in 1986 (Table 9-7). The dura­ 
tion of joblessness varied in the following ways: 

• On average, it was shorter for the quits (5.8 weeks) 
than for those who were involuntarily separated (9.6 weeks). 

• Relative to other age groups, older workers (aged 55- 
64) who were involuntarily separated from their jobs took 
longer to find a second job (12.6 weeks). 

• Female job fmders spent about a week more between 
jobs than their male counterparts. 

• Involuntary job separators in British Columbia took 
longer to find a job than those in other provinces. Overall, 

Sectoral Labour Mobility 123 

the time spent between jobs was the lowest in Ontario and 
Quebec (about 8 weeks), reflecting the strength of the re­ 
covery in these regions. 

There are also differences in the transition periods expe­ 
rienced when one considers industrial and occupational 
mobility (Table 9-8). Particularly notable was the higher 
mean duration for the involuntarily separated relative to the 
quits both among the industry stayers and industry movers. 
Among the involuntarily separated, the industry movers in 
general experienced a higher mean duration of joblessness 
than the industry stayers. The pattern is similar when move­ 
ment among the occupations are considered. The occupa­ 
tion stayers had a shorter duration of joblessness than the 
occupation movers in both separation categories. Finally, 
the involuntarily separated experienced greater periods of 
joblessness than the quits, whether they stayed within their 
occupational group or moved to another occupation. 

We tested statistically the influence of different factors 
on duration of joblessness for job finders, still using LMAS 
data for 1986. We included demographic factors such as 
age, sex, marital status, and education; industry and occu­ 
pation of first job; industry and occupational mobility; ac­ 
cess to alternative sources of income such as unemploy­ 
ment insurance benefits and social assistance; reason for 
separation; and region.' 

The results confirm the findings reported earlier. Involun­ 
tarily separated job finders, older workers, females, occu­ 
pation and industry movers, and individuals in all regions 
except Ontario experienced longer periods of joblessness. 
In addition, as the level of education increased, the dura­ 
tion of unemployment between jobs decreased. The period 
of joblessness for those individuals who received unemploy­ 
ment insurance and/or social assistance benefits sometime 
during 1986 was greater than for individuals who did not 
receive such benefits. Finally, most people who found a new 
job found it in their own sector, and sector stayers and mov­ 
ers had somewhat similar durations of joblessness between 
jobs. 

There is cause for concern, however. Adjustment was dif­ 
ficult for some groups, notably involuntarily separated and 
older workers. Their movement from one job to another was 
characterized by longer durations of joblessness and (rela­ 
tively) less success in finding jobs in other industries," 

Individuals Who Did Not Find a Job 

A more important dimension of the labour market adjust­ 
ment process concerns those individuals who did not find 
employment after being separated from their first job in 
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Table 9-6 

Job Finders' Weeks of Joblessness by Selected Demographic Characteristics, Canada, 1986 

Weeks of joblessness 

0 1-4 5-9 10-14 15-26 27 or more Total 

(Per cent) 

All job finders 33.7 30.6 15.0 7.6 9.8 3.2 100.0 

Reason for separation 
Quit - nonpersonal 47.4 34.1 9.2 3.6 3.6 2.2 100.0 
Involuntary 19.5 29.5 21.3 10.9 14.6 4.2 100.0 

Age 
16-19 26.5 34.8 19.0 9.0 9.3 1.4 100.0 
20-24 30.5 32.2 15.9 7.4 10.1 3.9 100.0 
25-34 39.2 28.6 13.5 7.2 8.7 2.9 100.0 
35-44 36.5 29.7 14.0 6.2 10.8 2.8 100.0 
45-54 34.7 25.1 12.9 10.1 11.4 5.8 100.0 
55-64 31.2 30.2 10.9 9.0 12.0 6.6 100.0 

Sex 
Male 36.0 30.5 14.2 7.2 9.5 2.6 100.0 
Female 30.9 30.8 16.1 8.1 10.1 4.0 100.0 

Region 
Atlantic 27.4 30.4 15.7 9.3 13.4 3.6 100.0 
Quebec 29.6 32.7 17.3 8.5 8.7 3.1 100.0 
Ontario 36.5 32.1 13.8 6.4 8.9 2.3 100.0 
Prairie 33.9 27.4 15.2 7.9 11.7 3.9 100.0 
British Columbia 34.5 26.1 15.0 9.0 9.9 5.5 100.0 

SOURCE Estimates by the authors, based on the Labour Market Activity Survey. 

1986, about half of all those who experienced ajob separa­ 
tion in 1986. The proportion of individuals who did not find 
a second job was greater for those who were in the goods 
sector (about 56 per cent) than for those whose initial job 
was in the service sector (about 47 per cent). Also, a greater 
proportion of older workers (aged 55-64), especially those 
in the goods sector, did not find a second job in 1986; about 
36 per cent of them were jobless for 27 weeks or more during 
the year. Overall, the probability of being jobless for 
27 weeks among workers who did not find a job in 1986 
increased with age. 

Impediments to 
Intersectoral Mobility 

The evidence discussed above suggests that the mobility 
rate in the latter part of the 1980s was lower than in the 
pre-recessionary period of the early 1980s. There are several 
possible reasons for this, such as the industrial restructuring 

that took place in the 1980s and changes in the composition 
of employment that resulted, spillover effects of a decline 
in employment in one industry on unemployment in another, 
and uncertainty about employment prospects resulting in 
less incentive for separated individuals to search for a job 
in another sector. 

Industrial Restructuring and the 
Changing Nature of Jobs 

In its 25th Annual Review [1988], the Economic Coun­ 
cil of Canada suggested that the recession in the early 
1980s was accompanied by a rationalization of the indus­ 
trial structure in Canada in response to shifts in demand 
and supply in domestic and international markets. For ex­ 
ample, the rise and subsequent fall in energy prices led to 
a rationalization of the energy-producing and energy­ 
intensive industries. Raw-material producers were faced 
with depressed prices, which led them to reconsider their 



Table 9-7 

Job Finders' Mean Duration of Joblessness by 
Reason for Separation and Selected Demographic 
Characteristlcs,' Canada, 1986 

Mean duration of joblessness 

Quit- Invol- 
nonpersonal untary Average 

(Weeks) 
All job finders 5.8 9.6 8.4 

Age 
16-19 4.9 8.2 7.3 
20-24 6.7 9.2 8.4 
25-34 5.7 9.4 8.3 
35-44 5.2 10.0 8.5 
45-54 6.3 11.3 10.0 
55-64 4.6 12.6 10.2 

Sex 
Male 5.5 9.3 8.0 
Female 6.2 10.0 8.7 

Region 
Atlantic 5.9 10.0 9.0 
Quebec 5.8 8.8 8.0 
Ontario 5.4 9.1 7.7 
Prairie 6.6 10.1 9.2 
British Columbia 7.4 11.0 10.0 

The mean duration of joblessness is calculated for those individuals 
who had at least one positive week of joblessness between job 1 
andjob2. 

SOURCE Estimates by the authors, based on the Labour Market 
Activity Survey. 

strategic positions in international markets. The intensifi­ 
cation of global competition affected production levels in, 
and the structure of, the traditional smokestack industries. 
This restructuring, which particularly affected the goods 
industries, had a significant impact on the composition of 
employment. 

The functioning of the labour market was considerably 
affected by the changing composition of employment. For 
example, the employment shift to the service sector and 
changing skill requirements led to increased mismatches 
between labour demand and labour supply. Another impor­ 
tant change was the expansion of relatively low-paying and 
less stable nonstandard forms of employment. This type of 
employment can pose difficult choices for unemployed 
individuals who were previously employed in a full-time 
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position. For example, accepting a part-time job may trans­ 
late into a lower standard of living. This factor and the un­ 
certainty attached to this type of unemployment might lead 
unemployed individuals to search for a "standard" job, and 
thus be prepared to remain unemployed for longer. This is 
another example of labour demand and supply mismatch. 

Evidence suggests that in Canada in the 1980s a great 
majority of lost high-wage jobs were replaced by low-wage 
jobs [see Gera and Grenier, Chapter 10 in this volume]. The 
fact that displaced workers losing high-wage jobs tended 
to wait for re-employment in high-wage sectors, thus pro­ 
longing their durations of unemployment, may reflect at­ 
tempts to preserve firm- or industry-specific human capi­ 
tal. But, it may also reflect rent-seeking behaviour in which 
workers queue for high-wage jobs rather than accepting 
low-wage jobs.? 

Table 9-8 

Job Finders' Mean Duration of Joblessness by 
Reason for Separation and Industrial and 
Occupational Mobility,! Canada, 1986 

Mean duration of joblessness 

Quit - Invol- 
nonpersonal untary Average 

(Weeks) 

All job fmders 5.8 9.6 8.4 

Industrial mobility 
Stayers 

Same industry 5.5 8.7 7.6 
Same industry group 6.7 9.4 9.0 
Same sector 6.0 10.2 8.8 

Movers 
New industry 6.1 10.0 8.8 
New industry group 5.9 10.1 8.7 
New sector 5.8 10.1 8.6 

Occupational mobility 
Stayers 

Same occupation 5.2 9.2 7.7 
Same occupational group 8.9 9.8 10.1 

Movers 
New occupation 6.3 9.8 8.7 
New occupational group 5.8 9.8 8.4 

The mean duration of joblessness is calculated for those individuals 
who had at least one positive week of joblessness. 

SOURCE Estimates by the authors, based on the Labour Market 
Activity Survey. 
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Employment Uncertainty 

Employment uncertainty may well be a major reason that 
some workers stay within the same industry when separated 
from a job. For example, they may be unable to judge 
whether the reduced demand for their employers' product(s) 
is a temporary phenomenon related to the business cycle 
or a p~rmanent shift. However, if the shift is permanent, 
they may be better off to incur the costs and the loss of 
firm-specific skills entailed in moving to another firm or 
sector. Alternatively, separated workers may simply lack 
information about the employment prospects in other sec­ 
tors and so prefer to wait for employment in the same sector. 

We calculated a measure of the employment uncertainty 
facing Canadian workers over the last three decades. The 
results suggest that it has indeed increased more in the 1980s 
than in the 1970s.1O Specifically, intersectoral disparities in 
employment growth rates have increased. The incentive for 
separated workers to search for a new job in the same sec­ 
tor appears to have risen over time. 

Spillover Effects 

Another factor that affects interindustry mobility is 
spillover effects, or changes in employment in one indus­ 
try affecting employment in related industries. To illustrate, 
a decrease in manufacturing employment that is caused by 
a decline in the demand for manufactured goods, given no 
technological change, will result in a related reduction in 
demand for raw-material inputs, and for service inputs like 
computer and engineering services. As a result, unemploy­ 
ment also rises in those industries, and there is a conver­ 
gence of unemployment rates in manufacturing and in the 
industries linked to manufacturing. 

That convergence decreases the mobility of workers. To 
continue the previous example, a worker released from the 
manufacturing sector would now find it more difficult to 
obtain employment in industries related to manufacturing, 
which would normally be the natural source of employment 
on the basis of skill requirements. This would increase the 
incentive to stay within the same sector, or to spend more 
time looking for employment in other sectors. 

A sectoral analysis of spillover effects shows that the 
sector generating the most significant effects in Canada is 
the manufacturing sector." A decline in manufacturing em­ 
ployment causes a rise in unemployment rates in the con­ 
struction industry in particular, but also in the wholesale 
and retail trades, and in communications and business and 
personal services [Gera and Rahman 1991]. These spillover 

effects are the result of changes in the demand for ma­ 
nufacturing inputs and decreases in the demand for the 
products of the other sectors arising from a loss in income, 
since, as unemployment increases in the manufacturing sec­ 
tor, the income of workers declines. 

Impediments to Intersectoral Mobility among 
Older Workers 

There may be greater constraints on the sectoral mobil­ 
ity of older workers. They often possess working skills that 
are highly industry-specific and not easily transferable to 
other industries. This skill-specificity hinders their 
intersectoral mobility, particularly where there are negative 
spillover effects. Another critical element is their wage pro­ 
file - since older workers tend to receive higher wages, they 
have less incentive to change jobs. 

The mobility patterns observed for older workers also 
may have been affected by the increased supply of young 
workers who began entering the labour force in great num­ 
bers in the 1970s. Young workers expect to work for lower 
wages and tend to be highly mobile. This can have a nega­ 
tive impact on the mobility of older workers by reducing 
the wage gains they can expect to receive if they move to 
another industry, especially since they also would sacrifice 
their seniority. The net impact may be lower returns to 
mobility and higher relative returns to waiting for re­ 
employment. This point is borne out by evidence that, in 
1982, about 50 per cent of older workers were re-employed 
with the same employer after being separated from their 
jobs." The attachment of older workers to their former em­ 
ployers and industries appears to be strong in Canada. 

