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ONDE EN 1972, I’'INSTITUT DE RECHERCHE EN POLITIQUES
Fpubhques est un organisme canadien indépendant,
bilingue et sans but lucratif.

Sa mission consiste a améliorer les politiques
publiques en produisant des recherches, en proposant de
nouvelles idées et en éclairant les débats sur les grands
enjeux publics auxquels font face les Canadiens et leurs
gouvernements.

L'indépendance de I'Institut est assurée par un fonds
de dotation établi au début des années 1970 grace aux
contributions des gouvernements fédéral et provinciaux ainsi

que du secteur privé.

E RESEAU CANADIEN DE CHERCHEURS DANS LE DOMAINE DU

marché du travail et des compétences (RCCMTC) est
un organisme national qui a pour but d’approfondir notre
compréhension du marché du travail canadien et de contribuer
a l'élaboration de politiques fondées sur des données probantes.
Il regroupe des chercheurs du monde universitaire, des milieux
gouvernementaux et du secteur privé dont les champs d’étude
vont des relations industrielles 4 'économie du travail en passant
par la sociologie et les sciences politiques.

Fondé en 2006 avec 'appui financier du Conseil de
recherche en sciences humaines du Canada, le RCCMTC a
mené a bien de nombreuses recherches avec des partenaires
comme Emploi et Développement social Canada et I'nstitut
de recherche en politiques publiques, sur des enjeux comme
I'enseignement primaire et secondaire, la formation en
apprentissage, le vieillissement démographique et les politiques
de retraite. Outre ses conférences annuelles et ses ateliers
thématiques, le RCCMTC a produit depuis sa création plus
de 150 documents de travail et publié les résultats de ses

recherches dans son mensuel Marché du travail en revue.



I ;’OUNDED IN 1972, THE INSTITUTE FOR RESEARCH ON Public
Policy is an independent, national, bilingual, nonprofit I n n n
organization. I “ r r

The IRPP seeks to improve public policy in Canada

by generating research, providing insight and informing Institute for
d b d . 1 . f . Hese_arch on
ebate on current and emerging policy issues facing Public Policy
Canadians and their governments. Institut de
reche;_t;l_le
1 ’s 1 1 en poiitiques
The Institute’s independence is assured by an Sl Tates

endowment fund, to which federal and provincial
governments and the private sector contributed in the early
1970s.

HE CANADIAN LABOUR MARKET AND SKILLS RESEARCH NETWORK
(CLSRN) is a pan-Canadian research network devoted to

strengthening our understanding of Canada’s labour market

CLSRN
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and contributing to evidence-based policy. The network brings
together researchers in academia, the government and the
private sector in various fields including industrial relations,
labour economics, political science and sociology.

The network was established in 2006 with funding
from the Social Sciences and Humanities Research Council of
Canada. It has carried out research programs with partners
such as Employment and Social Development Canada and
the Institute for Research on Public Policy on issues such as
elementary and secondary education, apprenticeship training,
and aging and retirement policies. In addition to holding an
annual research conference and thematic workshops, since its
inception the CLSRN has released over 150 working papers
and disseminated its research findings through its monthly
publication Labour Market Matters.



Income Inequality in Canada:
Driving Forces, Outcomes and Policy
David A. Green, W. Craig Riddell

and France St-Hilaire

Context and Rationale

N THE LATE 1970S, THE AMERICAN ECONOMIST HENRY AARON FAMOUSLY DECLARED
Ithat studying inequality was “like watching the grass grow” because it changed
so little over time. At about the same time, Lars Osberg (1981), in his seminal
book on inequality, also noted the lack of movement in inequality in Canada since
the Second World War. Within a few short years, however, the topic became
anything but boring and a lot less predictable: earnings inequality in a variety of
countries, including Canada, shot up and kept on growing. Along with it grew
a voluminous literature on the causes and consequences of inequality. By 2008
even the Organisation for Economic Co-operation and Development (OECD)
— typically a cautious and centrist institution — was sounding the alarm about
“the pervasive, decades-long rise in income inequality” in most member countries
(OECD 20154, 21).! Although late to the party, the OECD was forceful, some
years later, in describing the level of concern sparked in many countries by the
2008 recession and financial crisis, which brought inequality to the centre of the
public consciousness:

Income inequality has been rising over the years in the vast majority
of OECD countries. Addressing these trends has moved to the top of
the policy agenda in many countries. This is partly due to worries that
a persistently unbalanced sharing of the growth dividend will result
in social resentment, fuelling populist and protectionist sentiments

and leading to political instability...Another reason for the growing
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interest in inequality is the concern that cumulatively large and some-
times rapid increases in income disparity might have an effect on
economic growth and on the pace of exit from the current recession.
(OECD 20154, 60)

Meanwhile, in Canada, the discussion about inequality has been polarized
and, at times, confusing. From across the border, we hear the growing chorus of
concern about rising inequality from our US cousins. Speaking of the challenge
inequality represents for the United States, President Barack Obama called it “the
defining issue of our time.” But is it the defining issue for Canada? Some of the debate
on this side of the border has relied on US facts and arguments to imply that it is.
The truth, as we will see, is more complicated. As Fortin et al. (2012) and others
have shown — and as documented in detail in this book — the Canadian experience
includes substantial increases in earnings and income inequality since 1980, but little
movement in aggregate measures of inequality in the past 10 years. It also has an
important regional dimension that is masked by the usual national indicators.

As Keith Banting and John Myles point out in their contribution to this
volume, the complex pattern of inequality growth in Canada has led to conflicting
interpretations of what is happening and even whether a problem really exists. “In
effect, the country has become engaged in a vigorous struggle to define or ‘frame’
the new inequality and the social stresses it brings in its wake” (510). And there
is no clear winner so far. This malaise or ambivalence was evident in the 2015
federal election. Although party platforms and electoral debates focused on poli-
cies and programs aimed at addressing inequality — for example, child benefits,
tax reductions for the middle class and increases for those at the top, employment
insurance (EI) — the term and the issue itself were conspicuously absent from
the parties’ messaging. The focus instead, as Banting and Myles point out, was
very much on helping the broadly defined “middle class” and working families
with children. There are probably many reasons for this, but it is no doubt fair
to say that it partly reflects a general lack of consensus regarding whether income
inequality really is a problem in Canada and, if so, whether it can be mitigated.

In our view, this is an unsatisfactory state of affairs. As Canada begins to
feel the economic effects of population aging and pursues efforts to engage more
broadly in the global economy through trade, foreign investment and immi-
gration, many of its labour market, education, skills development and tax-and-

transfer policies need to be revisited. Determining which new policy approaches
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or directions are best suited to counteract inequality trends while promoting
economic growth requires a deeper understanding of these complex dynamics.

Starting from that perspective, we set out to conduct a comprehensive and
in-depth examination of the Canadian experience relating to income inequality.
The project stems from a unique collaboration between the Institute for Research
on Public Policy (IRPP), Canada’s premier policy think tank, and the Canadian
Labour Market and Skills Researcher Network (CLSRN), a pan-Canadian network
of researchers in academia, government and the private sector. This volume,
which draws on research and analysis by many of Canada’s leading scholars work-
ing on inequality, is the result of this multiyear collaborative initiative.

In this chapter, we draw together the research presented in the book
to address three questions of central interest. First, has inequality increased in
Canada? Although the question is bluntly phrased, the answer, as we will see, is
in many ways nuanced. Second, what policy tools are available to affect inequality
and how have they performed? Third, what should Canada do about inequality
going forward? In answering these questions, we will try to convey some of the
complexity and key insights to be derived from the evidence, but for a fuller

analysis, we direct the reader to the relevant chapters elsewhere in the book.
Has Inequality Increased?

ANY CANADIANS ARE AWARE THAT THEIR SOCIETY HAS BECOME LESS EQUAL OVER THE
Mpast 30 to 40 years, and that the incomes of those at the very top of the income
distribution have risen much more than the incomes of others. Despite this awareness
and the broad academic consensus that supports it, there are conflicting narratives
about the “facts” relating to growing income inequality in Canada. As Banting and
Myles point out, there are “inequality Cassandras” and “inequality deniers” — much
as there are believers and skeptics on other high-profile issues such as climate change.
Media attention given to these opposing narratives might have contributed to confu-
sion and some uncertainty about the extent to which inequality is growing and wheth-
er rising inequality is really a serious problem. One objective of this volume is thus to
provide a comprehensive picture of the Canadian experience, including important new
evidence on a number of dimensions not previously explored.

Our focus is on income inequality, in part because that has been the

main object of the public and policy discussion about inequality. In addition, in
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contrast to measures of wealth, a variety of measures of income are available on a
regular and timely basis. But the principal reason for focusing on income inequal-
ity is that income — especially labour market income — is the key contributor
to the well-being of Canadian families. Although several chapters focus on labour
market earnings and show that these are the primary locus of the rise in inequality
over the past three to four decades, we start with family income, which more fully
captures changes in the economic well-being of Canadians.

The story about inequality in Canada is potentially confusing, in part
because of the way inequality has changed over time. This is effectively summar-
ized in figure 1, which plots the Gini coefficient,” a commonly used measure of
income inequality, for market income (income before taxes from all sources other
than government transfers), total income (income before taxes from all sources,
including government transfers) and after-tax income (total income after taxes
and transfers) over the period from 1976 to 2011. To take account of differences
in family size, the figure presents adult-equivalent-adjusted family income, which
incorporates an adjustment for the fact that it costs less than twice as much to feed

and house two people living together as it does for each individually.’

Figure 1
Income inequality before and after transfers and taxes, Canada, 1976-2011
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Several points are evident in figure 1. First, inequality in family market
income increased substantially over the 35-year period, with the Gini coefficient
rising from 0.365 to 0.446, an increase of about 22 percent. As Banting and
Myles note, this is “a huge change in a measure that is difficult to move” (511).
Second, the trend was not steadily upward. In particular, sharp increases in mar-
ket income inequality occurred during the recessions of the early 1980s and early
1990s, the two most severe Canadian recessions of the postwar period. Third,
although market income inequality declined during the recovery and boom of the
1980s (from 1983 to 1989), inequality continued to rise during the latter half of
the 1990s, a period of strong economic growth.

Figure 1 also plots the Gini coefficient of adjusted after-tax family income.
The difference between this line and the market income inequality line shows
how much the tax-and-transfer system reduces inequality in real family incomes.
This reduction is substantial: in the most recent year (2011), it reduced the Gini
coefficient by more than 28 percent, from 0.436 in market income to 0.313 in
alter-tax income. Also noteworthy is the changing role of the tax-and-transfer
system in offsetting increases in market income inequality. Between the mid-
1970s and the mid-1990s, after-tax income inequality did not increase, despite
a significant rise in market income inequality and two major recessions. The tax-
and-transfer system “did its job” and, accordingly, rising market income inequal-
ity was not regarded as a serious policy concern in Canada. Since the mid-1990s,
however, the redistributive impact of taxes and transfers has fallen substantially
and, as a consequence, after-tax family income inequality increased even more
rapidly than market income inequality for a period of several years. This pattern
of changes in the tax-and-transfer system — exacerbating, rather than offsetting,
inequality — was especially evident in the latter half of the 1990s. The net out-
come is an increase in after-tax income inequality of about 10 percent since 1980.

We can obtain an alternative perspective on inequality trends by examin-
ing inequality in consumption, rather than income. A forthcoming article in the
Canadian Journal of Economics by Sam Norris and Krishna Pendakur, summarized
in this volume,* provides new evidence on consumption inequality in Canada.
As they argue, consumption is a good proxy for lifetime income, which is not
as subject as annual income to the effects of life-cycle transitions (from school
to work and then to retirement) and short-term fluctuations in financial circum-

stances. Indeed, households’ consumption decisions are informed not only by
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their current income and savings, but also by their expectations of future income
and costs. This “consumption smoothing” means that inequality in consumption
might come closer than inequality in annual income to what we truly care about:
differences in lifetime well-being and opportunities. Unfortunately, data on con-
sumption are not available to the same extent as those on income, and consump-
tion surveys have much smaller sample sizes, making them less reliable.

Norris and Pendakur use Statistics Canada’s Survey of Household
Spending to study consumption inequality in Canada over the period from 1997
to 2009. As expected, given our prediction of greater volatility in annual income,
they show that inequality in consumption (with a Gini coefficient of 0.275 in
2006) is lower than inequality in income (with a Gini coefficient for after-tax
income of 0.316). Unfortunately, changes in survey data-processing procedures
complicate comparisons of data before and after 2006. Nonetheless, the authors
show that the Gini coefficient for consumption rose by almost 10 percent, from
0.251 to 0.275, between 1997 and 2006, an amount similar to the increase in
alter-tax income inequality that took place following the tax-and-transfer cuts
of the mid-1990s and early 2000s. After 2007, in comparison, consumption
inequality changed very little, matching the relative stability of income inequality
over the same period. Thus, consumption inequality patterns support our overall
conclusion from income data: inequality rose in the late 1990s and early 2000s
and stabilized after the mid-2000s.

Canada is not alone in experiencing rising wage and income inequality.
The chapter by Andrew Heisz provides an overview of Canadian trends and how
our situation compares with that of other OECD countries. Based on comparative
work by the OECD, Heisz notes that in 2008, Canada (with a Gini coefficient of
0.324) ranked in the middle of OECD countries in terms of the level of after-tax
family income inequality. Income inequality in Canada exceeded that in most
European countries, including France, Germany, Denmark, Sweden, Norway
and Finland (where the Gini coefficient ranged from 0.248 to 0.295); was similar
to that in Japan, New Zealand and Australia; and was below that in the United
Kingdom (0.345) and the United States (0.378). Over the 1985-2008 period,
inequality rose in most OECD countries, including in low-inequality countries
such as Sweden and Finland, and again the increase in Canada was about aver-
age (see Heisz, figure 2). According to the OECD, several European countries

have experienced further increases in inequality in the aftermath of the global
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economic crisis, as have high-inequality countries such as Mexico and the United
States, where the Gini coefficient now exceeds 0.4 (OECD 2015a). In contrast,
Canada saw a slight decline in inequality from 0.321° in 2008 to 0.315 in 2011
(the latest year for which data are available), although it maintained its middle
ranking among OECD countries.

The fact that income inequality has increased in many developed countries
over a similar period suggests common underlying causes. Although disagreement
remains about the relative importance of the contributing factors, a large research
literature has investigated the causes. The driving force that has received the
most emphasis is technological change, especially advances in information and
computer technologies. The core idea is that these new technologies complement
skills, in terms of both education and competence in performing cognitive tasks.
That is, the new technologies enhance the productivity (and with it, the wages)
of skilled workers while replacing workers who perform routine tasks that com-
puters can do easily, resulting in lower wages and employment for those workers
(see, for example, Autor, Levy and Murnane 2003). We review the evidence on
these technological change effects in the Canadian context later in this chapter.

A related driving force is the globalization of economic activity. Many tasks
that computers can perform can also be carried out by workers in countries with
lower wages — a phenomenon captured nicely by the title of Richard Freeman’s
1995 paper, “Are Your Wages Set in Beijing?” Technological change has also con-
tributed to the “decline of distance,” as the costs of moving manufacturing and
other operations from one location to another have declined. The consequences
might be higher earnings for those at the top of the income distribution —
associated with the increased global reach of multinational corporations — and
downward pressure on the wages of those in the middle and at the bottom of the
distribution.

Although all industrialized countries are influenced to varying degrees
by these underlying factors, Heisz notes that there is still considerable variation
in both the level of inequality and the extent to which inequality has increased
among OECD countries. This is where the third set of driving forces is most rel-
evant. Institutional factors such as the regulatory environment, minimum wages
and unionization can play an important role in affecting the level of inequality
in a country, as well as the extent to which inequality increases in response to
technological change and globalization. Several chapters in this volume examine
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the contribution of institutional factors in the Canadian setting, and we return to
these issues later in this chapter.

Just as there is noteworthy variation in inequality among countries, there
are also differences among regions within a country. In Canada, after-tax family
income inequality varies significantly by province. For instance, during the
2007-11 period, the Gini coefficient ranged from 0.265 on average in Prince
Edward Island to 0.325 in Alberta. And although inequality has risen in all
provinces since the mid-1980s, the largest increases occurred in Ontario, British
Columbia and Alberta, with negligible changes observed in Prince Edward Island
and Saskatchewan (see Heisz, figure 3).

Looking at these overall inequality patterns, some analysts emphasize
the relative stability in the level of inequality over the past decade to argue that
inequality is not a pressing problem. According to this argument, inequality might
be greater than it used to be, but it appears to have stabilized in recent years.
Moreover, focusing on after-tax income inequality — the disposable income
that people actually have to spend — rather than on market income inequality
implies much smaller increases in inequality over time. Our view is that the trends
in inequality we have described are a greater cause for concern than posited by
these “inequality deniers.” We hold this view for several reasons. For instance,
the OECD finds that “the long-term rise in inequality of disposable incomes
observed in most OECD countries has...put a significant break on long-term
growth” (2015a, 26). It estimates that the 2-point increase in the Gini coefficient
of inequality across 19 countries between 1985 and 2005 served to undercut
cumulative growth by 4.7 percentage points over the period from 1990 to 2010
(67). To put this in perspective, Canada experienced close to a 3-point increase
in the Gini coefficient over the same period.

Some researchers argue that greater inequality affects long-term growth
through its impacts, both positive and negative, on incentives to invest — in
particular, by causing low-income individuals to underinvest in their skills and
education — as well as through its dampening effects on domestic demand and
the adoption of advanced technologies. Stiglitz (2012) argues that higher inequal-
ity can harm efficiency by reducing work effort among people at the bottom of
the income distribution, who come to view their society as less fair — a belief
that can also harm the fundamental functioning of our democracy. To the extent

that these arguments are true, we have reason to be concerned about the higher
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level of inequality today than 30 years ago, even if inequality has stabilized over
the past decade.

There is also reason to be concerned about the more substantial rise in
market income inequality, even if partly mitigated by taxes and transfers. Many
people form their notion of the fairness of society and self-respect based on their
role relative to that of others in the productive system. Accordingly, a more
unequal distribution of rewards in the labour market can challenge this notion of
fairness and be detrimental to both the self-respect of those at the bottom of the
pay scale and the respect they get from others, despite subsequent income redis-
tribution through taxes and transfers. It is, after all, one thing to obtain one’s share
of the pie as remuneration for work and quite another to obtain it as a combina-
tion of low remuneration and government transfers. That said, the decline in the
effectiveness of the tax-and-transfer system in offsetting market income inequality
is also problematic.

To these concerns we add another that arises from the main reason for
the relatively stable level of inequality in Canada in the 2000s. In several of the
chapters, the evidence points to the resource boom as having played an important
role in that stability. In particular, the oil boom in Alberta raised the wages of
low-skilled workers in that province, even in industries and occupations not dir-
ectly related to the resource sector (see the chapters by Nicole Fortin and Thomas
Lemieux and by Joseph Marchand). In contrast, in Ontario, those at the bottom
end of the earnings distribution did not experience wage increases in the 2000s,
and overall inequality in that province increased. As the resource boom ends,
however, we could very well see a ratcheting up of market income inequality for

the country as whole in the coming years.

Inequality measures: A closer look

Digging below summary measures of inequality such as the Gini coefficient leads us
to a more nuanced view of changes in the income distribution. Figure 2 plots the
growth of market income — that is, all income except transfers and capital gains —
of various segments of the income distribution between 1982 and 2010. The real
market income of Canadian taxfilers rose on average by 13.5 percent. However, that
growth was strikingly uneven. The income of the bottom 90 percent increased by a
meagre 2 percentage points. In contrast, the income of the top 10 percent increased
by more than 75 percent and that of the top 0.01 percent by 160 percent. Among
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Figure 2
Total income’ growth by fractile, Canada, 1982-2010 (percent)
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Note: This is figure 2 in Lemieux and Riddell (in this volume).

! Based on market income, which includes all income except government transfers and capital gains. The data are based
on all taxfilers, including those with zero income.

the top 10 percent, the further up the income distribution one goes the larger are
the percentage gains in real market income. It is worth looking more closely at the

component parts of this pattern.

The top

The dramatic growth of income at the top of the distribution has, of course,
garnered considerable attention. In this volume, Heisz provides an overview of
this development, and Lemieux and Riddell present a detailed analysis. Apart
from temporary setbacks associated with recessions, the share of income received
by those at the top of the distribution has increased steadily over time. Based
on data from income tax files, the share of market income received by the top
1 percent increased from 7.6 percent in 1982 to 13.6 percent in 2006, before
declining slightly to 12 percent in 2011. Increases in income shares were even
more pronounced at the very top of the income distribution, with the share of the
top 0.1 percent more than doubling from around 2 percent in the early 1980s to

around 5 percent in recent years. In other words, the income of this small group
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(one taxfiler out of a thousand) went from 20 times average income to 50 times
average income over this period. Much of the surge in top incomes occurred in
the 1990s, but the trend was evident starting in the 1980s.

One advantage of administrative data on taxfilers is that they are available
over long periods — essentially since the introduction of income tax. Heisz, for
example, compares the share of market income going to the top 1 percent in
Canada and the United States since the 1920s (see figure 3). During the period
from the 1920s to the beginning of the Second World War, income was highly
concentrated in both countries, with the top 1 percent earning between 15 and
20 percent of all market income. This concentration declined substantially dur-
ing the postwar period, hovering between 7 and 9 percent in the United States
and slightly higher in Canada through the 1950s and into the early 1980s. The
sharp increase in the share of market income going to those at the very top of the

Figure 3
Share of market income held by the top 1 percent of earners, Canada and the United
States, 1913-2012
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Note: This is figure 6 in Heisz (in this volume).
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income distribution since the early 1980s is thus a major departure from earlier
trends, marking a return for both countries to levels of income concentration not
seen since the “Great Gatsby era” of the 1920s. Although the surge in earnings of
the top 1 percent appears to have been much larger in the United States than in
Canada, this might be due in part to differences in how income is reported for
tax purposes in the two countries. Once these differences are taken into account,
however, the rise in the income share of the top 1 percent in Canada is much
greater than that shown in figure 3, and closer to the increase in the United States
(Wolfson, Veall and Brooks, forthcoming).®

The steep rise in earnings of Canadians at the very top of the income
distribution has far outpaced that of other income earners over the past three
decades. Who are Canada’s top-income earners, and how has the composition of
this group changed over time? In their chapter, Lemieux and Riddell provide a
detailed picture of the evolution of top incomes from 1981 to 2011 and examine
the characteristics of earners in the top 1 percent relative to those of all earn-
ers. In 2011, the income cut-off for the top 1 percent was $160,000 and their
average annual income was $320,000 (in 2000 dollars). Contrary to what might
be expected, investment income represents only a small fraction of this group’s
high income, which consists for the most part of labour earnings (80 percent,
compared with 60 percent for all earners). Less surprisingly, Lemieux and Rid-
dell also find that an overwhelming majority (close to 80 percent) of top-income
earners are men ages 35 to 64, and that they tend to work substantially longer
hours and to be more highly educated than other earners: in 2011, 68 percent of
top earners had at least a university degree, compared with only 22 percent of all
income earners.