Finally, other explanations also have been offered about 
the (relatively) longer durations of joblessness and higher 
persistence of unemployment among older workers. It has 
been argued that the observed adjustment difficulties of 
these workers may be due in part to their search behaviour 
and to the hiring practices of employers. Older workers are 
said to prefer more leisure time relative to younger work­ 
ers and so to search less intensively for a job. On the other 
hand, employers may use age as a discriminating factor be­ 
cause of the investment that a firm makes in its workers 
(in terms of training) and the return it expects from them. 

Evidence based on the LMAS of 1986 and reported by 
Corak in Chapter 7 of this volume suggests, in fact, that 
the intensity with which older unemployed workers search 
for jobs is no less than that of prime-aged workers. The rea­ 
sonable conclusion, then, is that reluctance on the part of 



employers to hire older workers accounts for the latter's 
stronger tendency towards long-term unemployment." 

Conclusion 

In our analysis of patterns of interindustry labour mobil­ 
ity, unemployment, and labour market adjustment in the 
1980s we find that the mobility rate in 1985-86 was lower 
than that of the pre-recession period of 1980-81. To the ex­ 
tent that interindustry labour mobility is an indicator of the 
smoothness of the labour market adjustment process, the 
lower mobility rate later in the 1980s indicates that labour 
market adjustment to change was slower. 

The evidence from the cross-section data indicates that: 

• The unemployment experience of the majority of the 
job finders can be viewed as frictional in nature and part of 
the efficient functioning of the labour market. Industry 
movers accounted for a higher proportion of this frictional 
unemployment than those who found a new job in their 
original industry. 

• Involuntarily separated and older job finders experi­ 
enced relatively higher durations of unemployment. 

• About 20 per cent of separated workers who did not 
find a job in 1986 remained jobless for over six months. 
Older and involuntarily separated workers bore a dispro­ 
portionate share of this long-term unemployment 

• Uncertainty about employment prospects in other in­ 
dustries and spillover effects could have led to a decline in 
interindustry mobility and to a rise in the duration of job­ 
lessness, particularly among those who did not find a job. 

If unemployment fluctuations are primarily caused by 
sectoral shocks, aggregate demand policies may not be the 
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most effective tool to combat the resulting labour market 
shifts. About the only situation where such a policy might 
be useful is where there are high spillover effects; expan­ 
sionary aggregate demand policies may help offset negative 
spillover effects and ease the process of labour reallocation. 
However, our empirical analysis suggests that only a few 
sectors generate or are affected by large spillover effects. 
Relying on aggregate demand policies in these circum­ 
stances may be too extreme. 

Policies designed to facilitate the adjustment of the la­ 
bour force across industries and regions may have a higher 
payoff in the presence of sectoral shifts. One key policy 
consideration here is what happens to the level of specific 
training in the aftermath of a large sector-specific shock. If 
there are employment uncertainties, research indicates that 
when relative labour demand shifts in response to changes 
in the industrial composition of economic activity, specifi­ 
cally trained labour will not move quickly to new opportu­ 
nities until uncertainty about the permanence of those 
changes is resolved. Thus unemployment spells may be pro­ 
longed as trained workers wait for their industry to recover 
or for the situation to become clearer. If the changes are 
permanent, people who become unemployed and eventu­ 
ally do find new employment often sacrifice previously 
accumulated skills in the process. Therefore, after a large 
sector-specific shock, the average amount of specific train­ 
ing in the labour force will be lower and the pool of mar­ 
ginal workers who are susceptible to unemployment will 
grow. This process leads to a higher natural rate of unem­ 
ployment after the shock, although probably the natural rate 
will decrease later as specific training in the new occupa­ 
tions and industries accumulates over time. In this type of 
scenario, then, the main policy goal should be to facilitate 
the reallocation of labour from contracting to expanding in­ 
dustries. A key element of such a policy package would be 
to create an environment in which workers could easily ac­ 
quire other types of specific training. 



10 Interindustry Wage Differentials in Canada: 
Evidence and Implications 

Surendra Gera and Gilles Grenier 

Wages play an extremely important role in the functioning 
of labour markets. Wages that are flexible change in 
response to variations in the demand for, and supply of, 
labour, increasing if there is an excess demand for labour 
and falling if there is excess supply. The result is an equi­ 
librium or market-clearing wage that equates labour demand 
and supply. Unemployment that exists at this wage is 
"frictional" or voluntary. 

Unemployment will increase, however, if for some rea­ 
son wages fail to perform their market-clearing function. 
If wages are rigid and above their equilibrium value, em­ 
ployers will reduce hirings. The result will be an increase 
in involuntary unemployment, that is, unemployed indivi­ 
duals who have the same abilities as employed workers and 
who are willing to work for the same wages will be unable 
to find a job.' The situation will be exacerbated if economic 
changes occur. In economic downturns, the inability of 
wages to adjust to a fall in the demand for goods and serv­ 
ices and therefore in the demand for labour will result in 
higher unemployment than otherwise would be the case. 
Further, the combination of a larger unemployment pool 
and high and rigid wages will lead to persistent unemploy­ 
ment. 

There is evidence to suggest that some firms do, in fact, 
pay wages that are higher than the market-clearing level. 
Furthermore, there are differences in the wages of equally 
skilled workers in different industries. There are three broad 
types of explanations as to why some firms or industries 
pay higher wages to workers with skills similar to those in 
other firms or industries. 

The first class of explanation is based on competitive 
labour market theory. They imply that interindustry wage 
differences are "compensating differentials," related to dif­ 
ferences in the characteristics of jobs or human capital (skill) 
requirements. For example, they may represent differences 
in working conditions - workers in some industries receive 
higher wages for night-shift work [see Kostiuk 1990]. Com­ 
pensating wage premiums may also exist for work hazards 
such as risk of injury or death.' Temporary wage differen­ 
tials may exist because of shifts in labour demand or sup­ 
ply across sectors and imperfect short-run mobility of 

labour. According to these explanations, if all characteris­ 
tics of workers and jobs could be observed, there would be 
no wage differentials for equally skilled workers. 

The second class of explanation emphasizes institutional 
factors that are particularly important in the labour market. 
According to this view, the presence of unions, and gov­ 
ernment regulations such as minimum wages, contribute to 
wage rigidity. 

According to the third class of explanation, wage dif­ 
ferentials are attributable to the fact that workers earn 
"economic rents." These rents are reflected in wages that 
exceed those available in the workers' best alternatives. 
Efficiency wage theories offer an explanation for the exist­ 
ence of such rents. Their major thrust is to explain why it 
is that some employers seem to find it profitable, in some 
circumstances, to pay their workers a wage that is higher 
than that paid to similar workers in a competitive market. 
They argue that worker productivity (net of training and 
turnover costs) depends positively on the wage rate. Con­ 
sequently, high-wage employers may be reluctant to reduce 
wages, even in the presence of an excess supply of labour, 
because any cost savings they may realize as a result of 
such wage reductions would be more than offset by a 
decrease in worker productivity. During severe recessions, 
such wage rigidity on the part of employers may contrib­ 
ute to persistence in unemployment. 

The purpose of this paper is, first, to determine whether 
there are differences in the wages of equally skilled work­ 
ers in different industries, and if so, whether such differ­ 
ences represent rents, as predicted by the efficiency wage 
argument. We then consider whether interindustry wage 
differentials can explain the observed persistence in unem­ 
ployment in the 1980s. 

The structure of the paper is as follows. In the first 
section, we present evidence on interindustry wage differ­ 
entials. In the second section, we consider the various 
explanations of interindustry wage differentials. From this 
analysis, we conclude that the large and persistent inter­ 
industry wage differentials that we observe cannot easily 
be accounted for by either the "competitive" explanations 
based on differences in skill mix, compensating differen­ 
tials, or temporary differentials, or by the "institutional" 
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explanations. We do, however, find some evidence to sup­ 
port efficiency w~ge models as explanations. The implica­ 
tions of the interindustry wage structure for the recent 
unemployment experience in Canada are analysed in the 
third section, and in the fourth section we conclude by 
reviewing the major fmdings and discussing their implica­ 
tions for policy. 

The Interindustry Wage Structure: 
Canadian Evidence 

Interindustry wage differentials have been documented 
in many studies. Earlier studies typically compare average 
wages by industry and only look at the manufacturing 
industries. More recent studies include industries in other 
sectors, and control extensively for other factors affecting 
wages that may differ by industry. Ostry and Zaidi review 
the evolution of the ranking of, and variations in, wages 
across industries in the manufacturing sector in Canada in 
this century [1979, Chapter 12]. They observe that the rank­ 
ing of average wages by industry commonly shifts in the 
early stages of industrialization but tends to become stable 
in the later stages. The variation in interindustry wage dif­ 
ferentials has been remarkably constant through time, 
although hourly wage rates have displayed a positive asso­ 
ciation with business cycles. In another important Canadian 
study, Kumar [1974] examines wage rates in 26 Canadian 
manufacturing industries for two occupational categories - 
skilled and unskilled - to determine wage differentials by 
industry. He links wage differentials to various character­ 
istics of each industry, some of them reflecting the 
competitive environment and others reflecting institutional 
factors. 

Other studies of interindustry wage differentials, con­ 
ducted in the United States and other countries, use large 
data sets containing information on individuals and fmd 
strong support for large and persistent interindustry wage 
differentials, even after controlling for a wide variety of 
worker and job characteristics.' 

The Magnitude of Industry 
Wage Differentials 

Using data from Statistics Canada's Labour Market 
Activity Survey for 1986,4 we estimated interindustry wage 
differentials at different levels of industry aggregation, for 
various types of workers and for the different regions. These 
differentials were obtained after controlling for individual 
differences in human capital and other personal attributes 
that can affect wages. Table 10-1 presents some evidence 

on the nature and importance of industry wage differentials 
for broadly defined industries. It reports the percentage dif­ 
ference between the wages of an employee in a given 
industry and the average wage in all industries.' 

Two main findings emerge. First, there are substantial 
interindustry wage differentials, even after taking into 
account the occupational, human capital, locational, and 
demographic characteristics of individuals. Wages in whole­ 
sale and retail trade and "other services" are lower than 
average, while in the other five industry groups (other pri­ 
mary; manufacturing; construction; transportation, com­ 
munication, and utilities; and finance, insurance, and real 
estate) they are higher than average. Workers in other 
primary industries (such as mining) are paid the highest 
wage; they earn approximately 18 per cent more than the 
average wage, and consequently, about 24 per cent more 
than similar workers in wholesale and retail trade. 

Table 10-1 

Wages Relative to the Industrial Average by 
Industry Group, Canada, 1986 

Other primary 
Manufacturing 
Construction 
Transportation, communications, and utilities 
Wholesale and retail trade 
Finance, insurance, and real estate 
Other services 

(Per cent) 
17.7 
2.4 
13.4 
8.0 
-6.3 
6.1 
-5.3 

SOURCE Gera and Grenier [1991]. 

Table 10-2 presents interindustry wage differentials 
further disaggregated by industry. We find industry wage 
premiums ranging from 33 per cent above the average (in 
the tobacco products industries) to 32 per cent below the 
average (in health and welfare services and religious organ­ 
izations). On the basis of these data, some general obser­ 
vations can be made about the wage structure of Canadian 
industry. Primary industries is a high-wage sector, but 
within it, fishing and trapping is a low-wage industry. 
Within the manufacturing sector, which generally pays 
wages slightly above average, the tobacco; petroleum and 
coal products; chemical; paper; and primary metal indus­ 
tries are high-wage industries (paying higher-than-average 
wages); while the textiles, furniture, and leather industries 
are low-wage industries (paying lower-than-average wages). 
Within the trade group, retail trade is a low-wage industry, 
while wholesale trade is a high-wage industry. "Other 
services" are generally low-wage, but services to business 



Table 10-2 

Wages Relative to the Industrial Average by 
Industry, Canada, 1986 

Wage 
status 

(Per cent) 
Other primary 
Forestry High 18.9 
Fishing and trapping Low -9.5 
Metal mines High 18.9 
Mineral fuels High 25.5 
Nonmetal mines High 13.7 
Quarries and sand pits Medium 0.8 
Services incidental to mining High 22.7 

Manufacturing 
Food and beverages Low -3.5 
Tobacco products High 33.4 
Rubber and plastics High 7.1 
Leather Low -10.0 
Textiles Low -19.0 
Clothing Low -8.1 
Wood High 8.7 
Furniture and fixtures Low -14.4 
Paper and allied High 12.0 
Printing, publishing, and allied High 6.4 
Primary metal High 11.5 
Metal fabricating High 3.7 
Machinery Medium 0.8 
Transportation equipment High 7.2 
Electrical products High 2.6 
Nonmetallic mineral High 4.8 
Petroleum and coal products High 20.8 
Chemical and chemical products High 14.4 
Miscellaneous Medium -3.4 

Construction 
General contractors High 11.4 
Special-trade contractors High 17.0 
Service industries incidental 
to construction Medium -2.4 

Transportation, communications, 
and utilities 
Transportation High 8.7 
Storage Medium 6.3 
Communications High 10.5 
Electric power, gas, and 
water utilities High 14.4 

Trade 
Wholesale High 3.8 
Retail Low -11.1 

Finance, insurance, and real estate 
Finance High 9.3 
Insurance carriers High 13.7 
Insurance agencies, real estate Low -4.1 
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Table 10-2 (cont'd.) 