One noteworthy finding relates to the importance of particular occupa-
tions and industries in the rise of top incomes. Specifically, senior executives and
those working in the financial and business services sectors have been driving the
growth in top incomes in Canada. As in the United States, these two groups have
come to represent a much larger proportion of the top 1 percent over the past
three decades, and their incomes have grown much more rapidly than those of
other top earners. Senior executives are 19 times more likely and those working in
business services and finance are 3 to 4 times more likely than average to be in the
top 1 percent. Holders of medical degrees are also substantially overrepresented
among the top 1 percent, although in terms of income growth they have generally
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lost ground relative to other top earners. Unlike in the United States, however,
the oil and gas sector also played an important role in income growth at the top
in Canada. As a result, Alberta is one of only two provinces (Ontario is the other)
with a disproportionate share of top-income earners.

Given the prominent role of technological change in explanations of the
growth of top incomes, it is perhaps no surprise that earners in science, engin-
eering and computer science have also made substantial income gains in recent
years, though their earnings levels are still well below those of senior managers
and top earners in the finance and business services sectors. Lemieux and Riddell
find that earners with an education in mathematics and in computer and physical
sciences experienced somewhat larger gains over the 1986-2006 period than did
their counterparts in commerce, management and business, but the former start-
ed from a lower earnings base and their average earnings were still lower than
those in the latter fields in more recent years. Earners in the natural and applied
sciences occupations had both much lower earnings and smaller earnings gains
than did their counterparts in business, finance, administrative and management
occupations. Lemieux and Riddell also point out that those with degrees in the
natural and applied sciences, including computer science, accounted for barely
1 percent of those in the top 1 percent of earners, whereas the increased pres-
ence of computer scientists among the top earners is basically in line with their
increased share of earners in general. Although technological changes can affect
the earnings of different groups of workers in different ways, Lemieux and Riddell
conclude that technological change is “only a modest part of the explanation of

what has happened at the very top of the distribution” in Canada (133).

The middle
The dramatic rise in earnings at the very top of the income distribution relative
to the rest has also led to considerable concern about the decline of the middle
class and its broader implications. The possible erosion of the middle class implies
polarization in the distribution of economic well-being, but it also raises issues of
basic fairness, declining economic opportunity — “the chance to get ahead” —
and broader social cohesion.

In his chapter, Charles Beach provides new evidence on what has been
happening to middle-class earnings and middle-class earners over the period

from 1970 to 2012. Beach defines middle-class earners as those earning between
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50 percent and 150 percent of their gender-specific median earnings level. He
thus carries out his analysis at the level of the individual worker, rather than at
the family level. He examines both the size of the middle-class workforce and
the share of total earnings these workers receive compared with the propor-
tion and earnings share of lower earners (those earning less than 50 percent of
gender-specific median earnings) and higher earners (those earning more than
200 percent of median earnings). Earnings include annual wages and salaries and
income from self-employment. Beach analyzes two groups of workers: all workers
with positive income (that is, including those working part-time and part of the
year) and the more homogeneous group of full-time, full-year (FTFY) workers.
Based on these definitions, the middle-class range of earnings for FTFY women
in 2005 was $18,500 to $55,500 and for FTFY men it was $24,500 to $73,500.

Beach’s analysis yields several key results. First, beginning in the 1970s
and up to 2005, there was a marked decline in the proportion of middle-class
workers among male and FTFY female workers — for instance, the proportion
of male workers receiving middle-class earnings dropped from 54 to 42 percent
over the period — and a corresponding increase in the proportion of both lower-
and higher-earning workers, although there is evidence that this trend has sub-
sided since 2005. Second, as of the early 1980s, there was an even larger decline
in the share of earnings going to middle-class workers. The earnings share of
middle-class FTFY male and female workers fell by 20 and 17 percentage points,
respectively, while their higher-earning counterparts saw their share of earnings
increase by 13 percentage points. There was little change in the earnings share
of lower-earning workers (see Beach, tables 2 and 3). This shift in earnings from
middle-class workers to higher-earning workers is consistent with evidence we
have already noted.

These changes in earnings shares are due both to shifts in the relative size
of each earnings group and to changes in each group’s average earnings relative
to the others. In order to gauge their relative importance, Beach decomposes the
changes in earnings shares into these two components and finds that more than
half of the decline in the earnings share of middle-class workers over the 1970-
2005 period can be attributed to their falling share of the labour force, while the
increasing proportion of higher-earning workers explains more than 75 percent
of the very substantial increase in their earnings share. Looking more closely at

the 2000-05 period, however, Beach notes a reversal in the relative importance of
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the two contributing factors: the decline in the relative earnings of middle-class
workers, rather than the decline in their share of the workforce, became the more
significant contributor to their loss of earnings share. Similarly, the steep rise in
the relative earnings of the high earners became the dominant factor contributing
to the sharp increase in that group’s earnings share.

In interpreting these findings and relating them to other measures of
income inequality, it is important to keep in mind the difference between how
Beach defines his three earnings groups and definitions based on percentiles of
the market income distribution, such as those employed by Heisz and Lemieux
and Riddell. When using percentiles, the relative size of the top 1 percentile can-
not change: by definition, it represents the 1 percent of the population with the
highest incomes; if incomes rise at the top, the income cut-off between the top
1 percent and the rest adjusts upward. In contrast, when using definitions based
on a range of earnings relative to the median, as Beach does, what changes is the
relative size of the groups and their average earnings. Both definitions are useful,
but for different purposes. Beach’s definitions allow us to see how the size of the
middle class has changed over time, as well as how middle-class earnings have
evolved relative to those of higher- and lower-earning workers.

Beach’s results thus point to a marked decline in both the size of the mid-
dle class and its share of overall earnings over an extended period, and they raise
concerns about the potential consequences of a more polarized workforce, econ-
omy and society. At the same time, as Beach points out, the relative growth in the
size of the higher-earning group may in part be a “good news” story — one that
presumably reflects sectoral shifts that have been going on for some time, such
as the shift from manufacturing to services and from blue-collar to white-collar
occupations, as well as the substantial upgrading that has occurred in the educa-
tion level of the Canadian labour force over the past few decades.

A forthcoming article in the Canadian Journal of Economics by David Green
and Benjamin Sand, summarized in this volume, provides further insight into
these patterns and their possible causes. Green and Sand study the extent of
polarization of the Canadian labour market over the period from 1971 to 2011
and compare it with the experience of the United States and several European
countries.

Polarization refers to the hollowing out of the middle of the distribution,

in terms of either wages or jobs, and increases at both the bottom and the top.
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The leading explanation of wage and employment polarization is technological
change — in particular, the widespread adoption of computers in the workplace.
Routine tasks — often found in middle-skill secretarial and clerical occupa-
tions — are those most vulnerable to being replaced by computers. In contrast,
demand for cognitive task occupations, such as management and the professions,
in which worker productivity is enhanced by information technology, is likely
to increase with the more widespread use of computers. At the other end of the
distribution, low-skill occupations such as sales and services, which entail non-
routine tasks and personal interaction, are not easily replaced by computers and
are less likely to be affected by greater use of information technology. This theory
predicts rising demand for high-skilled workers, and thus increased employment
among those in cognitive-skill occupations and increases in their wages relative to
those in middle-skill occupations. Similarly, it predicts declines in both employ-
ment and wages for middle-skilled workers.

Green and Sand carry out their analysis at the occupational level based on
these three skill-level groups and find that job polarization has been taking place
in Canada since the early 1970s, although that secular trend has been less pro-
nounced since 2000. (These results at the occupational level are consistent with
those of Beach, who defines his three groups in terms of relative earnings.) The
wage pattern, however, is not one of polarization; rather, it indicates an increase in
wage inequality during the 1970s, 1980s and 1990s. Again, the trend changed in
the 2000s, with evidence of a slight polarization of wages, with wages in low-skill
occupations increasing modestly relative to wages in middle-skill occupations and
wages in high-skill occupations rising sharply relative to wages in the middle. Green
and Sand note, however, that distinct regional patterns of wages and employment
emerged after 2000. The same pattern of employment polarization combined with
rising wage inequality persisted in Ontario, while in Alberta, in contrast, real wages
rose for both low-skill and middle-skill occupations, contributing to the slight
polarization in the national occupational wage structure in the 2000s.

The overall pattern for Canada from the early 1970s to the end of the
1990s was similar to the experience of European countries: a combination of
polarization in employment and rising wage inequality. The US experience, how-
ever, was somewhat different: increased polarization of employment in the 1980s
and 2000s combined with rising wage inequality, but polarization of both wages
and employment during the 1990s.
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There is a substantial international literature on changes in the occupa-
tional wage and employment distributions, but little Canadian evidence. Green
and Sand help to fill this gap. Their results also raise questions about how well
we understand the underlying causes. Canada, the United States and European
countries did experience job polarization over the past several decades, which is
consistent with the predictions of theory about the effects of technological change.
However, employment polarization combined with wage polarization occurred
only in the United States in the 1990s and, to a mild degree, in Canada since
2000. The more common pattern in all these countries was job polarization com-
bined with growing wage inequality, which does not accord with the predictions
of theory. Rather, the observed outcomes are consistent with rising demand for
high-skill occupations — as predicted by the computerization story — but this
was accompanied by a combination of falling demand and/or rising supply for
low-skill occupations. As Green and Sand note, one possibility is that job loss in
highly paid middle-skill occupations in manufacturing has increased the labour

supply for low-skill sales and services occupations.

The bottom

Although rising income inequality is often associated with growing poverty, most
recent media attention and public discourse on inequality has focused on the rise
of the top 1 percent and the decline of the middle class. Is this relative attention
warranted? What has been happening at the bottom of the earnings and income
distributions?

In his chapter, Heisz provides an overview of low-income and poverty
trends since the mid-1970s. Statistics Canada produces two measures of low-
income incidence on a regular basis. The low-income cut-off (LICO) is an abso-
lute poverty measure that tells us the share of the population whose income falls
below a fixed threshold based on the average share of household spending on
necessities (food, shelter and so on), updated to reflect changes in the cost of
living. The low-income measure (LIM) is a relative poverty measure that indicates
the share of the population with income less than 50 percent of median income.
We would expect both measures to rise in recessions and decline in periods of
buoyant economic growth. However, the two measures, which exhibited very
similar paths between the mid-1970s and 1990, have since diverged substan-
tially. As figure 4 shows, the LICO-based rate rose much more steeply during
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the prolonged recession of the early 1990s, but then dropped steadily from over
15 percent in 1996 to under 9 percent in 2011. In contrast, the LIM-based rate
has remained fairly stable in the 12 to 13 percent range.

According to these measures, poverty levels have been relatively stable
or have declined substantially compared with the levels in the mid-1970s. The
difference between the two measures reflects the fact that, although there has
been some income growth among those at the bottom of the distribution since
the mid-1990s (hence the decline in the LICO rate), this growth has essentially
been in line with increases in the median income (hence the stability of the LIM).

That the incidence of low income has been stable or has declined is clearly a
favourable development. Two cautionary notes, however, should be added. First,
there might still be high and persistent levels of poverty among more vulnerable
segments of the population, a point to which we return below. Second, although
the stability of the LIM-based rate means that inequality has remained stable in
the bottom half of the income distribution, both low- and middle-income earners,

Figure 4
Share of population in low income under LICO and LIM measures, Canada, 1976-2011
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as we have discussed, have seen little progress in their standard of living over an
extended period of time. The vast majority of the gains from economic growth
have gone to a small minority of the population at the very top of the earnings
distribution.