Wage 
status 

(Per cent) 

Other services 
Education and related Medium -1.0 
Health and welfare Low -3.1 
Religious organizations Low -31.8 
Amusement and recreation Low -11.4 
Services to business High 4.8 
management 
Personal Low -16.7 
Accommodation and food Low -20.3 
Miscellaneous Low -2.8 

SOURCE Gera and Grenier [1991]. 

management is a high-wage industry. At this level of 
industry disaggregation, the wage structure of Canadian 
industry seems to be similar to that of the United States 
[see Krueger and Summers 1988]. 

Explanations of 
Industry Wage Differentials 

It is clear from the discussion above that there are sig­ 
nificant interindustry wage differentials. A number of 
explanations have been proposed to account for them. We 
have grouped these arguments into three main classes: 
explanations that are compatible with a "competitive" 
labour market, that is, explanations that focus on differences 
in the characteristics of jobs that would cause wages to be 
higher in one industry than in another (for example, wages 
are higher in an industry that has a high proportion of skilled 
jobs); "institutional" explanations that focus on the nature 
of contractual arrangements between employers and work­ 
ers, often determined by whether or not there is a union; 
and efficiency wage explanations that account for the fact 
that workers in some industries are paid a wage premium 
(rent) compared to similar workers in other industries. 

"Competitive Labour Market" Explanations 

Occupational Structure and Wage Differentials 

To test the argument that interindustry wage differentials 
reflect differences in the skills required or in the character­ 
istics of jobs in different industries, we examined inter­ 
industry wage differentials separately for white-collar and 
blue-collar workers. The results, reported in Table 10-3, 
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Table 10-3 Table 10-3 (cont'd.) 

White- and Blue-Collar Wages Relative to the Wage White- Blue- 
Industrial Average by Industry, Canada, 1986 status collar collar 

Wage White- Blue- (Per cent) 
status collar collar Finance, insurance, and 

real estate 
(Per cent) Finance High 10.6 -11.4 

Other primary Insurance carriers High 14.9 -31.9 
Forestry High 11.4 13.8 Insurance agencies, 
Fishing and trapping Low 27.8 -19.4 real estate Low -2.2 -12.3 
Metal mines High 10.1 18.3 
Mineral fuels High 30.2 16.0 Other services 
Nonmetal mines High 17.6 6.5 Education and related Medium 2.8 -6.5 
Quarries and sand pits Medium -0.1 -2.5 Health and welfare Low 4.3 -82.7 
Services incidental Religious organizations Low -31.0 10.5 
to mining High 23.6 16.6 Amusement and recreation Low -8.8 -13.8 

Services to business 
Manufacturing management High 5.8 9.3 

Food and beverages Low -8.1 -5.4 Personal Low -15.7 -12.2 
Tobacco products High 26.7 38.4 Accommodation and food Low -18.1 -29.0 
Rubber and plastics High 10.9 2.0 Miscellaneous Low -1.4 -4.0 
Leather Low -1.9 -13.9 

SOURCB Gera and Grenier [1991). 
Textiles Low -12.4 -23.1 
Clothing Low 11.2 -15.9 
Wood High 6.7 3.2 
Furniture and fixtures Low -16.0 -18.6 indicate that the industry wage structure is fairly similar for 
Paper and allied High 19.1 4.9 white-collar and blue-collar workers - the average varia- Printing, publishing, 

tion in wages across industries is 18.9 per cent for white- and allied High 0.5 7.2 
Primary metal High 22.1 3.6 collar workers and 13.6 per cent for blue-collar workers. 
Metal fabricating High 3.3 1.3 In other words, the range of variation - up and down - in 
Machinery Medium 2.8 -2.9 the wage levels of blue- and white-collar workers is simi- 
Transportation equipment High 8.7 2.9 lar. Furthermore, we find that most high-wage industries 
Electrical products High 5.9 -1.6 pay high wages to white-collar and blue-collar workers 
Nonmetallic mineral High -5.9 2.0 alike. This pattern is also evident in industries that pay low Petroleum and coal wages. We reached the same conclusion when we examined products High 9.5 31.8 
Chemical and interindustry wage differentials for three specific occupa- 
chemical products High 14.8 11.9 tions - managerial, clerical, and fabrication - industries that 

Miscellaneous Medium 2.6 -8.4 pay high wages to workers in one occupational group also 
tend to pay workers in other occupational groups high 

Construction wages. These results provide strong evidence against the 
General contractors High 8.4 8.7 argument that interindustry wage differentials are largely 
Special-trade contractors High 11.1 13.8 caused by differences in the characteristics of jobs," Service industries 
incidental to construction Medium -3.3 5.5 

Transportation, communi- Differences in Patterns of 
cations, and utilities Human Capital Accumulation 
Transportation High 13.1 1.9 
Storage Medium 7.1 3.4 Another explanation for the existence of interindustry 
Communications High 14.2 4.8 wage differences is that they arise from differences in Electric power, gas, and patterns of human capital accumulation across industries, water utilities High 16.9 10.1 

and that such differences are related to individual char- 
Trade acteristics such as age, length of job tenure, sex, and level 

Wholesale High 4.6 -1.5 of educational attainment and also to differences in firm 
Retail Low -12.3 -8.9 size. 



It could be argued, for example, that firms pay wage pre­ 
miums to older workers (aged 45-64) and to workers with 
long job tenure, because they have acquired substantial 
human capital. Table 10-4 shows wage differentials accord­ 
ing to demographic and other characteristics. We find that 
while interindustry wage differentials for older workers and 
workers with long tenure are smaller than for younger work­ 
ers and those with short tenure, the differences are minor. 
Similarly, only very small differences exist when females 
are compared with males; when less educated workers are 
compared with those with more education; and when small 
firms are compared with large firms.' We conclude from 
this evidence that variations in age, job tenure, sex, educa­ 
tion, and fIrm size cannot account for much of the observed 
variation in wages across industries. In each case, wage 

Table 10-4 

Wages Relative to Industrial Average, Selected 
Characteristics, Canada, 1986 

Average variation 
in interindustry Sample 

wages! size 

(Per cent) 
Age 
20-24 17.6 4,376 
45-64 14.3 8,134 

Tenure 
Up to 2 years 17.8 12,068 
Greater than 8 years 12.9 10,080 

Sex 
Male 14.3 17,594 
Female 16.2 15,350 

Education 
Elementary and high school 16.9 21,476 
University 17.9 3,864 

Firm size 
1-99 employees 17.5 14,395 
500 or more employees 16.5 9,539 

Full time/part time 
Full-time workers 14.1 27,834 
Part-time workers 19.6 5,110 

Unionized/nonunionized sample 
Unionized workers 11.9 12,533 
Nonunionized workers 17.7 20,411 

1 Based on estimated wage differentials for two-digit industries. 
SOURCB Gera and Grenier [1991]. 

Interindustry Wage Differentials in Canada 133 

Table 10-5 

Wages Relative to the Industrial Average by 
Industry Group, Canada, 1970, 1980, and 1985 

1970 1980 1985 

(Per cent) 
Other primary 23.4 27.0 31.3 
Manufacturing 6.2 4.3 6.8 
Construction 11.5 8.2 4.2 
Transportation, communications, 
and utilities 10.5 12.9 14.7 

Trade -lOA -11.2 -10.8 
Finance, insurance, and 
real estate 3.0 3.8 5.1 
Other services -9.2 -6.5 -7.0 

SOURCE Gera and Grenier (1991). 

levels show a close association, being consistently high or 
low for all workers regardless of their individual charac­ 
teristics. 

Stability in the Industry Wage Structure 

A third explanation is that wage premiums exist because 
of short-run immobility of labour or temporary labour 
demand shocks. Table 10-5 shows estimated wage differ­ 
entials for industry groups based on census data for the years 
1970,1980, and 1985. The results show that the wage struc­ 
ture was similar in all three years: other primary industries 
consistently paid the highest wages and trade consistently 
paid the lowest, while the ranking of the other industries 
changed only slightly. The degree of variation across indus­ 
tries was also more or less constant. 

Interindustry wage differentials appear to be fairly con­ 
stant over space as well. Table 10-6 shows the variation in 
interindustry wage differentials for the five Canadian 
regions in 1986. Although there is some variation - rang­ 
ing from 13.6 per cent in Ontario to 18 per cent in British 
Columbia - the differences are small, suggesting that the 
degree of dispersion across regions is fairly stable." 

Labour Quality 

A fourth common explanation is that there are differences 
across industries in unmeasured aspects of labour quality, 
such as motivation and innate ability. Therefore, the indus­ 
try wage differentials that are observed might be explained 
by differences in workers' productive abilities that are not 
captured by measures based on individual characteristics. 
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Table 10·6 

Wages Relative to Industrial Average by 
Region, Canada, 1986 

Average variation 
in wages across 

industries 
Sample 
size 

(Per cent) 
Canada 15.1 32,945 

Regions! 
Atlantic 15.8 8,090 
Ontario 13.6 6,917 
Quebec 16.8 5,180 
Prairie 16.0 9,576 
British Columbia 18.0 3,179 

Based on estimated wage differentials for two-digit industries. 
SOURCE Gera and Grenier [1991]. 

This is a difficult proposition to test empirically. One 
approach suggested by Krueger and Summers [1988] is to 
determine how observed measures of labour quality (such 
as educational attainment) differ across industries. If 
interindustry wage differentials are attributable to measured 
differences in labour quality, one would expect a substan­ 
tial drop in the variation of wages once human capital meas­ 
ures are taken into account. Our results [reported in Gera 
and Grenier 1991] and those of Krueger and Summers 
[1988] for the United States suggest that such unmeasured 
differences in labour quality do not playa significant role 
in explaining interindustry wage differentials," 

The problem of unmeasured labour quality can also be 
addressed by using longitudinal data for individuals. By 
tracing workers as they switch from a job in one industry 
to a new job in a different industry, it is possible to deter­ 
mine how they fare in terms of wages (presumably their 
labour quality does not change). 

The Labour Market Activity Survey (LMAS) provides 
data for workers who left a job in 1986 and found a new 
job in a different industry during that year." What we find 
is that job-movers who switch to a high-wage industry are 
also paid a high-wage premium [see Gera and Grenier 
1991]. To test this result, we examined the impact of chang­ 
ing industries on the wages of job-movers who had been 
laid off (39 per cent of the LMAS sample) and those who 
had left their jobs voluntarily (54 per cent of LMAS sam­ 
ple)." In both cases, job-movers received the wage premium 
of the industry they joined. These results are consistent with 
the findings reported in Table 10-2 that the directions of 

wage changes experienced by job-movers reflect the indus­ 
try wage structure. We therefore conclude that industry 
wage differentials exist mainly for reasons other than dif­ 
ferences in unmeasured labour quality." 

Compensating Differentials 

A fifth possibility is that industry wage differentials 
reflect "compensating" differentials, that is, workers are 
compensated for nonwage aspects of the industry. These 
include, for example, nonstandard weekly hours, the risk 
of injury on the job, health hazards, and shift work. 

It is difficult to provide empirical evidence on compen­ 
sating differentials. The data available do not permit us to 
directly examine the impact of working conditions on 
interindustry wage differences. There is some evidence, 
however, to suggest that they do not reflect compensating 
differentials. First, Krueger and Summers [1988] find for 
the United States that the inclusion of working condition 
variables barely affects the estimated wage premiums. In 
fact, the dispersion tends to increase rather than decrease 
when the variables representing working conditions are 
taken into consideration. Furthermore, they find that the 
consideration of fringe benefits tends to increase wage dif­ 
ferences as well. They conclude that wage differentials exist 
over and above what can be explained by compensating fac­ 
torsP 

Another dimension of compensating differentials is full­ 
time versus part-time work. In Table 10-4 we report indus­ 
try wage differentials for full- and part-time workers. We 
find that the industry wage premiums for full-time workers 
are not substantially different from those of the entire sam­ 
ple. An interesting finding is that part-time workers receive 
industry wage premiums to a greater extent than do full­ 
time workers. Industries that pay full-time workers above 
their mean wage tend to pay part-time workers above their 
mean wage as well. These results cast doubt on this dimen­ 
sion of the compensating wage differentials argument. 

It is difficult to reconcile the close similarity we found 
in the patterns of interindustry wage differences across 
occupations with compensating differentials, since it is 
unlikely that whenever working conditions are poor for 
blue-collar workers, they are also poor for managers and 
clerks. In addition, if industry wage premiums reflect com­ 
pensating differentials and not rents, then there is less incen­ 
tive for workers to treat jobs as being especially valuable, 
implying that there is no relationship between industry wage 
premiums and quit rates. We will show later in this chapter 
that in fact wage premiums are closely associated with lower 



turnover rates." This strongly suggests that workers in high­ 
wage industries receive rents for good jobs or good matches, 
and not merely as compensating differentials. 

Institutional Explanations 

The extent of unionization is often cited as a major cause 
of interindustry wage differentials. For instance, Krueger 
and Summers [1988] argue that interindustry wage differ­ 
entials exist because unions cause wages to rise in certain 
industries without suffering severe employment losses." 
This would lead to greater variation in wages among 
unionized than among non unionized workers. In fact, our 
results (and those of Krueger and Summers) show that this 
is not the case - non unionized workers show greater 
interindustry wage variation (17.7 per cent) than unionized 
workers (1l.9 per cent). One explanation for this result is 
that perhaps unions have achieved some degree of wage 
parity among workers with similar characteristics, while the 
determination of wages of non unionized workers is more 
arbitrary. We also find that wages in the unionized and 
nonunionized sectors tend to be closely related and that the 
level of variation in wages is high in both. This suggests 
that much the same process is responsible for generating 
relative wages in both sectors." 

Efficiency Wages 

The evidence on interindustry wage differentials pre­ 
sented so far suggests that workers in some industries do 
receive rents. The large wage differentials that remain after 
accounting for a wide range of factors are quite difficult to 
explain in terms of differences in either skills or working 
conditions. They are remarkably stable across time and 
space, and they are not just temporary differentials arising 
from intersectoral shifts in labour demand and the conse­ 
quent short-run imperfect labour mobility. Furthermore, 
high-wage industries tend to pay high wages to workers in 
different occupations. 

The challenge, then, is to explain why high-wage indus­ 
tries did not lower wages when faced with an excess sup­ 
ply of labour. Why do some workers earn labour market 
rents? Recent studies on efficiency wages provide some 
explanation." There are several conceptually distinct, but 
complimentary, efficiency wage hypotheses. These can be 
classified into four groups. IS 

One is the "shirking model." This model postulates that 
firms pay higher wages to increase workers' effort. The 
basic argument is that firms can only imperfectly monitor 
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the behaviour of workers on the job. If workers are only 
paid their opportunity cost, they have little incentive to work 
hard, since losing their jobs would not be costly. By pay­ 
ing higher wages, firms make the cost of losing a job greater 
for the worker, thus increasing the cost to workers of being 
found shirking and encouraging good performance. Unem­ 
ployment serves as a worker-discipline device in this model. 
By paying higher wages, firms also reduce their expendi­ 
tures for monitoring their workers. 

Another model postulates that efficiency wages are paid 
in order to minimize turnover costs; presumably workers 
who receive a high wage are less likely to quit their jobs 
than those receiving a low wage. If firms must bear the cost 
of turnover, and if quit rates are a decreasing function of 
wages paid, premium wages may reduce the cost of hiring, 
recruiting, and training new workers. 

A third model focuses on selection effects. According to 
this argument, firms pay higher wages to attract a pool of 
higher quality job applicants, since more productive work­ 
ers have better opportunities. As evaluating worker quality 
is costly and difficult, high wages are desirable. 

The fairness wage model argues that factors such as 
internal equity, social conventions, and employee loyalty 
lead firms to share their income with all their workers, 
regardless of the external market conditions. Akerlof and 
Yellen [1987] present a model where workers' morale and 
loyalty to the firm and work norms depend on the perceived 
fairness of the wage. The basic notion is that workers try 
to get even when they do not get what they think they 
deserve. 

We now turn to a consideration of some empirical evi­ 
dence on the efficiency wage theories. The objective here 
is to demonstrate the potential importance of efficiency 
wage arguments, not to distinguish among various rationales 
for their existence. 

One implication of the efficiency wage models is that 
there are benefits to firms of sharing rents. High wages may 
help firms to economize on turnover costs and shirking, for 
example. Turnover is costly to frrms in terms of searching 
for suitable employees, lost production during vacancies, 
and the loss of specific training [Salop 1979]. Freeman and 
Medoff [1984] demonstrate that the savings in terms of 
lower quit rates in the presence of a union are 1 to 2 per 
cent of labour costs. Firms may also gain indirectly from 
lower turnover in terms of enhanced teamwork that conti­ 
nuity in work relationships engenders. Raff and Summers 
[1987], for example, discuss the introduction of the five­ 
dollar-a-day pay system at Ford Motor Company in 1914. 
They note that high turnover had great consequences for 
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output, and higher wages led to increases in productivity 
and output and reductions in absenteeism and turnover. 

We investigated the relationship between turnover and 
wage premiums to determine whether wage differences rep­ 
resent compensating differentials or efficiency wages. If 
they represent compensating differentials, we would expect 
to find no relationship between turnover and wage premi­ 
ums. If, on the other hand, they represent rents, we would 
expect to find a negative relationship between turnover and 
industry wage differentials. Furthermore, if workers in high­ 
wage industries receive economic rents, we would expect 
to find a positive relationship between the length of job 
tenure and industry wage differentials since, in effect, longer 
job tenure reflects a lower turnover rate. 

Our findings [reported in Gera and Grenier 1991] show 
that industry wage premiums are strongly associated with 
lower quit rates and higher job tenure. These results are 
consistent with the argument that premiums reflect eco­ 
nomic rents and not merely compensating differentials, and 
provide some support for efficiency wage arguments for rent 
sharing between firms and workers. They are also consist­ 
ent with the findings of other researchers [see, for exam­ 
ple, Krueger and Summers 1988].19 

Interindustry Wage 
Differentials and Unemployment 

Our analysis of interindustry wage differentials has shown 
that there are differences in the wages of equally skilled 
workers in different industries and that these differentials 
have been stable over time. This section explores the im­ 
plications of the existence of these wage differentials for 
Canada's unemployment performance in the 1980s. 

We asked two interrelated questions. First, does the 
growth of high-wage jobs matter more than the growth of 
low-wage jobs in reducing the level of unemployment? 
Second, if so, does the existence of wage differentials help 
explain the persistent unemployment in the 1980s? 

Summers [1986] examines unemployment rates across 
individual U.S. states and fmds that the growth of high-wage 
jobs matters more in reducing the unemployment rate. Two 
reasons could account for this finding. First, as we have 
seen, turnover rates tend to be higher for workers in low­ 
wage jobs; in other words, high-wage jobs show greater sta­ 
bility. Second, through spillover effects, high-wage jobs 
stimulate job creation in other sectors of the economy [see, 
for example, Gera and Rahman 1991]. 

Our research shows that over the period 1976-89, changes 
in employment in high-wage industries had twice as much 
impact on unemployment rates as employment growth in 
low-wage industries. For example, 10-per-cent employment 
growth in high-wage industries in a province would reduce 
that province's unemployment rate by 1.1 percentage points; 
in contrast, 10-per-cent employment growth in low-wage 
industries would lead to only a 0.6-percentage-point reduc­ 
tion in the provincial unemployment rate [for details, see 
Gera and Grenier 1991].20 A further illustration is given in 
Table 10-7, which shows that between 1976 and 1989, net 
employment growth in Canada was positive - employment 
increased by 4 percentage points in the low-wage sector and 
decreased by 2 percentage points in the high-wage sector. 
Over the same period, the unemployment rate decreased in 
Ontario. That reflected the fact that employment in the high­ 
wage sector was relatively stable while low-wage employ­ 
mentgrew. 

The strong downward impact of high-wage employment 
growth on the unemployment rate becomes even clearer 
when the focus is on its contribution in the 1980s. In Canada 
between 1981 and 1989, the share of low-wage employ­ 
ment increased by 2 percentage points, the share of high­ 
wage employment decreased by 1 percentage point, and the 
unemployment rate was unchanged. In the 1985-89 
subperiod, however, the share of low-wage employment did 
not change, the share of high-wage employment increased 
by 1 percentage point, and the unemployment rate fell by a 
full 3 percentage points. A similar pattern is evident in 
Ontario, where stable or declining shares of low-wage 
employment coupled with growing shares of high-wage 
employment resulted in substantial decreases in the rate of 
unemployment. 

What these fmdings suggest is that while overall employ­ 
ment growth matters for a reduction in the rate of unem­ 
ployment, growth in high-wage jobs matters much more. 
Can this differential response of unemployment to high­ 
wage and low-wage employment growth help explain the 
persistence of unemployment in the 1980s? We looked at 
the job losses and gains in these sectors during the 1980s. 
The high-wage industries were slow to recover from the 
severity of the recessionary shock. The high-wage sector 
lost some 400,000 jobs during 1981-83 and did not regain 
them until 1986. In contrast, the low-wage sector gained 
some 45,000 new jobs between 1981 and 1983 and 800,000 
more during the remainder of the 1980s. But the overall 
unemployment rate was still slow to decline. The slow pace 
of job generation in the high-wage industries, then, 
combined with the smaller impact of low-wage employment 
growth on total unemployment, may help to explain why 
in the 1980s unemployment in Canada was so persistent 
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Employment Growth and Unemployment in Canada and Ontario, Selected Periods, 1976-89 

Change in Change in 
Change in the ratio of the ratio of 

unemployment Change in high-wage to low-wage to Change in 
rate employment! total employment total employment labour force 

(Percentage points) (Per cent) (Percentage points) (Per cent) 
Canada 

1976-89 0.4 34.6 -2.0 4.0 32.3 
1981-89 15.0 -1.0 2.0 13.5 
1985-89 -3.0 12.7 1.0 7.8 

Ontario 
1976-89 -1.1 38.9 -0.3 2.0 34.3 
1981-89 -1.5 20.6 1.0 16.8 
1985-89 -2.9 14.4 1.0 -1.0 9.6 

Employment data based on 46 industries. 
SOURCE Gera and Grenier [1991]. 

It has been argued that workers displaced from the high­ 
wage sector prefer to wait for high-wage jobs, rather than 
accept a less attractive low-wage job, thus contributing to 
a longer duration of unemployment." One reason for this 
could be that workers losing high-wage jobs may feel that 
accepting a low-wage job would signal to potential high­ 
wage employers that they are not qualified for better jobs, 
so reducing their chances of employment in the high-wage 
sector. Moreover, with generous unemployment insurance 
benefits it may be more efficient to search full time for a 
new job while unemployed than while working. In a recent 
study of Canadian males, Ham and Rea [1987] find that 
individual behaviour is influenced by the duration of 
potential unemployment insurance benefits. As the point of 
benefit exhaustion approaches, they tend to search more 
intensively for a job. In other words, the average search 
intensity while unemployed is negatively related to the 
number of weeks of benefit entitlement. 

Summary and Conclusions 

The main results of the analysis presented in this paper 
can be summarized as follows: 

• Interindustry wage differentials do exist for equally 
skilled workers and are relatively stable over time. The pat­ 
tern is very similar for workers across occupations. 

• The finding that the interindustry wage structure is the 
same for workers performing different tasks provides strong 
evidence against compensating differentials. 

• Interindustry wage differentials are consistent with 
rent-sharing explanations, such as those based on the notion 
of efficiency wages. 

• Growth in high-wage employment matters much more 
for the reduction of unemployment than growth in low-wage 
employment. 

Two factors may have contributed to persistence in 
unemployment in the 1980s. First, wage rigidity may have 
contributed to job loss in high-wage industries in the 1980s. 
Second, the evidence suggests that the workers who were 
displaced from these high-wage jobs may have remained 
unemployed longer in order to regain employment in 
the high-wage sector; moreover, their search intensity 
was lower during the initial weeks of unemployment 
and increased only as the point of benefit-exhaustion ap­ 
proached. 