Summary indicators of the incidence of low income are useful and import-
ant but they fail to convey two key dimensions of poverty that should concern
policy-makers: mobility and persistence. In his chapter, Heisz summarizes evidence
on the degree of income mobility in and out of low income. He finds there is con-
siderable “churning” among the low-income adult population (Murphy, Zhang and
Dionne 2012). For example, during the 2002-07 period, the average low-income
rate was 10.8 percent, but as much as 20 percent of Canadian families experienced
at least one year of low income, while only 5 percent experienced low income for
four or more years over the period. Rates of entry and exit from low-income status
are also high; for example, about one-third of those in low income in one year escape
the following year. Substantial caution should be exercised, however, in interpreting
these churning rates, since the underlying study does not differentiate movements
by age or education status. Thus, part of the churning reflects young people who are
in school in one year (with associated low earnings) and enter the labour force in the
next. A better measure of low-income persistence for policy purposes thus would
focus on groups with poor lifetime prospects, rather than including normal life-cycle
transitions that do not reflect true poverty in a permanent-income sense.

In their chapter, Tony Fang and Morley Gunderson examine the incidence of
low income and transitions in and out of poverty between 1993 and 2010 among
Canada’s most vulnerable groups: Aboriginal persons living off-reserve; recent
immigrants (in Canada less than 10 years); lone parents; persons with disabilities;
and unattached persons ages 45 to 64 living on their own. The authors also look
at youths ages 20 to 24 who are not in school because of the potential long-term
repercussions of their initial experiences in the labour market.

Fang and Gunderson find that the decline in LICO-based poverty rates
observed for the population overall was even more substantial among the vulner-
able groups. Nonetheless, vulnerable individuals continue to experience signifi-
cantly higher rates of poverty than those who are not vulnerable. In 2010, the
average poverty rate among vulnerable groups ranged from 9.8 percent for youths
to 30.6 percent for unattached individuals, compared with 3.9 percent for the

nonvulnerable group. Unattached older individuals and disabled persons together
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represented less than 39 percent of the population but more than 60 percent of
the poor. Poverty was also more persistent among vulnerable groups: on average
over 9 percent remained in low income for three or more years between 2005 and
2010, compared with only 2.8 percent of nonvulnerable individuals. In the case
of unattached individuals, that proportion was 25 percent.

We noted previously that the level of income inequality is highly sensi-
tive to economic recessions. Similarly, Fang and Gunderson find that vulnerable
groups are disproportionately harmed by recessions. Although their rates of entry
into poverty trended downward between 1993 and 2010, this trend tended to
stall and even reverse during years of economic slowdown and high unemploy-
ment, by comparison, the nonvulnerable group suffered much smaller effects.
Furthermore, although nonvulnerable individuals who fell into poverty did so
only temporarily, individuals belonging to vulnerable groups were much less
likely to escape from poverty, especially following an economic downturn.

Fang and Gunderson also find that, for the most part, the greater incidence
of low income among vulnerable groups (with the exception of persons with
disabilities) cannot be explained by observable characteristics such as education
and health status. Thus, other (possibly unobserved) factors must account for the
differences in outcomes between vulnerable and nonvulnerable groups.

Opverall, poverty rates of vulnerable groups have trended downward over
time, as has been the case for the overall population, although this progress
stalled during years of recession. Vulnerable groups remain more likely to
fall into poverty and to stay poor. They are helped most by strong economic
conditions and better job prospects, and thus, as Fang and Gunderson point
out, a vibrant labour market should be viewed as the first line of defence in

combating poverty.

The role of immigration

Canada is one of the world’s main immigrant destinations, with between 225,000
and 260,000 immigrants arriving annually since the early 2000s. Indeed, Canada
and Australia have the highest immigration rates in the Western world, admitting
approximately 0.8 percent of their populations annually. The magnitude of the
immigrant inflow is large enough that it could affect the incidence of poverty and
income inequality at the national level, as well as in regions and cities that receive

substantial numbers of immigrants.
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In previous research, Garnett Picot and Feng Hou (2003) found that
the rising proportion of immigrants and increases in their low-income rates
accounted for almost all of the increase in the national low-income rate during
the 1990s. Indeed, the decline in the economic outcomes of successive cohorts of
immigrants arriving since the 1980s has been the topic of considerable research,
and it prompted significant changes in immigrant selection policies and practices
in the 2000s.

In their chapter, Picot and Hou follow up on their earlier research to see
if immigration might have contributed to the significant decline in the low-in-
come rate from 12.5 to 8.8 percent at the national level between 2000 and 2010.
They find that the low-income rate among recent immigrants (whom they define
as those in Canada for five years or less) fell substantially from 39 percent to
32 percent over that period, but not as much as it did for the Canadian-born,
which means the situation of recent immigrants failed to improve relative to the
rest of the population. Indeed, the low-income rate among recent immigrants,
which in 1980 was 1.4 times that of the Canadian-born, increased to 2.4 times
that of the Canadian-born by 2000 and showed no relative improvement in
the 2000s, despite declining poverty rates. Thus, Picot and Hou conclude, it is
primarily the falling rate of poverty among the Canadian-born that explains the
decline in the low-income rate at the national level.

Picot and Hou also examine the extent to which the decline in recent
immigrants’ poverty rate is associated with policy reforms and with changes in the
characteristics of incoming immigrants during their study period. They find that
about one-third of the decline in the low-income rate among recent immigrants
can be attributed to rising educational attainment and changing source countries,
although these effects vary substantially by province and by city. Most of the
improvement thus appears to be due to other factors, such as the strong economic
expansion between 1995 and 2000 and the resource boom of the 2000s.

The authors’ investigation of the direct impact of immigration on overall
income and earnings inequality over the 1995-2010 period also indicates that
immigration contributed very little to either the rise in family earnings inequality
or family income inequality over that time.

Finally, Picot and Hou review the evidence of the indirect labour market
effects of immigration. Canadian evidence on this issue is very limited, but the

question has been extensively studied elsewhere, especially in the United States.
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The indirect effect is the potential impact of immigrant inflows on domestic
workers. For example, by adding to the supply of low-skilled labour, immigrants
might reduce the wages of native-born, low-skilled workers, thus increasing
earnings inequality. Similarly, highly educated immigrants might compete for
employment with the well-educated native-born, reducing the latter’s relatively
high earnings and thus reducing inequality. Picot and Hou’s carefully reasoned
assessment of this evidence is that the indirect effect of immigration on income
inequality is likely quite small.

In a forthcoming article in the Canadian Journal of Economics, summarized in
this volume, Casey Warman and Christopher Worswick also examine the extent to
which Canada’s large immigrant inflow, together with the declining labour market
fortunes of immigrants in recent decades, has affected earnings inequality. They
focus on how technological changes — especially advances in information technol-
ogy — have influenced immigrants’ earnings and whether the interaction of high
levels of immigration and technological change has affected income inequality.

Like Green and Sand, discussed previously, Warman and Worswick carry out
their analysis at the occupational level. In particular, they examine the task compos-
ition of occupations held by cohorts of immigrants who arrived since the mid-1970s
and how these compare with that of the cohort of immigrants who arrived between
1970 and 1974 and who had better employment and earnings outcomes. They find
that more recent immigrant cohorts became increasingly likely to be employed in
low-paid manual occupations and less likely to be employed in occupations with
cognitive and nonmanual task requirements, compared with earlier cohorts. This
trend seemed to reverse somewhat beginning in the mid-1990s with the increased
emphasis on educational attainment in immigration selection policy, but this reversal
disappears when the authors control for education, signalling an underlying trend
toward immigrants in all education groups being employed in manual occupations.
The fact that recent immigrants, including those with high educational attainment,
have been moving into occupations adversely affected by technological change and
not into occupations requiring cognitive/analytical tasks that benefit from such
change helps us to understand the declining economic fortunes of recent immigrants
over the past several decades.

In order to examine implications for income inequality, Warman and
Worswick measure earnings inequality among immigrant and Canadian-born

workers, as well as the two groups combined, over the period from 1991 to 2006.
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They find that earnings inequality among immigrants was much higher than
among the Canadian-born, although the Gini coefficients of both groups trended
upward at a similar rate. Combining the two groups, however, results in a Gini
coefficient very close to that of the Canadian-born, which implies that immigrants
do not have a significant effect on earnings inequality in Canada’s labour force as
a whole.

Has the combination of high levels of immigration and worsening employ-
ment and earnings outcomes among immigrants contributed significantly to ris-
ing income inequality in Canada? The chapters by Picot and Hou and by Warman
and Worswick analyze this question from different perspectives, and both con-
clude that the answer is no.

Mobility across the income distribution

Our discussion so far has focused on trends over time in aggregate measures of
inequality and changes in income shares for different segments of the distribution.
But the income mobility of individuals across the distribution is also important.
We would evaluate an income distribution in which low-income individuals were
stuck at the bottom throughout their lifetimes differently than one that produced
the same Gini coefficient but displayed more churning over time. For example,
the degree of concern we might attach to the fact that around 12 to 13 percent of
Canadian families have incomes that fall below the low-income threshold depends
in part on whether that situation is temporary or persistent. As we have seen,
poverty in Canada tends to be a transitory state for most individuals, although, of
course, it is much more persistent for a non-negligible number of vulnerable indi-
viduals. Moreover, notions of equal opportunity in a society are strongly related
to intergenerational mobility, that is, the extent to which children are afforded the
same life chances regardless of their parents’ income status.

The study of income mobility requires us to follow the same individuals or
families over time. Unfortunately, such longitudinal data are limited in Canada, but a
few studies of this important phenomenon exist. For example, the chapter by Fang and
Gunderson focuses on poverty dynamics and mobility at the lower end of the income
distribution. In his chapter, Heisz also summarizes evidence from a recent study by
Zhang, Chung and Saani (forthcoming) of mobility across the entire income distri-
bution, an important indicator of the degree of opportunity in society. He concludes

that income mobility is relatively high in Canada overall, but that it appears to have
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declined in recent years. Tracking taxfilers over five-year intervals between 1982 and
2010, Zhang and colleagues find that the proportion of individuals that remained in
the same income decile increased substantially over that period, from 25.7 percent in
1989-94 to 30.1 percent in 1993-98 and to 32.5 percent in 2005-10. This indicates
a greater degree of income “immobility,” which also suggests that the level of income
inequality observed at any point in time is more likely to persist going forward.
Another important indicator of equality of opportunity is the extent of
income mobility across generations. Heisz’s review of Canadian and US evidence
comparing the income quartiles of fathers and sons indicates that intergenerational
mobility is greater in Canada than in the United States, although in both countries
recent research suggests that the degree of intergenerational mobility might be less
than previously estimated. Corak (2013) shows that more unequal societies tend
to have less intergenerational mobility — a correlation labelled “the Great Gatsby
curve.” Although this correlation can be interpreted in several ways, it does raise
the concern that income inequality not only affects the current distribution of
economic well-being of individuals and families; it also might reduce economic
opportunity from one generation to the next, particularly among those in the
lower half of the income distribution. Indeed, the OECD has found that this is the
main mechanism through which inequality affects long-term economic growth.
The effects of income inequality on equality of opportunity can be found in the
lower levels of educational attainment and skills acquired through education and
the higher risk of unemployment of individuals from low-education family back-
grounds as inequality rises. In essence, “higher inequality of incomes of parents
tends to imply higher inequality of life chances of their children” (OECD 2105a,
27). This is important for predicting future trends in intergenerational mobility
for Canada. Corak’s evidence is for one set of cohorts, with the children’s earnings
being observed in the mid-1990s and the father’s at least 20 years prior to that.
With more income inequality among subsequent cohorts of fathers, we can expect

declines in intergenerational mobility in Canada.
Where Do We Stand?

é LTHOUGH THE INEQUALITY TRENDS WE HAVE HIGHLIGHTED ARE SUFFICIENTLY COMPLEX
to allow different interpretations, we believe that a consistent pattern emerges:
income inequality (as well as consumption inequality) has increased in Canada,
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to an important extent because of the dramatic increases in income among top
earners over the past 30 years. In contrast, incomes have grown very little among
those in the middle and at the bottom of the distribution. The lack of progress in
income in the middle combined with a shrinking share of workers receiving mid-
range earnings has led to considerable angst about the decline of the middle class.
The evidence reviewed here indicates that this concern is justified. Poverty rates in
Canada have been either flat or declining, but these reflect similarly meagre income
gains in the middle and at the bottom of the distribution. Perhaps most important,
income mobility across the distribution has declined, and there is every reason
to believe that intergenerational mobility is also deteriorating. Thus, middle-class
and low-income families face not only a lack of progress in income for themselves,
but also a genuine worry that their children will not be able to improve their lot.
Although some observers have found ways to interpret the relative stability in the
Gini coefficient of inequality since 2000 as indicating no great cause for concern,
we view the longer-term trends and underlying patterns as real alarm bells. The
combination of greatly increased concentration of income at the top and reduced
chances of getting there for the rest signals a society that is substantially less equit-
able, inclusive and fair than it was three decades ago. Moreover, based on analysis
of regional inequality patterns that we describe in more detail below, a strong case
can be made that the relatively stable level of inequality since the early 2000s is in
good part due to the increased demand for lower-skilled workers associated with
the resource boom. And with the boom now turning into bust, Canada might very
well return to a path of rising inequality.

In his chapter, Lars Osberg argues that whatever reasons we might have for
being concerned about high levels of inequality are compounded if inequality has
been growing for some time, as has been the case in recent decades. As he points
out, most analyses of inequality compare different countries at a point in time or dif-
ferences in inequality in a given country at a few points in time. The level of inequal-
ity in a country in a particular year is thus treated as if it were a steady-state outcome
that can be expected to persist over time, which leads to questions about which level
of inequality we want to emulate and what policies will get us there. But income
inequality in Canada is not in a steady state, as is reflected in the increasing share of
income going to the top 1 percent of earners over several decades documented in
this volume. As Osberg notes, in that context, the question we really need to ask is,

What happens in a society when inequality increases continually over time?
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The first key claim underlying Osberg’s argument is that the rising share
of income going to top earners is a secular trend that should not be expected
to abate without active intervention. As we have seen, this is true for Canada in
broad terms — that is, comparing average shares across decades. According to
Osberg, this is simply a natural outcome of the operation of the global economy
in recent decades, and therefore there is no reason to think top-income shares
will stabilize. Osberg, of course, is not alone in portraying modern capitalism
as having an inherent tendency toward inequality. Piketty (2014), in his now
famous book, argues that such a tendency arises because of a built-in imbalance
in which the rate of return on capital outstrips the rate of economic growth. The
result is an increasing concentration of income in the hands of owners of capital.
But, as Osberg notes, such a mechanism overlooks a key point from Lemieux and
Riddell’s analysis — namely, that most of the income of the top 1 percent is in
the form of labour income, not capital income. Based on this observation, Osberg
instead sets out a model in which a hierarchical labour structure within a firm
implies that a few top executives extract substantial rents based on the size of
the global market for the firm’s output. Given that the size of the global market
can be expected to grow and along with it the size and reach of multinational
firms, Osberg predicts an ever-increasing share of income going to the very top
of the distribution — a prediction that fits with Lemieux and Riddell’s finding
that senior business executives have had the strongest income growth among the
top earners. Moreover, Osberg argues that there is no inherent mechanism in the
system to offset these inequality-driving forces. Indeed, it is the operation of the
market that has generated the problem.

Osberg foresees far-reaching consequences for society of having an ever-
increasing share of output distributed to a small share of its members. Perhaps
most important, as the top 1 percent gradually pulls farther away from everyone
else in terms of income, they will have a tendency to form a separate society
within the broader society. This means that they could also form a different set
of preferences about the direction for society from that of their fellow citizens.
And with their increased relative income comes an increased ability to influence
policy through lobbying and other means. This political economy channel is the
one Stiglitz (2012) emphasized as both the source and the means of perpetuation
of increasing inequality. The troubling implication is a future in which an increas-

ingly disaffected majority suffers from policies made by and for the few.
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We share this concern. The inequality trends depicted in this volume have
the potential over time to tear at the fabric of our society, not just economic-
ally but also in terms of the strength of our democracy and the quality of social
interactions. In Adam Smith’s The Theory of Moral Sentiments — in which he sets
out his views on society in much broader terms than in his famous The Wealth
of Nations — he argues for the value of a society built on empathy (what he calls
“sympathy”) for one’s fellow citizens. Smith states that societies can exist based
on pure self-interest in the same way the market does, but that human nature
implies a better model:

It is thus that man, who can subsist only in society, was fitted by
nature to that situation for which he was made. All the members
of human society stand in need of each other’s assistance, and are
likewise exposed to mutual injuries. Where the necessary assistance
is reciprocally afforded from love, from gratitude, from friendship,
and esteem, the society flourishes and is happy. All the different
members of it are bound together by the agreeable bands of love and
affection and are, as it were, drawn to one common centre of good
offices. (Smith 1759, 100)

Although some make a case for the concentration of wealth based on
self-interest — arguing that everyone gets more when the top earners get more —
it is hard to see how the patterns depicted in figure 2 could be anything but
destructive of attempts to build a society based on mutual esteem and “the agree-
able bands of...affection.” Those at the top will be inclined to pull up the ladder
and jealously guard what they have for fear that they or their children could fall
into the stagnant middle or lower parts of the income distribution. And the people
in the lower-income echelons, stressed by their lack of progress in a society built
on the promise of progress, will find it harder to offer the type of reciprocal assist-
ance to their neighbours on which Smith says a flourishing society is based. Is
there a problem with inequality in Canada when measured against our own past

or against other countries? We think the answer is clearly yes.
Policies: What Has Been Tried So Far?

F INEQUALITY IS A PROBLEM, THEN THE OBVIOUS NEXT QUESTION 1S, WHAT CAN BE

done about it? Everything government does and does not do influences the
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degree of inequality in our society. This means that policy has already been affect-
ing inequality, and so before considering future directions, we need to examine
to what extent existing policies work to reduce inequality. We will frame our
investigation of this question in three parts: pre-labour-market policies (mainly build-
ing human capital); policies that directly affect labour market outcomes (minimum
wages and unions); and postmarket redistributive policies (taxes and transfers).

Before reviewing these policies, it is important to note that their predicted
efficacy and conceptions of how they affect fairness in society depend critically
on how earnings are determined in the Canadian economy. One model used in
economics is that of a perfectly competitive economy in which prices in product
markets and wages in labour markets are set by the impersonal forces of demand
and supply, and firms have no discretion over the prices they charge for their
products or the wages they pay their workers. Such a model assumes that there is
perfect information in product and labour markets — for instance, that workers
are fully informed about all jobs that are available, the wages paid and the qual-
ity of those jobs. Similarly, employers are assumed to be fully informed about
all workers available, their productivity and the wages paid by other employers
throughout the economy. A perfectly competitive economy also requires a large
number of firms producing each product, each firm being small relative to the
size of the market and thus having no discretion over the product price. Firms are
thus “price takers” in product markets, so that charging a price above the market
price would result in zero sales because fully informed consumers would buy
elsewhere. Similarly, employers are “wage takers” in the labour market and have
no discretion over wages paid.

In this idealized neoclassical model of the economy, the only scope for
affecting the welfare of society is found in altering the endowment of resources
with which people start their lives. Beyond that, policies that intervene in the
functioning of markets, such as minimum wages and labour unions, would have
only negative effects on economic well-being. Minimum wages, for example,
would reduce employment in sectors covered by such wages, forcing disem-
ployed workers into sectors that are not covered (thus reducing wages there) or
out of the labour force altogether. Minimum wages would also increase prices for
consumers, and the total real value of output produced by the economy would
fall. Similarly, there is no scope for unions in the neoclassical environment. In

addition, firms in a perfectly competitive economy earn only a “normal” rate of
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return and would discontinue operations if their return on capital were lower.
Therefore, there would be no “economic rents” — profits in excess of the market
rate of return — for workers to capture.

Departures from the extreme assumptions of the neoclassical model lead us
to consider an economy in which firms have some discretion over the price they
charge for their product and the wages they pay their workers. Economists today
frequently use a search-and-bargaining framework associated with the Nobel-Prize-
winning work of Diamond, Mortensen and Pissarides (for a review, see Rogerson,
Shimer and Wright 2005). In this framework, imperfect information in the labour
market results in the need for a search-and-matching process and implies some dis-
cretion over wage setting. A match between a worker and a firm generates a surplus
or “economic rent” to be shared between the two. Wages are influenced by worker
productivity but are not solely determined by it. As Green (2015b) discusses, in
such a world, there can be “good” jobs and “bad” jobs. Firms that offer wages below
those prevailing do not lose all their employees, but they do have higher turnover
— they receive fewer applicants and existing employees are more likely to quit.
The key implications for our purposes are twofold. First, the notion of workers’
bargaining power is meaningful in this framework, since there are economic rents
to be shared between workers and firms, and there is scope for bargaining over that
surplus. Second, in this economic model, there is scope for labour market policies
to improve the economic welfare of workers and broader society.

Does the standard neoclassical model accurately represent how Canada’s
labour market functions, or is a search-and-bargaining framework more appro-
priate? Forthcoming articles in the Canadian Journal of Economics by Nicole
Fortin and Thomas Lemieux and by Joseph Marchand, summarized in this vol-
ume, provide interesting insight into this question. Both articles examine what
happened to wages during the resource boom of the 2000s. Marchand compares
wage growth in western Canada in regions with and without a strong energy
sector (defined as crude oil, natural gas and coal). He shows that in energy-
intensive regions the resource boom led to significant wage growth, particularly
in low-wage and high-wage occupations. And it was not only workers in the
resource sector who benefited: the higher wages were spread across sectors in
those regions.

Fortin and Lemieux examine the same phenomenon in the context of a

wider study of interprovincial differences in wage movements between 1999 and
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2013. In particular, they show that the three most resource-intensive provinces
(Alberta, Saskatchewan, and Newfoundland and Labrador) experienced much
stronger wage growth than did the other provinces. For example, over the period,
the average wage in these three provinces grew by 22 to 25 percentage points
more than in Ontario. Investigating whether the boom in the extractive resource
sector (mining, oil and gas) can explain this wage differential, Fortin and Lemieux
find that the direct effects on the overall average wage of wage increases in the
sector itself are not large because, even in the resource-intensive provinces, the
resource sector does not dominate employment. In earlier work, Beaudry, Green
and Sand (2012) show, however, that in a model where workers and firms bar-
gain over wages, an increase in wages in an important sector (such as energy in
the resource-intensive provinces) leads to wage increases in other sectors in the
local economy as well. Workers in the other sectors can use the threat of getting a
job in the expanding resource sector as a means of bargaining for a higher wage.
Once Fortin and Lemieux account for these wage-spillover effects, they estimate
that the resource boom was responsible for about half of the faster wage growth
in the resource-intensive provinces relative to Ontario. This fits with Marchand’s
finding that wages also rose in nonresource sectors such as construction, retail
trade and services in energy-intensive local areas of the western provinces during
the boom years. These findings are relevant because they accord with a view of the
labour market in which workers’ wages are related to their productivity but not
solely determined by it. Instead, there is some room for wage increases stemming
from shifts in bargaining power.