These findings lead us to conclude that policies that im­ 
prove the health of the high-wage sector, and in particular 
the manufacturing sector, will help to reduce unemploy­ 
ment. Furthermore, since shocks or policies that harm high­ 
wage industries could generate persistent unemployment, 
a legitimate concern may well be whether stabilization poli­ 
cies should take into account an analysis of their potential 
impact on different sectors of the economy. 

The existence of industry wage-premiums or rents also 
has important implications for industrial and trade policy. 
Recently, it has been argued that export industries tend to 
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be high-wage and that export promotion would raise 
national productivity and real wages [see, for example, 
Lawrence and Schultze 1990]. According to this argument, 
some industries - such as those in the high-technology 
sector - are more important than others, and market forces 
on their own will not channel sufficient resources into them. 
As a result, countries whose trade and industrial policies 
are more supportive will drive U.S. producers out of these 

important sectors. These analysts argue in favour of indus­ 
trial policies to stimulate such high-wage sectors. 

In conclusion, the evidence presented in this paper 
suggests that, because of its beneficial impact on the un­ 
employment rate through spillover effects, promoting 
employment growth in the high-wage sector could be a 
desirable policy goal and deserves further research. 
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Noncyclical and Actual Rates of Unemployment in the Provinces, Canada, 1963-86 
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Chart A·1 (cont'd.) 

16% 
New Brunswick 

12 
Natural unemployment rate »<>: 

/ 

8 
/ 

/ 
r_ 

/ 

Actual unemployment rate 

Natural unemplo;n~ntr;te 

- ••••.• --- ••• - ••••• 11 ••• 
Cyclical unemployment rate 

/ 

4 

111_-._ ••• 11 
Cyclical unemployment rate 

I 
1975 1980 

I 
1986 

o I._ _ ••• --.-11· 

Actual unemployment rate 

Natural unemployment rate 

••••• 111 •• 
Cyclical unemployment rate 

1975 1980 1986 

-4 

I 
1963 1965 1970 

Actual unemployment rate 

1975 
I 

1986 

Quebec 

12 

8 

4 

1980 

o -- -II·· ---.- 
I 

1963 1965 
I 

1970 

16% 
Ontario 

12 

8 

4 ----------- 

o 

-4 
I 

1963 1965 1970 



Appendix A 145 

Chart A-t (cont'd.) 
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Chart A-I (concl'd.) 
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B Contribution of Each Duration Category to the Average Annual 
Unemployment Experience of the Labour Force and the Unemployed 

Contribution in Months of Each Duration Category to the Average Annual Unemployment Experience of the 
Labour Force (AAE-LF), Canada, 1977-87* 

Table B-1 

Duration category (months) 

0-1 2-3 4-6 7-9 10-12 AAE-LF 

(Months) 

1977 0.042 0.16 0.26 0.22 0.19 0.87 
1978 0.052 0.16 0.23 0.18 0.17 0.78 
1979 0.057 0.15 0.22 0.15 0.14 0.71 
1980 0.055 0.15 0.21 0.15 0.15 0.72 

1982 0.049 0.18 0.32 0.29 0.36 1.20 
1983 0.046 0.17 0.31 0.32 0.41 1.30 
1984 0.049 0.16 0.30 0.27 0.38 1.20 
1985 0.051 0.16 0.26 0.25 0.32 1.00 
1986 0.027 0.12 0.22 0.23 0.31 0.91 
1987 0.021 0.12 0.20 0.15 0.25 0.74 

*Data for 1981 are not available. 
SOURCE Corak [1990). 

Table B-2 

Contribution in Months of Each Duration Category to the Average Annual Unemployment Experience of the 
Unemployed (AAE-U), Canada, 1977-87* 

Duration category (months) 

0-1 2-3 4-6 7-9 10-12 AAE-U 

(Months) 
1977 0.20 0.76 1.26 1.02 0.91 4.15 
1978 0.24 0.70 1.04 0.79 0.75 3.51 
1979 0.26 0.68 1.00 0.68 0.63 3.25 
1980 0.25 0.68 0.99 0.71 0.71 3.35 

1982 0.18 0.64 1.14 1.05 1.28 4.39 
1983 0.17 0.61 1.13 1.18 1.48 4.56 
1984 0.19 0.61 1.12 1.02 1.41 4.35 
1985 0.19 0.65 1.06 1.00 1.28 4.17 
1986 0.13 0.56 1.04 1.13 1.52 4.40 
1987 0.12 0.68 1.08 0.83 1.38 4.08 

*Data for 1981 are not available. 
SOURCE Corak [1990). 



C Regional Unemployment Disparity and 
Economic Structure 

Table C-I presents a simple illustrative example of ag­ 
gregation bias. Assume two regions (1, 2), each with two 
industries (a, b) and two occupations (x, y). The table has 
been constructed so that each industry in each region has 
the same labour force and that the unemployment rate in 
each industry/occupation pair is the same in each region. 
The only difference between the two regions is that region 2 
has proportionately more workers in occupation y/industry b 
than does region 1. The third panel of the table shows the 
industry unemployment rates for each of the two regions 
ignoring occupational differences. The overall unemploy­ 
ment rate in region 1 is 60/400 = 15 per cent, while in re­ 
gion 2 it is 66/400 = 16.5 per cent. The question is whether 
the difference is due to structure or behaviour. 

If we were to calculate the corrected unemployment rate 
from an industrial breakdown alone, we would conclude 
that the influence of structure was zero. By construction, 
the industry labour force shares in each region are the same. 
It follows that the structurally corrected unemployment rate 
will be the same as the observed unemployment rate in each 
region. This, in turn, would seem to imply that none of the 
difference in regional unemployment rates can be attributed 
to differences in industrial structure. 

Such a conclusion is, however, erroneous, and arises be­ 
cause the two industries are not homogeneous. Industry b 
in region 2 uses more individuals in occupation y than it 
does in region 1. In this instance, unemployment probabil­ 
ities are jointly determined by occupation and industry. Fail­ 
ure to account for this fact results in biased estimates of 
the structurally corrected unemployment rate. 

Table C-I presents the corrected unemployment rates as­ 
suming the same distribution of occupations and industries 

in region 2 as in region 1. In this case the influence of 
structure is clear. The corrected unemployment rates in the 
two regions are the same, reflecting the fact that their 
occupation/industry unemployment rates are identical. The 
only difference between regions is the distribution of 
occupations within industry b which in region 1 is biased 
towards the higher risk occupation y. The occupationally/ 
industrially corrected unemployment rate indicates that all 
of the interregional differences in unemployment rates are 
due to differences in economic structure. 

Table C-I 

Illustration of Aggregation Bias 

Region 1 Region 2 

Industry a Industry b Industry a Industry b 

Occupation x 
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D The Labour Market Activity Survey, 1986 

The Labour Market Activity Survey (LMAS) was sponsored 
by Employment and Immigration Canada and conducted 
as a supplement to Statistics Canada's Labour Force Survey 
of January/February 1987. The survey documents the la­ 
bour force experience of almost 67,000 individuals in 1986. 
Of these, 51,000 participated in the labour market during 
the year. These 51,000 observations were assigned varying 
weights to represent the 13.7 million persons active in the 
Canadian labour market at some time during 1986. The re­ 
sults reported in the text are based on this weighted form. 
It was repeated in 1988 to chronicle the experiences of the 
same individuals as those in the previous survey, for 1987. 

Our Subsample 

The analysis in this chapter uses a subsample from the 
LMAS. The LMAS reports up to a maximum of five jobs 
per individual during 1986. However, the number of ob­ 
servations for third, fourth, and fifth jobs held during the 
year is too small to allow very much statistical analysis. 
For this reason, our subsample consists of the first-and second­ 
job experiences only, and includes observations on individu­ 
als who separated from the first job they held in 1986 and 
who did (or did not) find a second job in the same year. An 
additional consideration is the fact that a number of indi­ 
viduals surveyed held more than one job simultaneously. 
This makes it difficult to observe the separation from one 
(the first) job. To overcome this problem we have excluded 
from the subsample job overlaps whose duration extended 
beyond four weeks. 

Industrial and 
Occupational Classifications 

The LMAS data identify the industry and occupation 
categories of each job held in 1986. The survey identifies 
52 industries and 49 occupational categories. The results in 
this study often report information about industry and oc­ 
cupation in three ways: 

Industry/occupation: The units here are the 52 industries and 
49 occupational groups. 

Industry/occupational group: The industry groups were 
aggregated to form seven industry groups. The occupations 
were combined into 13 occupational groups (see Figure D-l). 

Industry sector: The industry groups were divided into two 
sectors - the goods sector and the service sector. 

For industrial and occupational groups used in the LMAS, 
see Figure D-l below. 

Reasons for Separation 

Several reasons for separation are listed in the LMAS. We 
have divided them into four groups: 

Quit personal: Personal or family responsibilities (includ­ 
ing changes in family circumstances, serious family illness, 
etc.); changed residence; retirement. 

Quit - nonpersonal: Dissatisfaction with job because of: 
low pay; lack of opportunity for advancement; lack of op­ 
portunity to use training or skills; unsatisfactory working 
conditions, including physical conditions; worries about 
layoffs, job security, or reduction in working hours; move 
to a new job; return to school. 

Involuntary: Job losses: employer-initiated separations re­ 
lated to seasonal nature of job; nonseasonal economic or 
business conditions; company moving or going out of busi­ 
ness; installation of, or conversion to, new equipment; an 
on-call arrangement; end of a temporary nonseasonal job; 
dismissal by the employer; sale of the business or firm. 

Job interruptions: temporary job separations related to bad 
weather; labour dispute (strike or lockout); unpaid vacation. 

Other: Other reasons for separation listed in the survey, or 
not specified. 
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Figure D-l 

Industrial and Occupational Groups Defined in the 
LMAS,1986 

LMAS code range 

Goods Sector 01-30,5 
Primary 01-08 
Manufacturing 09-28 
Construction 29-30,52 

Service Sector 31-51 
Distributive services 31-36 
Information services 37-39,44 
Nonmarket services 40-41,48-51 
Personal services 42-43, 45-47 

Occupational groups 
Managerial 01-03 
Professional 04-09 
Education 10-12 
Health 13-16 
Clerical 17-22 
Sales 23-24 
Services 25-28 
Primary occupations 29-32 
Mining and processing 33-37 
Fabrication 38-42 
Construction 43-45 
Transportation 46-49 
Other occupations 50 



Notes 

CHAPTER! 

1 Perry [1970] produced this unemployment series by taking 
a fixed weighted average of the unemployment rates of dif­ 
ferent age/sex groups, thus controlling for changes in labour 
force composition. In our construction of "Perry-weighted" 
unemployment rates, the age/sex adjustment is based on a 
decomposition of the labour force into 12 categories - men 
and women aged 15-19, 20-24, 25-34, 35-44, 45-54, and 
55 years and over. 

2 The "dynamic" view of the labour market emphasizes that 
labour markets should be studied in terms of movement of 
individuals between various states in the labour market, 
namely employment, unemployment, and not-in-the-labour­ 
force. The flows which occur over a period of time allow us 
to understand two related dimensions of unemployment: the 
extent, or incidence, of unemployment, and the duration of 
unemployment experienced by individuals. The gross flow 
data, derived from Statistics Canada's monthly Labour Force· 
Survey, provides a measure of the number of persons who 
remain employed, unemployed, or out of the labour force, 
or who move between these states. Researchers have used 
these data to analyse the unemployment rate under "steady­ 
state" conditions in terms of its incidence and duration. For 
details of this methodology and its application to Canadian 
gross flow data, see Hasan and de Broucker [1985]. 

3 The years 1966, 1975, and 1981 are contrasted with 1989 
because they are years of moderately low but not cyclically 
minimal unemployment. The broad conclusions that emerge 
in the discussion are not sensitive to the choice of years. 

4 For an excellent survey of the causes of prolonged unem­ 
ployment in Canada, see Kaliski [1987]. 

5 The "structuralists" view is that various supply-side struc­ 
tural factors (including high real wages and government regu­ 
lations) have contributed to higher natural rates in Western 
European economies [Sachs 1987]. This explanation has been 
subject to critical examination by several authors in the vol­ 
umes edited by Lawrence and Schultze [1987] and Gordon 
[1988]. 