These results are also important because they indicate that the resource
boom had a significant effect in raising wages in the middle and at the bottom
of the distribution in resource-based provinces during the 2000s. According
to Fortin and Lemieux, the boom even brought about a small decline in wage
inequality in Alberta, Saskatchewan, and Newfoundland and Labrador. It is worth
recalling that, for Canada as a whole, wage inequality was relatively flat or slight-
ly decreasing in the 2000s. But, as Green and Sand point out, a strong regional
element underlies the overall pattern: there was polarization of Ontario’s wage
distribution, while in Alberta there was strong wage growth in the bottom half.
Based on these observations, it seems reasonable to predict that, with the end of
the resource boom, demand for lower- and medium-skilled workers will decline,

which could cause further increases in inequality overall.
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The two economic models we discussed above also have interesting echoes in
the explanations that have been suggested for the growth of top earnings. Proponents
of the market-based view argue that this growth is a consequence of increasing demand
for specialized skills and abilities linked to technological change, globalization and the
increased number of larger firms with a global reach. On the other side of the debate
are explanations based on the increased ability of top earners to extract economic rents
— that is, to receive more than the market value of their services.

Lemieux and Riddell’s description of the characteristics of earners in the top
1 percent provides useful insight into this debate. They find that the growth of top
incomes has been much greater in certain sectors (especially finance and oil and gas)
and occupations (especially among senior executives), which, they suggest, is con-
sistent with rent extraction associated with opportunities specific to those sectors.
As they argue, “In the case of finance, deregulation and lack of oversight have creat-
ed opportunities for finance professionals to earn extraordinarily large incomes by
taking substantial risks with other people’s money...Similarly, the fact that the pay
of CEOs has increased more substantially in some countries (especially the United
States) than in other advanced nations is more consistent with country-specific fea-
tures of corporate governance that create rent-extraction opportunities than with a
generalized increase in demand for executive talent” (133-4). Lemieux and Riddell
also find that, in Canada, top executives have done much better in income growth
than medical doctors in recent decades, which also suggests that economic rents
or related institutional factors are likely to be at least part of the story of income
changes at the very top. In Canada, the ability of doctors and other health care pro-
fessionals (as individuals or as a group) to extract economic rents chiefly depends
on reimbursement rates that are negotiated with provincial health care authorities.

Moreover, Lemieux and Riddell argue that the declining bargaining power of
many workers due to the globalization of economic activity and institutional chan-
ges such as substantial declines in private sector unionization might have reduced
economic rents that would otherwise have flowed to workers lower down the wage
distribution and increased earnings received by those at the very top. The erosion
of the bargaining power of the majority of workers over an extended period is well
illustrated in figure 5. This dramatic change has two elements. The top line shows
the decline in the share of total income generated by the economy that accrues to
workers. Even more noteworthy is the greater decline (shown in the lower line) in
the share of total income going to the bottom 99 percent of workers.
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Figure 5
Labour share of total income with and without the top 1 percent of earners, Canada,
1982-2008
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Although they point out that some high incomes are surely compen-
sation for hard work and substantial investments in education, Lemieux and
Riddell conclude that, on balance, their findings are more consistent with a
rent-extraction story than with a market-based explanation. The importance of
rent extraction also fits more closely with labour market models that emphasize
bargaining over economic rents than with the standard neoclassical model. The
bargaining/rent-extraction model therefore informs our review and analysis of

specific policies to address rising income inequality.

Pre-labour-market policies

Increasing human capital leads to increased wages in either the bargaining/
rent-extraction model or the standard neoclassical model of the labour market.
Under the neoclassical model, it also reduces inequality, in part through its dir-
ect effects on the wages of those who would otherwise be low-skilled, low-wage

workers, and through indirect, general equilibrium effects: each extra person
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who gets more education is one fewer person to compete with other low-skilled
workers, implying a wage increase for these workers.

In their chapter, however, Kelly Foley and David Green come to a differ-
ent conclusion. They argue that human capital policy, as currently implemented,
will not reduce inequality in the short to medium term and may even increase it.
Their argument has two components. First, it is not clear that changes in earnings
differentials related to education have played an important role in the increase in
inequality in Canada. They show that most of the rise in earnings inequality in
the past three decades occurred within education groups, rather than between
them. Earnings gaps between different education groups did widen in the 1980s
and 1990s but narrowed subsequently during the resource boom. In other
words, looking at the long-term difference between 1980 and 2015, inequality
increased, not so much because the earnings of those with a university education
pulled further away from those of high school graduates but because the earnings
differentials among workers within each education group increased. And, Foley
and Green argue, if education differentials were not the source of the problem,
it seems unlikely that they would form the solution to it. Indeed, they point to
earlier research by Beaudry and Green (2003), which indicates that, in contrast
to conventional wisdom, increases in education levels have served to increase
inequality. Essentially, as the number of university-educated workers increased,
firms increasingly chose production technologies that make use of highly edu-
cated workers. For the less-educated, this meant reduced access to good jobs and
falling wages.”

The second component of Foley and Green’s argument is that how we
increase education matters and that continuing to pull the same educational levers
as we do now could lead to further increases in inequality. Here, it is important to
consider different levels of education separately. At the university level, there is a
strong positive correlation between getting a university degree and the student’s
family income. If this correlation arises simply because lower-income families
cannot afford to send their children to university, then policies such as reducing
tuition, opening more subsidized seats in universities and increasing the scope
of Registered Education Savings Plans (RESPs) should increase rates of univer-
sity attendance among children of lower-income families and reduce inequality,
at least among the young. The evidence suggests, however, that the differences
in university attendance by family income are only partly due to budgetary



34 David A. Green, W. Craig Riddell and France St-Hilaire

constraints. A key difference between low- and higher-income families may be the
extent to which they value education: it is certainly the case that, even with gen-
erous government contributions targeting low-income families, it is middle- and
upper-earning families that principally take advantage of RESPs. Moreover, even
when university admission systems are income-blind, families with more income
find ways to get their children admitted. A clear example of this is the require-
ment that applicants to medical school have considerable hours of volunteering
in order to be admitted — a requirement that is much more easily subsidized by
higher-income families. The implication of this evidence is that simply expanding
the existing system through lowering tuition, enhancing the RESP program and so
on — that is, doing more of the same — will reduce education costs for middle-
and upper-income families but will do little to increase university attendance
among young people from lower-income households. The result, in other words,
would be to increase the transmission of inequality across generations.

On the surface, college and apprenticeship programs seem to provide a
more hopeful education avenue for children from lower-income families since
they entail lower tuition costs and require less time for students to become cre-
dentialed. However, results from the Youth in Transition Survey indicate that the
dropout rate from colleges in the early 2000s was on the order of 25 percent and
reached almost a third for students from lone-parent households. Moreover, only
40 to 60 percent of those who enrol in an apprenticeship actually complete the
program. As Foley and Green see it, expanding these programs and enticing more
people from lower-income backgrounds into them risks leaving large numbers of
such individuals with student debt but without a credential. A key issue related
to the poor completion rates in apprenticeships appears to be that many enrollees
are underprepared and have insufficient math and science skills. For example,
training to become a plumber is not just about learning how to use a wrench; it
includes calculating flow rates through tubes.

More public spending on preschool and primary and secondary education
does, however, have the potential to reduce inequality. Better education for these age
groups, particularly if targeted at children from lower-income households, leads to
improved longer-term outcomes in university attendance and earnings. And, as we
have just seen, improving the quality of teaching in math and science, in particular,
through primary and secondary school could improve later access to apprenticeships

and perhaps also to other postsecondary education. But, Foley and Green note,
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these are not short-term solutions: the relevant time frame in which to see the actual
impact of such policies on inequality is probably generations, not years.

Finally, there is also evidence that increased income support for lower-
income households — for example, through earnings supplements such as
Canada’s Working Income Tax Benefit and the Earned Income Tax Credit in the
United States — when the children of such households are very young leads to
better educational outcomes for them later. We discuss such policies in more

detail in the final section of this chapter.

Policies that directly affect labour market outcomes
If, as we argued earlier, wages are set in part through bargaining, then there is poten-
tial scope to affect the wage and earnings distributions through direct policies such as
minimum wages and union regulation. In the context of a model in which workers
and firms must search to find an appropriate match and then bargain over the wage,
a minimum wage can be viewed essentially as the government bargaining on behalf
of lower-skilled workers. Moreover, in such a model, the adverse employment effects
of minimum wage increases need not be nearly as large as one might predict based
on neoclassical-model reasoning. Indeed, in situations where employers have discre-
tion in setting wages — what economists refer to as monopsony power — a higher
minimum wage can lead to increased employment.®

In their forthcoming article for the Canadian Journal of Economics, sum-
marized in this volume, Fortin and Lemieux conclude that the minimum-wage
increases that have occurred in many provinces since 2005 have been effective
in reducing wage inequality. This evidence is consistent with earlier US studies
that found that the decline in the real value of the minimum wage in that country
during the 1980s played a major role in the rise in wage inequality there during
that decade (see Fortin et al. 2012 and the references cited there). It is also con-
sistent with the fact that European countries that impose higher minimum wages
(relative to the average wage) tend to have less wage inequality than does Canada.

Would minimum-wage increases also be effective in reducing family income
inequality? The impact of minimum wages on family income inequality depends
on which workers are affected by minimum wages. The standard claim is that min-
imum-wage earners are mostly teenagers from high-income families who live at home,
but this is far from true: an earlier study by Fortin and Lemieux (2000) found that more

than 40 percent of minimum-wage earners live in families with incomes in the bottom
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three deciles of the distribution. But the authors also conclude that the net impact of a
minimum-wage increase on the distribution of family income is modest in size.

What about the effect of minimum-wage increases on poverty? There are
a few studies that examine this question, which is interesting in its own right but
also provides insight into minimum-wage effects on overall income inequality,
because we expect minimum wages to have noticeable effects only at the bottom
of the income distribution: that is, near the low-income cut-offs. However, the
few existing studies (for example, Campolieti, Gunderson and Lee 2012; Green
2014) find that the effect is essentially nil. In some ways, this is not surprising.
Raising the minimum wage in British Columbia by as much as $2, for instance,
would still leave a single individual living in Vancouver and working full-time,
full-year at the minimum wage below the pre-tax LICO.? This fits with the longer-
term patterns portrayed in a recent report by the Caledon Institute of Social
Policy, showing that, in all provinces, earnings from full-time employment at the
minimum wage fell well short of the after-tax LICO for a period of more than 25
years, from the late 1970s to the mid-2000s, due to a lack of indexing and multi-
year freezes (Battle 2015¢).'°

Most provinces have implemented minimum-wage increases as part of
their poverty reduction strategies in recent years. Nonetheless, the historic rela-
tionship between the minimum wage and the poverty rate indicates that adjusting
the minimum wage within its usual range (around 35 to 50 percent of the average
wage) has not been effective in reducing poverty. As with postsecondary educa-
tion policy, therefore, it appears that a bit more of the same would not make a
major contribution to reducing either family income inequality or poverty.

The other obvious labour market policy goal to consider in this context
is increasing union coverage. If wages are set at least partly through bargaining,
it is plausible that workers who act collectively can negotiate better wages. In
essence, the threat of a set of workers withdrawing their labour is much more
potent than each worker individually threatening to stop working. The chapter by
Scott Legree, Tammy Schirle and Mikal Skuterud examines the potential impact
of more union-friendly laws on the proportion of workers who are unionized and,
through that, on the degree of inequality in the wage distribution. Their simu-
lation exercise is interesting, in part, because it is solidly rooted in the laws and
regulations that have actually been used in Canada. That is, rather than asking

what would happen if unionization rates were to increase by some percentage
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(through some unknown means), they ask what would happen if all jurisdictions
in Canada adopted the most union-friendly regulations among those actually in
use. They answer this by estimating the impact of those regulations on the pro-
portion of workers covered by a collective agreement in the various provinces
over time.

Their results are perhaps surprising. Although moving to the most
union-friendly set of regulations would substantially increase union density rates
among college- and university-educated men in the public/parapublic sector (by
about 16 percentage points and 7 percentage points, respectively), doing so would
have no effect on the union density rates among high-school-educated men or
women with a trade or college education. To an important extent, Legree, Schirle
and Skuterud’s results reflect the nature of Canada’s current workforce, which
has very low union coverage in the private sector and high coverage in the public
and quasi-public sectors. Since workers in sectors such as health, education and
social services tend to be well educated and have middle-to-upper-range earnings,
increasing union density among these groups of workers would have little impact
in terms of raising wages at the low end of the distribution and, as a consequence,
a limited effect on wage inequality. Indeed, they find that if all provinces were to
adopt the most pro-union legislation, wage inequality among men, as measured
by the wage differential between the 90th and 10th percentiles, would be reduced
by 2 percent — a third of the 6 percent increase in that differential between 1984
and 2012 — but female wage inequality would be little affected.

These findings do not necessarily imply that unionization is unhelpful as a
mechanism for reducing inequality. For instance, Legree, Schirle and Skuterud do
not consider the spillover effects of stronger unions on nonunion wages. Also, laws
and regulations not currently in use in Canada might be more effective in increas-
ing unionization among lower-wage, less-educated workers. But given the nature
of today’s unionized workforce, marginal changes in the laws and regulations gov-
erning unions and collective bargaining do not seem to offer a promising solution

to inequality.

Postmarket redistributive policies
In addition to policies intended to alter wage outcomes directly, the problem of
inequality could also be approached through income redistribution — that is, by

taxing market incomes and redistributing the resulting revenue through transfers.
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We have already seen the effectiveness of tax-and-transfer redistribution (see fig-
ure 1), which, in some sense, is a cause for optimism. As documented in the chap-
ter by Andrew Heisz and Brian Murphy, in the 1980s and 1990s, when market
income inequality was rising steadily in Canada, redistribution through taxes and
transfers rose accordingly, reaching a peak in 1994, when it offset market income
inequality by a third. As a result, after-tax income inequality remained stable up
to the mid-1990s despite the underlying increase in market income inequality.
Since the mid-1990s, however, policy changes at both provincial and federal lev-
els have reduced the redistributive capacity of the tax-and-transfer system. As a
consequence, after-tax and after-transfer income inequality rose in the late 1990s
and continued to increase in the early 2000s even as market income inequality
slightly declined and stabilized.

Heisz and Murphy show that there were some important dynamics at play
underneath this simple narrative. As they point out, the amount of redistribu-
tion generated by individual taxes and transfers depends on both their size (as
measured by average tax and benefit rates) and their progressivity — that is, the
extent to which transfers are targeted at lower-income individuals or families and
marginal tax rates are structured so that higher-income individuals pay relatively
higher taxes. They find that the decline in redistribution after the mid-1990s was
most pronounced on the transfer side and was associated mainly with reductions
in benefit rates for EI and social assistance. So even though social assistance
remains the most progressive of the transfer programs, its redistributive impact
was greatly diminished by program cuts. Less known is that, while average tax
rates also declined for all income groups after the mid-1990s, they fell more at
the bottom, which made the tax system itself more progressive. Without these
countereffects, the increase in inequality would have been much larger. Regardless
of this undercurrent, however, the pre-1990s experience shows that redistributive
tools do exist and can be effective in counteracting rising levels of inequality. So
why have they not been used more extensively in recent years?

There are two possible answers. One is that the nature of inequality has
changed in such a way that standard tax-and-transfer policies are no longer as
effective as they used to be (or are effective only at a high cost in economic effi-
ciency). As the chapters by Heisz and by Lemieux and Riddell show, a fundamental
change took place in the composition of market income inequality after the late

1990s. In the decade and a half before then, broad-based measures of market
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income inequality such as the Gini coefficient continued to show strong increases,
meaning that inequality was increasing across the earnings structure. After 1998,
the Gini coefficient for market income inequality stopped rising, and the inequality
picture came to be dominated by the rise in the share of income going to the very
top earners, a phenomenon that had begun more than a decade earlier. Until then,
standard progressive taxation could have the kind of broad-based impact that was
called for, given inequality trends. Since the late 1990s, however, increasing the
taxation of those at the very top of the distribution — as many, including Osberg in
his chapter, advocate — appears to be what is called for. But would this approach
have a real impact on inequality, or would top earners, with access to high-priced
tax lawyers and accountants, simply find ways to avoid increased taxation?

In their chapter, Kevin Milligan and Michael Smart examine whether
increasing provincial taxes on the top 1 percent of earners would have a mean-
ingful effect on the concentration of income at the top. They base their analysis on
elasticity estimates derived from previous research, where they measure taxpayers’
response to tax increases in terms of changes in reported income for tax purposes
due to reduced work effort, increased use of tax shelters and income shifting to
other jurisdictions (Milligan and Smart, forthcoming). For each province, they
consider the effect of introducing a tax surcharge of 5 percent on income above
the top-1-percent income threshold.

Milligan and Smart reach three main conclusions from their simulation exer-
cise. First, the net revenue the provinces stand to gain once behavioural responses
are taken into account would be much less (in most cases less than half) than what
might be anticipated from simply applying the new tax rate to current reported
income. Moreover, the revenue gains would vary significantly by province, and
poorer provinces with a smaller share of top incomes and higher prevailing tax
rates would stand to gain the least. Second, because raising top-end provincial
taxes would reduce reported income, provincial attempts to tax high incomes could
have a negative spillover effect on federal revenue. Indeed, the federal government
would see its own tax base shrink without getting the benefit of higher revenue from
increased tax rates. In the worst-case scenario (where reported revenue is reduced
by means other than shifting income to another province), the loss in federal rev-
enue could even exceed the net revenue gained by the provinces.

Third, and most important, Milligan and Smart conclude that overall, due

to the high elasticity of reported income, the provinces have limited scope to raise
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extra revenue by increasing tax rates on top incomes. It is worth highlighting
that the authors’ estimates of the high degree of responsiveness to tax changes
at the top end are specific to provincial-level taxation. Because it is much easier
to move assets from one province to another than out of Canada altogether, the
tax-avoidance response to changes in federal tax rates likely would be lower. Be
that as it may, Milligan and Smart’s results do indicate that provincial govern-
ments have limited room to raise revenue through unilateral tax increases on top
earners. This is particularly salient in the current context, given that, in recent
years, seven provinces have introduced new top tax brackets at higher rates, and
the new government in Ottawa is about to follow suit. Earlier work by Frenette,
Green and Milligan (2009) shows that much of the policy response to the rise
in earnings inequality in the 1980s and early 1990s occurred at the provincial
level through increased social assistance benefits and income surtaxes at the top
end. Milligan and Smart’s results suggest that it might not be possible to rely on
renewed leadership by the provinces to address the new inequality challenge: the
rise of the top 1 percent.

Thus, one reason there have been fewer active tax-and-transfer measures
targeting inequality since the late 1990s might be the relative ineffectiveness of
top-end taxes (at the provincial level). In their chapter Keith Banting and John
Myles argue, however, that the main reason is the lack of public — and hence
policy — consensus on inequality. They point out that the somewhat complicated
story of inequality in Canada over the past several decades opens the door for
different interpretations of the nature of the inequality problem in this country
and even raises the question of whether there is a problem at all. Those they call
the “inequality Cassandras” can point to the ratcheting up of earnings inequality
in the 1980s and 1990s, its persistently high level since then and the rise of the
top 1 percent to argue that inequality is an ongoing problem. Meanwhile, the
“inequality deniers” can bring up the lack of an increase in the after-tax Gini
coefficient since about 2000, the decline in the income share of the top 1 percent
in the past few years and the long-run decline in LICO-based poverty rates as
evidence that there is no inequality problem that needs addressing.

Because of these competing narratives, Canada is still in a period of flux
when it comes to the debate on inequality. According to Banting and Myles, there
is a long-standing struggle over who gets to generate the dominant frame for

inequality, the outcome of which will determine what, if any, policy actions will
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be taken in coming years. They describe how the policy frame moved from an
emphasis on inequality just after the Second World War (helping regular workers
get their fair share of the pie) to an emphasis on poverty beginning in the 1970s
and 1980s. In more recent years, the rise of the top 1 percent has been the focus
of much attention in the framing debate, but it is one that Banting and Myles
view as having limited power to dominate the agenda. Instead, they argue, the
more recent emphasis on the deteriorating economic prospects of the middle class
could play the dominant role, as demonstrated in the 2015 federal election, when
“the redistributive agenda shifted sharply to focus on a vaguely defined ‘middle

%

class,” not the ‘poor” (532). That, in itself, makes for a highly complex situation
because even very well-off families in Canada consider themselves middle class.
Moreover, policies purporting to help those in the middle and lower parts of the
income distribution often end up benefiting high earners at least as much. We saw
a clear example of that in the tax measures for family income splitting, enhance-
ments to Tax-Free Savings Accounts and reforms to child benefits put forward by
the previous government in the run-up to the election.

According to Banting and Myles, the policy platform proposed by the
newly elected Liberal government “represented an amalgam of inequality frames”
(501) with tax cuts for the middle class, tax increases for those earning over
$200,000 and the expansion of income-contingent child benefits — although,
again, the Canada Child Benefit was presented mainly as providing help for the
middle class (Liberal Party of Canada 2015). Yet, as the authors point out, none of
these measures addresses the real issue of what to do about stagnant middle-class
earnings. Here, the uncertainty remains. Banting and Myles conclude that “With
control over the critical tools of labour market, health, education and welfare
policy in the hands of the provinces, the Prime Minister faces major constraints in

building a comprehensive strategy to address the new inequality” (533).
What More Can Be Done?

UR MAIN CONCLUSION FROM EXAMINING THE PATTERNS OF CANADIAN INCOME
Oinequahty and the effects of policies over the past several decades is that
there is little scope for substantially reducing inequality through small or even
possibly medium-sized extensions of existing policies relating to human capital,

minimum wages and unionization. Reducing tuition fees and expanding RESPs
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would help middle- and upper-income families, without offsetting the strong
correlation between family income and postsecondary attendance. Expanding ap-
prenticeship and college education without other changes in the education system
seems likely to be doomed by low completion rates. Minimum-wage increases
within the range of previous changes likely would have only small or modest
effects on family income inequality and little, if any, effect on poverty. Even ex-
tending the most union-friendly regulations to all provinces would make only
a small dent in inequality. In other words, marginal changes to existing policies
would do relatively little to solve the problem.

If larger policy shifts are required, then there would have to be fairly
broad consensus on the overarching goal we, as a society, want to achieve
through these measures. We view social equality as the goal Canadians should
aspire to — that is, Canada should strive to be a society in which all citizens
have the wherewithal and opportunities to participate as equals. Of course, this
is an aspirational goal, and we need more concrete objectives in order to propose
actual policy directions — hence our focus on income inequality. Our broad
goal signals that our ultimate concern extends well beyond income, but income
is both a useful metric and an effective place to start. In examining policies that
affect income inequality, we will inevitably come across non-income areas where
efforts are also needed. Setting a broader goal also helps to put economic growth
in its proper place: not as an objective in its own right, but as an instrument with
which to provide everyone equal opportunity to fulfill their potential and partici-
pate in society in ways they find personally satisfying. Indeed, economic growth
is one of the most important instruments in this regard because, functionally, it
provides greater resources to help those at the lower end of the income distribu-
tion and, politically, it eases potential conflicts that can arise when redistributing
scarce resources in a stagnant economy. Still, to reiterate, economic growth is an
instrument, not a goal. In recent decades, Canada, like many other developed
countries, seems to have placed so much emphasis on economic growth for its
own sake that it has undermined social inclusion and equality. Our point of
departure in our policy suggestions is to search for a better balance — to work
toward a more equal society by, among other things, supporting the economic
growth that makes it more feasible.