6 According to the American Heritage Dictionary, hysteresis 
is "the failure of a property that has been changed by an 
external agent to return to its original value when the cause 
of the change has been removed." In the physical sciences, 
hysteresis refers to situations where equilibrium is path­ 
dependent. Hysteresis effects in unemployment analysis were 
first discussed by Phelps [1972]. 

7 For theoretical and empirical developments related to hyster­ 
esis effects and unemployment, see Blanchard and Summers 
[1986, 1987]; Layard and Nickell [1987]; Lindbeck and 
Snower [1989]; Solow [1990]; Sachs [1987]; and Bentolila 
and Blanchard [1990]. For some implications of the hyster­ 
esis argument, i.e., the non-uniqueness and path dependence 
of the natural rate of unemployment and the revival of the 
discussion of the unemployment-inflation trade-off, see 
Hargreaves-Heap [1980]; Gordon [1989]; and papers by Coe 
and several other authors in the volume edited by Cross 
[1988]. For empirical tests of unemployment persistence, see 
Franz [1987]; Layard and Bean [1989]; Budd et al. [1987]; 
Barro [1988]; Hughes and Hutchinson [1988]; and 
Alogoskoufis and Manning [1988]. 

8 For a detailed review of the (waning) commitment to the full­ 
employment objective in Canada over the period 1945-85, 
see Campbell [1991]. 

9 This point was originally stressed by Summers [1986]. 

10 Kaliski also made this point. He argued that "it is quite likely 
that, just as in Malinvaud's world classical unemployment, 
caused by a destruction of physical capital, can turn 
Keynesian, so here some Keynesian unemployment may 
have, through a destruction of human capital, become struc­ 
tural" [1987, 689]. 

11 For a debate over the zero-inflation target in Canada, see 
Lipsey [1990]. 

12 The board's operation and mandate will be modelled after 
the proposal developed by the Canadian Labour Market and 
Productivity Centre [Canadian Labour Market and Produc­ 
tivity Centre 1990]. 

CHAPTER 2 

Much of this section is derived from Campbell [1987]. See 
also Bellemare and Poulin-Simon [1988]. 

2 Canada, Department of Reconstruction, Employment and 
Income with Special Reference to the Initial Period of 
Reconstruction, Ottawa, 1945; Provincial Conference on 
Reconstruction, Proposals of the Government of Canada, 
Ottawa, 1945. 

3 Canada, House of Commons, Debates, 1943, p. 2; Bothwell 
and Kilbourn [1979, 164]; Canada, White Paper, 1945, 
pp.l-23. 
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4 Canada, House of Commons, Debates, 1950, pp. 2,52, 58, 
1207-9,2155,3486,416,82-4; 1949,pp. 1435,3185; 1946, 
p. 114; 1951 (first session), p. 4164; 1950, pp. 54-60; 1950, 
p.57. 

5 Ibid., 1955, p. 3. 

6 Ibid., 1953-4, pp. 1947,2086,2104-5,5, 440ff., 1447, 1613, 
4708, 2104, 3226, 2026, 3725-7; 1955, pp. 3, 2721, 2728- 
30, 1416. 

7 Ibid., 1957-8, pp. 3359-61. 

8 Ibid., 1960-1, p. 2; Bothwell et al. [1981,218-9,313]; Bank 
of Canada, Report, 1959, p. 14; Economic Council of Canada, 
Annual Review, Report, 1965, pp. 8-9; Canada, Senate, Spe­ 
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nance, Report, 1963, p.410; Canada, House of Commons, 
Debates, 1960-61, p. 41; Muszynski [1985, 259ff.]. 
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CHAPI'ER3 

The current paper draws from two other papers by the same 
author [see Burns 1990a and 1990b]. 

2 For a detailed description of the methodology for calculat­ 
ing national and provincial natural rates, see Burns [1990 and 
1990b]. 

3 These results are more or less in accord with the findings of 
Miller [1985]. 

4 Hysteresis is a term borrowed from physics. Technically, an 
object is characterized by hysteresis when it shows no ten­ 
dency to return to the previous equilibrium when displaced. 

5 Because our analysis of the impact of government subsidies 
to business and monetary policy on the unemployment rate 
led to only very inconclusive results, it is not reported here. 
Interested readers are referred to Burns [1990b]. 

6 Both the theoretical and empirical literature on the impacts of 
unemployment insurance are voluminous. Gregory and 
Duncan [1980] find that unemployment insurance - in addi­ 
tion to subsidizing prolonged job search-increased youth par­ 
ticipation rates while leaving labour demand unchanged, im­ 
plying higher rates of measured unemployment. Summers 
[1988] presents an efficiency-wage model where small changes 
in unemployment insurance had large unemployment effects. 

7 Experiments with different specifications show that ill has a 
significant unemployment impact. The sensitivity of ill to mo­ 
del specification suggests that there is some underlining collin­ 
earity between the ill proxy and other explanatory variables. 

8 Grossman [1983] argues that minimum wages lead to dis­ 
tortions in the wage structure and increased mismatch due 
to workers' concerns with relative wages. 

9 See, for example, Gordon [1988]; Bean et al. [1986]; and 
Fortin [1989]. 

10 Rahman and Gera, Chapter 8, and Gera, Rahman, and 
Arcand, Chapter 4, discuss these issues. 

CHAPI'ER4 

The survey did not cover the military, fishing, trapping, agri­ 
culture, and domestic services. 

2 For details on the Job Vacancy Survey, see Statistics Canada 
[1978]. 

3 Abraham [1983] considers a number of possible sources of 
downward bias in the U.S. and Canadian NS data and as­ 
sesses the likely magnitude of each understatement in the re­ 
ported vacancy rates that can be attributed to each source. 

4 Dentonet al. [1975], Betcherman [1986], and Kapsalis [1988] 
have constructed this type of series for Canada. For the United 
States, see Medoff [1983], and Abraham and Katz [1987]. 
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5 For more details on the construction of the series, see Statis­ 
tics Canada [1983]. 

6 The coefficient of correlation between the normalized help­ 
wanted index and the vacancy rate over the 1971-78 period 
was 0.64 at the 0.99 significance level. 

7 For detailed econometric results, see Gera et al. [1991]. 

8 These rates are commonly known as "Perry weighted" un­ 
employment rates [see Perry 1970]. In our calculations, the 
age/sex adjustment is based on a decomposition of the la­ 
bour force into 12 categories, including men and women aged 
15-19,20-24,25-34,35-44,45-54 and 55 and over. 

Summers [1986] argues that there is no reason why the logic 
of adjusting changes in labour force composition should be 
applied only to changes in its age/sex composition. The 
"Perry-weighting" exercise can be applied to other changes 
in labour force composition such as marital status, educa­ 
tion, and industry. Less-educated workers tend to have higher 
unemployment rates than do more-educated workers. How­ 
ever, this generation of Canadians are much more educated 
than their counterparts of 20 years ago, a trend which should 
be working to lower unemployment rates. Manufacturing, 
construction, and mining industries tend to have higher av­ 
erage unemployment rates than do services, and trade and 
finance, whose share of the labour force has increased. Single 
people tend to have higher unemployment rates than do mar­ 
ried people, and the share of the married labour force in 
Canada has been declining over time. Thus it is not clear that 
changes in the labour force composition have resulted in an 
increase in the measured unemployment rate. The results of 
this exercise show that for the 1980s, the adjustment for the 
changing marital status of the labour force is quantitatively 
more important than the age/sex adjustment [see Gera et al. 
1988]. The marital adjustment rose in the late 1970s, but un­ 
like the adjustment for age/sex, it has not declined over the 
1980s. Finally, the industry adjustment indicates that changes 
in the industrial composition of the labour force have worked 
to decrease unemployment slightly. 

9 Reid and Meltz [1979], and Betcherman [1986] found simi­ 
lar evidence. For evidence on the outward shift in the U.S. 
unemployment/vacancy relationship see Abraham and Katz 
[1987]; Medoff [1983]; Baily [1984]; Cohen and Solow 
[1967]; Summers [1986]; and Blanchard and Diamond 
[1989]. For the United Kingdom, see Jackman et al. [1984]; 
Jackman and Roper [1987]; and Dow and Dicks-Mireaux 
[1958]. For Germany, see Franz [1987]. For evidence on a 
group of European countries, see Budd et al. [1987]. 

10 The outward shifts in the regional UV curves were estimated 
on the basis of a five-equation system using iterative 
multivariate generalized least squares (or the iterative Zellner 
estimation technique). The reason for choosing this proce­ 
dure was that if nonzero correlations between the disturbance 
terms in regional equations exist, then estimating the regional 
equations separately using the ordinary least squares estima­ 
tion will produce inefficient estimates of the regression co­ 
efficients [Johnston 1972]. 

Il For discussion of the model and what factors shift the UV 
curve, see Gera et al. [1991]. 

12 See, for example, Hasan and Gera [1982]. 

13 For an excellent discussion of these issues, see the Commis­ 
sion of Inquiry on Unemployment Insurance Report, Supply 
and Services Canada, 1986. 

14 Canada is not the only country to experience a rise in long­ 
term unemployment recently; it has increased in the European 
DECO countries, Japan, and the United States as well. The 
major difference between Canada's long-term unemployment 
and that of the other - particularly the European - DECO 
countries, is the magnitude of the problem. For a detailed 
discussion, see Rahman and Gera [1990]. 

15 The long-term unemployment variable used in the regressions 
for the Atlantic and Prairie regions was the national variable. 
This proxy was necessary because there is no consistent time 
series for these regions. 

16 For more discussion on this hypothesis see, Sachs [1987]; 
Blanchard and Summers [1986]; Lindbeck and Snower 
[1986]; and Hargreaves-Heap [1980]. For some empirical re­ 
sults, see Burns [1990] and Chapter 3 in this volume. 

17 We calculated an additional measure of regional mismatch. 
This measure presupposes that a good match between regions 
will occur if the ratio of unemployment to vacancies is the 
same in each region. The incidence of structural unemploy­ 
ment can then be measured by the proportion of unemployed 
who would have to be in a different region for perfect matching 
to take place. Our calculations, based on notified-job-vacancy 
data, indicate that the regional mismatch between unemploy­ 
ment and vacancies decreased in 1982-85, but has recently 
increased to the levels of the late 1970s. This increase in mis­ 
matching suggests that there has been a rise in structural un­ 
employment in Canada over this period [see Gera et al. 1988]. 

18 The index of variation of industrial employment growth rates 
is defined as the standard deviation of the employment growth 
rates of the individual industries from the average employ­ 
ment growth for all industries, weighted by the share of each 
industry in total employment. The index was constructed us­ 
ing data for seven industries - construction, agriculture, com­ 
mercial services, manufacturing, noncommercial services, 
other primary industries, and public administration. 

19 Corak discusses the issue of long-term unemployment and 
older workers in Chapter 7 of this volume. 

CHAPTERS 

See, for example, Crow [1988]; Lipsey [1990]; and Lucas 
[1989]. 

2 For a summary of Keynesian and structuralist interpretations 
of unemployment that dominated debates during the 1950s 
and 1960s, see Lipsey [1965], Ostry and Zaidi [1979], and 
Solow [1965]. 



3 Hasan and de Broucker [1985, Tables 3-3, 3-6, A-I], and 
Skulmis [1983] present steady-state estimates. The work of 
Sider [1985] with U.S. data applies non-steady-state methods 
to the same issue. Salant [1977] has a clear discussion of the 
biases inherent in a survey like the Labour Force Survey, and 
outlines the methodology to correct for them. Corak [1988] 
surveys much of this literature. 

4 These surveys also imply certain biases, the most notable of 
which is a "recall bias." Corak [1990] discusses these in detail 
and surveys many of the studies that have used the Cana­ 
dian data. 

5 "C" represents the cohort of those unemployed at some point 
during the year. 

6 This measure, rather than weighting each of the unemployed 
equally, weights them according to the length of time spent 
unemployed. It is derived from data on the distribution of 
unemployment as [:E (mean) (% total U)]/I00, where the sum­ 
mation is over the duration intervals of unemployment ex­ 
perience, (mean) refers to the average unemployment expe­ 
rience for a particular duration interval, and (% total U) refers 
to the percentage of the total time spent unemployed ac­ 
counted for by those in that duration interval. For example, 
the figure for 1978 is derived from the following data: 

Mean % total U 

Duration interval 
Less than 1 month 0.79 6.70 
2-3 months 2.25 19.90 
4-6months 4.66 29.52 
7-9 months 7.71 22.63 
10-12 months 11.16 21.26 

7 The long-term unemployed are defmed as individuals who 
were unemployed more than six months. 

8 See Corak [1990], Tables 5 to 9. 

9 Carlson and Horrigan [1983] adopt this perspective in a com­ 
ment related directly to the Clark-Summers interpretation. 

10 This is summarized in the figure below. The vertical axis of 
the diagram measures the rate of change in prices - the in­ 
flation rate - while the horizontal axis measures the unem­ 
ployment rate. The curves labelled R-R and RI_RI represent 
the short-term trade-off that is said to exist between these 
two variables. The vertical line between the points S-Si rep­ 
resents the so-called "natural rate of unemployment." An 
expansion in the growth of the money supply can move the 
economy from, say point S to point U along the R-R curve. 
Unemployment will be lower, but the inflation rate will be 
higher. When the expectation of this higher rate of inflation 
is built into new wage settlements, a wage-price spiral may 
result. This is represented by the shift of the R-R curve to 
RI_RI. If the monetary authorities do not increase the rate of 
growth of the money stock any further, this higher rate of 
inflation will erode the real stock of money, cause increases 
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in the interest rate, reduce aggregate demand, and eventu­ 
ally move the economy to point Si. In the final analysis, the 
unemployment rate returns to its original level - the natural 
rate - but the rate of inflation is higher. 

Expansionary Monetary Policy and the 
Natural Rate of Unemployment 

Rate of change in prices 
(per cent per year) 

RI 

r 

ri - 

o 
Per cent of 

>-- __ ~ ~ labour force 

RI unemployed 

11 This may also be represented diagrammatically (see figure 
below). Assume that the economy is situated at point SI, with 
an inflation rate of ri. A reduction in the growth rate of the 
money supply that is consistent with zero inflation causes a 
recession that increases the unemployment rate to x and re­ 
duces inflation to ri' Eventually, when the expectation of zero 
inflation is built into wage and price setting, the RI_RI curve 
will shift to RI-RI' but during this time-interval the reces­ 
sion engenders structural changes that increase the natural 
rate to S I' A zero inflation rate has been obtained, but at the 
cost of a permanently higher unemployment rate. 

Restrictive Monetary Policy and an 
Endogenous Natural Rate of Unemployment 

Rate of change in prices 
(per cent per year) 

RI 

RI 
Per cent of 

o f---_.------"&O---'----- labour force 
unemployed 
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12 The robustness of the empirical estimates varies with the 
estimating equations used, as well as the sample period. 
Indeed, only rarely do analysts attach standard errors to the 
estimates. Many Canadian studies have been produced. Es­ 
timates of the natural rate obtained during the 1980s range 
from 6 to 12 per cent, with most estimates being around 8-9 per 
cent. Ford and Rose [1989] is one example of the many whose 
results are sensitive to the estimation period used. One set of 
estimates is produced for the period 1966-81, and another 
for the period 1982-85. The natural rate estimates differ by 
more than 1 per cent. In the former sample period, the natural 
rate for 1987 is 8.1 per cent, but in the latter it is 9.3 per cent. 
Further, for some specifications of the estimating equations 
a natural rate of 30 per cent is produced! Setterfield et al. 
[1990] is an example of a Canadian study in which specific 
attention is paid to the robustness of the econometric results 
to model specification, definition of the variables used, and 
the standard errors of the estimates. They conclude that they 
"could find a [natural rate] model with desirable econometric 
properties to recommend almost any feasible male unemploy­ 
mentrate as the [natural rate] in Canada in the mid 1980's .... 
[The natural rate] may depend to an unwarranted degree on 
how econometricians resolve technical issues of estimation" 
[16-17]. 

13 This hypothesis, the "insider-outsider" theory, is the centre­ 
piece of the model of Blanchard and Summers [1986], and 
of the work of Lindbeck and Snower [1989]. 

14 In more technical terms, there might be positive externali­ 
ties in the production process that are external to the firm, 
but perhaps internal to the industry. 

CHAPTER6 

1 The results reported here are drawn from Burns [1991]. 

2 The provincial unemployment rate is equal to the sum of the 
unemployment rates in all industries weighted by the indus­ 
try labour force shares. Provincial unemployment rates can 
differ because industry labour force shares differ from prov­ 
ince to province, because industry unemployment rates differ, 
or as a result of some combination of the two effects. 

3 Burns [1989] provides an in-depth discussion of the estimates 
of the probabilities, and Burns [1991] discusses their use in 
the calculation of the impact of industrial structure. 

4 Howitt and McAfee [1987] provide an interesting search­ 
theoretic model which allows for demand deficient unem­ 
ployment, search unemployment and, if extended somewhat, 
different unemployment rates in different labour markets. 

5 For the purposes of this table, the census unemployment rates 
have been made to conform to the monthly (not seasonally 
adjusted) Labour Force Survey unemployment rates for June 
of each year. For an explanation of the methodology, see 
Burns [1991]. 

6 Even with the much greater effective level of disaggregation 
in our estimates, it is possible that the degree of unemploy­ 
ment disparity explained by structure could be understated 
due to aggregation bias. Differences in the make-up of the 
broad aggregate groupings we use to distinguish between in­ 
dustries could lead to different estimated unemployment 
probabilities. 

Take, for instance, the canning and auto-parts industries. In 
our disaggregation both are manufacturing industries. It may 
be that the unemployment probability associated with the 
canning industry is the same in all provinces; similarly, the 
probability associated with the auto-parts industry might be 
the same across the country. Despite the interprovincial equal­ 
ity of subsector unemployment probabilities, if the propor­ 
tions of canning versus auto-parts workers differ from prov­ 
ince to province, and the unemployment probability of each 
subsector is different, then the average unemployment prob­ 
ability of the manufacturing sector will differ across prov­ 
inces. That difference will be reflected in different estimated 
conditional probabilities, and what should be considered a 
structural effect will be miscategorized as nonstructural. 

7 Insofar as these differences serve to make one industry or 
sector different from another, their effect on estimated coef­ 
ficients is analytically identical to aggregation bias. In this 
case, it is the quality of the resources or the climate that dis­ 
tinguishes between industries. 

If one were to follow a reductionist line of reasoning, all dif­ 
ferences could be attributed to structure, assuming that struc­ 
ture were measured sufficiently finely. The dividing line be­ 
tween structural effects and behavioural effects will always 
be arbitrary, to some extent. Where we draw the line between 
structural and nonstructural effects will depend on the avail­ 
able data, and also on pragmatic considerations such as the 
usefulness of further disaggregation. In our case, the limit­ 
ing factor is data. 

8 The logic of this argument is identical to that of Lilien [1982], 
although the modelling and context are substantially differ­ 
ent. 

CHAPTER 7 

The source for the following discussion is Darby et al. [1985]; 
and Corak [1990a]. 

2 To see this, let the unemployment rate - the number of un­ 
employed divided by the number in the labour force - be rep­ 
resented as UR = UjLF. The change in the unemployment rate 
may be derived as: 

/lUR = $ - nUR_1 

where $ is the rate of inflow into unemployment (the number 
of new job searchers divided by the number in the labour 
force),1t is the rate of outflow from unemployment, and UR_1 



is the unemployment rate in the previous period. This is a 
slight simplification of the actual partial adjustment equation 
that governs the dynamics of the unemployment rate, but it 
does illustrate the fact that the unemployment rate will rise 
(/':,.UR will be positive) whenever inflows exceed outflows. 
It also illustrates that the rate of inflow and outflow are the 
important parameters determining how quickly the unem­ 
ployment rate will change. Further, since /':,.UR = UR - UR -I' 
the above equation can also be written as UR = $ + (I-x) 
UR -I. Thus the unemployment rate at any point in time con­ 
sists of all the new entrants plus those individuals unem­ 
ployed in the previous period who did not leave. 

3 To calculate these inflow and outflow rates we followed the 
method of Darby et al. [1985] by using the number of indi­ 
viduals that have been unemployed from 0 to 4 weeks at the 
time the Labour Force Survey is conducted, [.JO-4. This 
number represents the number of new entrants to unemploy­ 
ment. The annual averages of this figure are used to calculate 
the exit rate as: x = 1- (U - [.JO-4)/U, 1 minus the retention 
rate. The rate of inflow is given as: $ = [fr4/LF. The major 
reason for adopting this method is to avoid the use of gross 
flows data. The validity of these data has been questioned; it 
is likely that, because of reporting errors stemming in part 
from rotation group and recall biases, gross flows data over­ 
state the number of transitions that occur in the labour sector, 
particularly between the states of unemployment and not-in­ 
the-labour-force. Poterba and Summers [1986] examine the 
U.S. version of this data in this light, and Stasny [1983] as­ 
sesses the Canadian data: By using [fr4 directly as it is given 
in the Labour Force Survey, these problems can be avoided. 
Thus the transition rates that are calculated refer to unem­ 
ployment, in the job search sense of the term. The two re­ 
maining states cannot be distinguished [see Corak 1990d]. 

4 The unemployment experience of females involves issues of 
gender discrimination and family responsibilities, and is out­ 
side the scope of this analysis. 

5 The complete list of control variables is: age, education, 
household head or not, marital status, receipt of supplemen­ 
tary income or unemployment insurance benefits, province, 
industry, occupation, union status, reason for separation from 
previous job, wage rate, relative wage rate, length of previous 
job, seasonal controls, growth in provincial GOP, and the dif­ 
ference between Canadian and U.S. interest rates. The esti­ 
mation procedure also permitted the probability of leaving 
unemployment to change with the length of the unemploy­ 
ment spell, and controlled for any unobserved differences 
between individuals. 

CHAPTER8 

These data are from the Labour Force Survey (LFS), which 
defines the duration of unemployment as the number of con­ 
tinuous weeks in which a person is considered unemployed. 
It reports on incomplete or in-progress unemployment spells 
and therefore is not a precise picture of the average length 
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of completed spells of unemployment. Nevertheless, the sur­ 
vey provides useful information on the incidence of long­ 
term unemployment in Canada. 

2 If the number of persons entering and leaving unemployment 
were constant over time, the average duration of completed 
unemployment spells would be double the average duration 
of in-progress spells. While this "steady-state" condition does 
not of course hold, in the absence of precise data on com­ 
pleted spells the doubling technique provides a rough ap­ 
proximation of their length. 

3 We also examined the incidence of LTU by sex, marital sta­ 
tus, and educational level and found that: 
- Male workers, particularly older males, experienced more 
LTU than female workers. 
- Married males were more vulnerable to L TU than single 
males. 
- There was a higher incidence of L TU among less­ 
educated persons than among those with greater education 
levels. 
- The industry and occupation of the last job held also mat­ 
tered. Workers in goods-producing industries experienced 
relatively higher incidences than those in service industries. 
However, the incidence of LTU has risen in every industry 
and occupation. 

4 These are gross flows data, based on the Labour Force Sur­ 
vey. One sixth of the LFS sample is rotated each month and 
is surveyed for the next five months. This means that five 
sixths of the sample is identical between any two consecutive 
months and can be matched to trace a person's experience 
of employment, unemployment or movement into or out of 
the labour force for the current and previous months. These 
matched data constitute the gross flows data set. For more 
details, see Hasan and de Broucker [1985]. 

5 Our gross flows data did not allow the disaggregation of the 
25-and-over age group. However, Corak [see Chapter 7] uses 
the LFS to disaggregate inflow and outflow data for workers 
aged 25-44 and 45 and over. He reports that for both these 
groups, but particularly for older workers, inflow rates were 
high and outflow rates low between 1983 and 1988. 

6 The exit probability is the percentage of each of the above 
unemployed groups who leave the state of unemployment in 
a given quarter. A note of caution in interpreting the data on 
exit probabilities: since they include not only those who move 
from unemployment to employment but also those who leave 
the labour force, the probabilities may overestimate the 
chances of certain groups of unemployed persons finding 
work. Nevertheless, the degree of variation in these exit prob­ 
abilities does serve to illustrate the different degrees of risk 
of remaining unemployed to which different groups are ex­ 
posed. The annual exit probabilities were calculated as aver­ 
ages of quarterly exit probabilities. The quarterly exit prob­ 
abilities were calculated in the following way. For the 
short-term unemployed, the probability is measured by com­ 
paring the number of those unemployed for three to six 
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months with the number of those unemployed for less than 
three months at a point three months (a quarter) earlier. For 
the long-term unemployed, the probability is measured by 
comparing the stock of persons unemployed for a year or 
more with the stock of persons unemployed for six to twelve 
months at a point six months (two quarters) earlier. The for­ 
mula used is as follows: 

I 2 V,_1 - V, 
1 V,_1 

where V(i) = number of unemployed for i months/years or 
more at time t. The appropriate V; in the case of the long­ 
term unemployed would have been the number of individuals 
unemployed for 12-18 months. However, as unemployment 
data for this particular duration were not available, we used 
data for those unemployed for 12 months or more as a proxy. 
Our judgment is that most of those unemployed for 12 months 
or more would in fact fall into the 12-18 month category. 

This method of computing exit probabilities does not control 
for the influence of other factors such as peoples' individual 
characteristics. Nevertheless, it provides a general idea of the 
chances of escaping from unemployment. 

7 This argument is based on evidence provided in Economic 
Council of Canada, Annual Review [1990]. 

8 As one of the referees points out, measures of the severity of 
the mismatches should include evidence on the duration of 
vacancies as well as on the duration of unemployment. The 
duration of vacancies provides a notion of the labour demand 
situation. However, we are not aware of the existence of such 
a data base. 

9 For details on the methodology and results, see Rahman and 
Gera [1990]. 

10 The impact of policies such as wage subsidies on the unem­ 
ployment/inflation trade-off are discussed in some detail in 
Gera [1988]. This analysis suggests that because wage sub­ 
sidies target workers who are relatively disadvantaged as a 
result of high unemployment, less bargaining power, rigid 
wages, or other characteristics, they place no upward pres­ 
sure on wage costs in the aggregate. Thus unemployment 
could fall without any attendant increase in inflation - a phe­ 
nomenon that has been referred to as "cheating the Phillips 
curve" [Baily and Tobin 1977]. 

11 For a detailed discussion on this point, see Gera [1988]. 

CHAPTER9 

Empirical testing of the impact of sectoral shifts on unem­ 
ployment has been mainly at the aggregate level (see, for 
example, Lilien [1982] for the United States; and Samson 
[1985] for Canada). For debate surrounding empirical issues, 
see Abraham and Katz [1986]; Charette and Kaufman [1987]; 
Nee1in [1987]; Burns [1990]; and Gera and Rahman [1991]. 

2 There is an interesting controversy surrounding the interpre­ 
tation of the sectoral-shifts hypothesis regarding intersectoral 
labour mobility and unemployment. In contrast to Lilien's 
interpretations of the sectoral-shifts hypothesis, Murphy and 
Topel [1987] argue that labour mobility among the different 
industries must be countercyclical. Mobility should be high­ 
est (or lowest) in periods of high (or low) unemployment. 
And industry movers should account for the major part of 
variations in unemployment. These findings are contrary to 
their interpretation of the sectoral-shifts hypothesis. For more 
on this debate, see Gera and Rahman [1991]. 

3 Another inference drawn by Murphy and Topel on the basis 
of the sectoral-shifts hypothesis is that the distribution of 
unemployment arising from sector-specific shocks will be 
non-neutral across the economy. However, they fmd that in 
the United States, "the trend toward higher unemployment 
is not heavily concentrated in particular sectors in the 
economy. Unemployment has increased in all major indus­ 
tries, in all age and schooling groups, and in all major re­ 
gions of the country. The timing and magnitude of changes 
in unemployment are very similar across identifiable groups." 
This broad-based neutrality of the unemployment experience 
leads them to question the importance of sector-specific fac­ 
tors as a determinant of unemployment in the United States. 
However, they do not rule out all influences. Changes in one 
sector can spill over into other sectors, particularly the re­ 
lated ones. Murphy and Topel find that the manufacturing 
sector generates geographically concentrated spillover effects, 
which could be an explanation for the apparent aggregate 
neutrality in unemployment rates, especially if the effects are 
large and are transmitted rapidly. 

4 Osberg [1988] extends his analysis to the relationship be­ 
tween interindustry mobility and local unemployment rates 
for the 67 economic regions in Canada. His results suggest 
that for female workers, there is a sigrtificant negative rela­ 
tionship between the movements in the mobility and unem­ 
ployment rates. He does not find a statistically significant 
relationship for males. 

5 The term "first job" does not refer to the very first job ever 
held by an individual, but to the first job held in 1986, re­ 
gardless of when the job started. 

6 See, for example, Rahman and Gera [1990]. 

7 For a detailed discussion of this multivariate analysis, see 
Gera and Rahman [1991]. 

8 The fact that these workers experience relatively severe ad­ 
justment problems is corroborated by evidence on the expe­ 
riences of the permanently laid-off workers in 1981 and 1984. 
In January 1986, Statistics Canada conducted the "Survey 
of Displaced Workers" in order to obtain information on the 
labour force experience of workers who lost their full-time 
jobs during the period 1981-84 and who were not recalled 
or rehired by the same employer. For details of the survey 
and fmdings, see Picot and Warmel [1987]. 



9 See Gera and Grenier, Chapter 10 in this volume. For the 
evidence in the United States, see Summers [1986]. 

10 For details of the methodology used, see Gera and Rahman 
[1991]. 

11 For a detailed discussion of industry spillover effects, see 
Economic Council of Canada, Annual Review [1990]. 

12 See Department of Employment and Immigration, An Over­ 
view of International Trade and Domestic Labour Market 
Adjustment in Canada, November 1985. 

13 See Corak [1990c] and Chapter 7 in this volume. 

CHAPTER 10 

The concept of involuntary unemployment relies on some 
notion of segmented labour markets [see Summers 1986]. If 
labour markets are segmented, it is possible to observe in­ 
voluntary unemployment in the sense that the unemployed 
are unable to get a job at a wage that other workers of that 
ability are receiving. Segmented labour markets also raise 
the possibility that some of the unemployed prefer to remain 
unemployed in order to queue for high-wage jobs. 

2 For a detailed review of compensating wage differentials, see 
Digby and Riddell [1986]. 

3 See, for example, Dickens and Katz [1987]; Krueger and 
Summers [1988]; and Murphy and Topel [1987]. 

4 The main advantages of that survey are that 1) it provides 
for a large number of control variables that affect wages; 
2) the industry categories are quite detailed (52 industries); 
and 3) information is available for more than one job for each 
individual, which makes it possible to analyse workers who 
changed jobs. The sample was stratified so that each Cana­ 
dian region had a sufficient number of observations. The 
weights we used are those provided by the survey. 

The subsample we use in our analysis excludes self-employed 
workers and paid workers in agriculture, public administra­ 
tion, and defence, because the process that determines remu­ 
neration for those workers has some characteristics that may 
complicate a study of interindustry wage differentials. This 
choice of industries is similar to that of Krueger and Sum­ 
mers [1988]. 

5 The estimates are based on a regression analysis which takes 
into account the individual differences in human capital and 
other personal attributes that affect wages. More precisely, 
we report the coefficients of industry dummy variables in 
regression equations where the dependent variable is the na­ 
tural logarithm of the hourly wage. The coefficients of the 
industry variables are further restricted in such a way that 
the sum of the coefficients weighted by the share of each 
respective industry in total employment is equal to zero. See 
Gera and Grenier [1991] for more details. 
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6 See Gera and Grenier [1991] for more details. Similar find­ 
ings are reported by Dickens and Katz [1986] for the United 
States. 

7 For a discussion of how finn size can affect wages, see Brown 
and Medoff [1989]. 

8 These results are consistent with the general conclusions of 
other studies that industry wage differentials are relatively 
constant over space and time. See, for example, Krueger and 
Summers [1988]. 

9 Murphy and Topel [1987] develop a statistical procedure for 
assessing the potential importance of unobserved labour qual­ 
ity in driving the wage differentials. Their results lead them 
to conclude that unobserved ability accounts for the bulk of 
the industry wage differentials. These findings have been 
questioned by Katz and Summers [1989]. 

10 The Labour Market Activity Survey (LMAS) tracks up to 
five jobs per worker during 1986. Because the number of 
observations for the third, fourth, and fifth jobs held is too 
low for meaningful statistical analysis, the evidence presented 
here pertains to those individuals who separated from the first 
job they held in 1986 and found a second job during the year. 
The data set contains 32,945 first-job holders; 1,996 of them 
left their job in 1986 and found another in a different 2-digit 
industry during the year. 

11 Job le avers include those who quit their job for personal and 
nonpersonal reasons, which are defined as the following: 
Personal reasons: personal or family responsibilities (includ­ 
ing changes in family circumstances, serious family illness, 
etc.); changed residence; and retirement; 
Nonpersonal reasons: dissatisfied with job for reasons of low 
pay, no opportunity for advancement, no opportunity to use 
training or skills, working conditions including physical con­ 
ditions, transportation problems and hours of work, other; 
worried about layoff, job security or reduction in hours; found 
new job; and going to school. Job losers are those who lose 
their job for the following reasons: 
Job losses: employer-initiated separations; seasonal nature 
of job; nonseasonal economic or business conditions; com­ 
pany moving or going out of business; installation of, or con­ 
version to, new equipment; an on-call arrangement; end of a 
temporary nonseasonal job; dismissal by the employer; sale 
of the firm: 
Job interruptions: temporary job separations; bad weather; 
labour dispute (strike or lockout); unpaid vacation. 

12 Krueger and Summers [1987] and Dickens and Katz [1987] 
argue that the evidence of regularities in the industry wage 
structure over time and space combined with the findings that 
more profitable industries pay higher wages casts further 
doubt on unmeasured labour quality as an explanation for 
wage differentials. The argument is: Why would there be a 
correlation between unmeasured labour quality and product 
market characteristics? 
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13 Workers may be compensated for differences in unemploy­ 
ment risk acr9ss industries. Murphy and Topel [1987] find 
that this factor accounts for only quite a small fraction of 
interindustry wage differentials. 

14 For other research showing the relationship between wages 
and turnover, see, for example, Pencavel [1970]; Freeman 
[1980]; and Krueger and Summers [1987, 1988]. 

15 This would be particularly true if the demand for labour in 
those industries is inelastic. 

16 This pattern has also been found in the United States. See 
Katz and Summers [1989]. 

17 In the recent literature, two other rent-sharing explanations - 
the insider-outsider model and the union threat model- have 
been proposed as possible explanations of industry wage dif­ 
ferentials. The insider-outsider model is based on two argu­ 
ments: (i) that turnover costs associated with hiring, training, 
and firing workers discourage firms from replacing existing 
workers (insiders) with unemployed workers (outsiders), and 
(ii) that insiders are able to influence the wage-bargaining 
process without taking into account the interests of outsiders. 
A key implication of both arguments is that the influence of 
insiders on the wage-setting process prevents firms from re­ 
ducing wages in the face of an excess supply of labour. As a 
result, unemployment may persist even in the face of high 
levels of unemployment overall. For a detailed discussion of 
insider-outsider models, see Blanchard and Summers [1986]; 
Solow [1985]; Lindbeck and Snower [1986]; and Katz 
[1988]. Dickens's and Katz's union threat model [1986] ar­ 
gues that wage premiums may be related to the presence of 
unions or to the threat of collective action by workers. Firms 
may find it profitable to pay higher than competitive wages 
to unionized workers to prevent strikes and maintain indus­ 
trial peace. 

18 See, for example, Akerlof and Yellen [1987]. 

19 Carmichael [1990] points out that other models could also 
lead to the same conclusions. The conclusion that can be 
drawn from this is that the existence of large interindustry 
wage differentials is certainly consistent with the efficiency 
wage models, but it does not prove by itself the validity of 
those models. 

20 Employment growth will not lead to equal percentage reduc­ 
tions in unemployment if it is associated with either popula­ 
tion growth or an increase in labour force participation. 

21 Summers [1986] suggested this notion of transitional unem­ 
ployment while explaining the unemployment patterns of 
males in the United States. The concept of "transitional unem­ 
ployment" or "wait unemployment" was earlier suggested by 
Hall [1975]. This view dates back to the seminal work of Harris 
and Todaro [1970] in the context of underdeveloped econo­ 
mies. It is related to the presence of a segmented labour market 
- a labour market with a high-wage primary sector and a low­ 
wage secondary sector. For other models along the similar 
lines, see McDonald and Solow [1985]; and Dickens and Lang 
[1988]. Efficiency wage theories have important links with 
the segmented labour market theory since it can be argued 
that the primary sector pays efficiency wages, while the sec­ 
ondary sector does not. Katz [1986] argues that the shirking 
model also provides a rationale for segmented labour mar­ 
kets with a wage differential for similar workers across the 
primary and secondary sectors and rationing of primary sector 
jobs. Jones [1987] argues that efficiency wage considerations 
are important when it is expensive for primary-sector em­ 
ployers to monitor the workers' effort. Employers then fmd 
it optimal to hire from the pool of the unemployed, using 
acceptance of low-wage jobs as device to screen out less­ 
motivated individuals. Our evidence does support the idea 
that higher turnover rates are associated with low-paying jobs. 
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