Before we turn to our discussion of specific elements of an improved policy

agenda to reduce inequality, a few caveats are in order. First, as demonstrated in this
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chapter and elsewhere in the volume, income inequality is the product of the evolv-
ing interplay of economic forces, public policy and income dynamics over several
decades. Thus, the policy response to inequality also needs to be considered from
a medium- to long-term perspective, in part because the response entails structural
changes — which, by definition, will not produce immediate outcomes — but also
because Canada’s current economic context and prospects are such that the policy
tradeoffs and appropriate timing will need to be carefully assessed in the short run.
Second, the complex trends and factors we have described also mean there is no
“silver bullet” against rising income inequality; rather, a multipronged and coherent
approach is called for. Finally, we do not pretend that ours is an exhaustive list of
possibilities or the only course of action. Instead, by putting forward broad policy
options and directions we hope to encourage and contribute to a fundamental dis-

cussion that has been largely absent from recent political discourse.

Calibrating the response in the current policy context

Redistribution through taxes and transfers is perhaps the first approach that comes
to mind when discussing policy responses to rising income inequality. The fact that
Canada’s tax-and-transfer system did manage to offset market income inequality
increases in the 1980s and early 1990s'! provides some reason for hope; at the
very least, it shows that inequality is not an intractable problem. But that earlier
effort was led primarily by the provinces, and to the extent that a major part of
the inequality problem Canada now faces is income concentration at the very
top, Milligan and Smarts results suggest that an effective tax solution is unlikely
to exist at the provincial level. Of course, in a federation such as Canadas, the
division of provincial and federal responsibility is rarely clean. The increases in
social assistance benefits by the provinces in the 1980s and early 1990s were fa-
cilitated by conditional cost-sharing transfers from the federal government under
the auspices of the Canada Assistance Plan. And the sharp reductions in provincial
spending in the mid-1990s came as the federal government downloaded part of
its deficit to the provinces by cutting health and social transfers while removing
spending strings. Finally, as recent reports from the Parliamentary Budget Officer
indicate (see, for example, Canada 2015), the provinces face serious structural
fiscal challenges now and into the future — in particular, from growing cost pres-
sures on health care due to aging populations — whereas the federal government’s

fiscal situation is much more favourable. Altogether, this implies that real tax-and-
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transfer solutions will also require substantial federal leadership and, potentially,
the federal government’s reinsertion into jealously guarded provincial domains.
This might make implementing an effective response through taxes and transfers
politically difficult.

But while the history of the 1980s and early 1990s offers some hope for the
effectiveness of tax-and-transfer policies, the subsequent reversal of those policies
in the late 1990s raises further questions about the appropriate role of such initia-
tives in reducing income inequality. Indeed, the mid-1990s marked an important
turning point in the economic and social policy stances of Canadian governments,
which resulted in their determined efforts not only to eliminate long-standing
deficits but also to reduce corporate and personal income taxes, deregulate broad
segments of the economy and encourage more flexible labour markets, all with
the stated goal of improving competitiveness and stimulating economic growth.'?
As Heisz and Murphy document in this volume, the mid- to late 1990s and early
2000s saw important cuts in social assistance and EI and significant tax reduc-
tions. These program cuts came at a time when research on the drawbacks of
passive income-support programs and the need to shift to active labour market
policies came to public attention, which perhaps explains the relative lack of pub-
lic opposition to the cuts. Indeed, both programs generate well-known disincen-
tives to work and they continue to lack broad support because of their widely
recognized limitations."” According to this interpretation of events, there could be
greater public support for redistributive policies provided effective work incen-
tives were designed and adopted.

An alternative interpretation is that responses to rising inequality through
redistribution might not be politically stable. To the extent that Canadians see
transfers as something akin to charity, rather than as a reflection of the rights of
citizenship, generous transfers always stand the chance of being taken away. In
contrast, policies that raise earnings of those at the bottom end of the distribution
imply redistribution through a means that is harder to take away: society views
workers as having rights to what they earn. According to this interpretation of
Canada’s experience in the 1990s, effective responses to inequality are to be found
in policies that affect how earnings are allocated in the first place, rather than in
taxing earnings and then transferring the proceeds.

We see virtue in both interpretations. Specifically, we see particular merit in
policies that affect the distribution of earnings even before taxes and transfers do
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their part. But we also argue that there is unrealized potential in tax-and-transfer

tools, which suggests they can be both more effective and more politically stable.

Human capital and its long-term effect on earnings

Human capital policy has the appearance of a “silver bullet.” In principle, increas-
ing access to education can help equalize opportunity for all while promoting
economic growth. By the same token, rising inequality is associated with reduced
educational attainment, skills acquisition and employment prospects for people
from poorer socio-economic backgrounds (OECD 2015a). We have argued, how-
ever, that when thinking about the impact of human capital policy on inequality,
one needs to differentiate among the different levels of education. Starting with
higher education, policies that are a little, or even a lot, more of the same as those
that have been tried — such as lowering tuition costs or increasing the size of
the Canada Learning Bond — are, in our view, unlikely to alter inequality in a
meaningful way. What is needed is something that radically alters perceptions
among low-income families of the returns to investment in higher education
as well as their opinion of the intrinsic value of education. Such an attitudinal
shift could take generations and require increases in education levels for each
successive generation. That said, the evidence that lower-income households do
not take advantage of RESP incentives, while they seem to respond to earnings
supplements delivered through the tax system by supporting increased education
for their children, suggests that something more complex underlies differences
in university attendance by family background. Indeed, it may have less to do
with the value these families place on education than with whether investing in
education seems like too large a risk for them.

If a child from a low-income family enrols in university but does not
graduate, or graduates but does not find a job with good pay, then the family
is not in a position to help with the resulting student debt. In that instance,
investing in higher education might seem like too much of a leap into the dark.
And when no one you know has a postsecondary degree, such a leap may seem
even more daunting. For these families, lowering the level of debt associated with
university attendance even by a large amount might not be sufficient to alter their
outlook on the riskiness of the venture. But setting tuition to zero for their chil-
dren could reset their perceptions completely. Thus, we think it is worth debat-

ing having fully subsidized university tuition for children from families in the
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bottom tercile of the family income distribution. Of course, even this might not be
enough to encourage students from low-income backgrounds to undertake four
years of postsecondary education without earnings. We therefore also suggest an
income-contingent student loan program to help these students cover their living
expenses while in school. In contrast with existing student loans, such a program
would allow students to repay their debt in amounts proportional to their post-
graduation income. We believe, further, that the income-contingent loan program
should be available to all students, not just those from low-income backgrounds,
to alleviate the disincentive effects of debt risk. Both measures — zero tuition
for students from lower-income families and income-contingent loans — should
be available to students attending college as well as university. The goal of these
policies would be to change the social norm so that it would seem odd for chil-
dren not to go on to postsecondary education, given that free tuition and income-
contingent loans are available.

Drewes and Meredith (2015) similarly call for an income-contingent loan
program to help adults return to education and training later in life. We agree
with their argument in favour of better “second-chance” options for those who
have not followed a standard, uninterrupted path from school to postsecondary
education and training. Indeed, we see this as a good example of emphasizing
social equality over economic growth for its own sake, since, for older workers in
particular, the economic benefit of extra training might not outweigh the costs of
that training (see Cunha et al. 2006). Nevertheless, people should be given not
just a one-time opportunity to pursue their goals but also the reassurance that
they can try to do so again later in life if they do not find the right path initially.

As Drewes and Meredith (2015) point out, however, the poor completion
rates of apprenticeships indicate that the current system is failing in this regard.
A substantial overhaul is clearly needed. More generally, the low levels of com-
petency in math and science of too many students graduating from Canadian
high schools may need to be addressed if we are to improve the performance of
apprenticeship and training programs.'*

At another level, early childhood education investments targeting low-
income families have been shown to have substantial payoffs (see, for example,
Baker 2011 and Riddell 2007). Such investments, however, would also need to
be supported by providing more direct attention to improving Canada’s shameful
record on child poverty. A recent UNICEF (2012) report ranks Canada 24th out
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of 35 countries in terms of child poverty, which suggests that the child benefit
system has not done the job so far. Children who go to school hungry and return
home to financially stressed households are not able to learn effectively. However,
there are reasons to be optimistic on that front: the new government’s proposed
Canada Child Benefit has been described by a leading expert as “a major step
forward in the history of child benefits in Canada” (Battle 2015a).

Finally, it is important to emphasize that, although ensuring more equal
access to educational opportunities is an essential part of the policy agenda to
reduce income inequality, it will take decades for the potential payoffs of such
human capital policies to be fully realized. Also, too many policy-makers seem to
think that better education on its own can be the solution to rising inequality. It is
not. For more immediate solutions, one must turn to other measures that directly

affect the labour market and parts of the tax-and-transfer system.

Policies that directly affect earnings

We have argued that wages reflect not just workers’ productivity but also the out-
come of bargaining over rents within firms. To the extent that is true, we need to
consider measures to ensure a better balance of bargaining power in setting wages.
The substantial increase in earnings inequality seen in Canada since the early 1980s
suggests that bargaining power has been skewed toward those at the top of the
distribution. Further evidence of this shift is the significant decline in the share of
national income allocated to labour (see figure 5) after a long period of stability.
Getting inequality back to lower levels, then, necessarily involves measures to
enhance the relative bargaining power of those at the bottom and in the middle of
the earnings distribution, limiting the power of those at the top and beginning to

reestablish traditional shares of national income going to labour and capital.

Minimum wages

At the low end of the pay scale, balancing bargaining power means, in part, set-
ting a meaningful minimum wage. Green (2014) argues that minimum wages are
set, at least partly, to reflect society’s standard of fairness, by effectively banning
wages that are unfairly low just as other types of exchanges in the labour market,
such as child labour, are banned. Green shows that provincial minimum wages
have moved in tandem with the median wage of low-skilled workers in a way

that suggests voters see the relevant standard for the minimum wage as some
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proportion of the “going wage” in the economy. That is, if typical wages of low-
skilled workers are on the rise, then the threshold below which a wage is viewed
as unfairly low will also rise. But even if the minimum wage moves with other
wages, there is still the question of the proportion of the going wage at which it
should be set. On this point, we agree with the principle put forward by propon-
ents of a $15-per-hour minimum wage that the minimum wage should be set at a
level such that working full-time, full-year (FTFY) does not leave a person below
the poverty line.

What, however, would be the implications for employment of increasing
the cost of low-skilled labour? International research indicates that the disemploy-
ment effects tend to be small, although slightly larger for certain groups, such as
youth (OECD 2015c¢). The existing Canadian literature also suggests relatively
small effects, although the estimates in that literature focus almost exclusively on
the impact on teenagers. Increasing the minimum wage to $15 per hour, however,
would affect a more diverse group of workers. In British Columbia, for example,
36 percent of workers with wages at or below the provincial minimum wage of
$10.25 in 2010 were teenagers, but only 5 percent of workers in that province
who earned between $12 and $15 per hour in 2014 were teenagers (Green
2015a). Accordingly, working from estimates in Beaudry, Green and Sand (2015),
Green (2015a) estimates that increasing the minimum wage in British Columbia
to $15 per hour would lead to a 1 percent reduction in the province’s overall
employment rate and a 7.6 percent reduction in employment for those currently
earning between $10 and $15 per hour. Although this is not inconsequential, the
effect on the total wages paid to workers currently earning between $10 and $15
per hour would be substantial.

This estimated impact of moving to a $15 minimum wage is for BC. The pre-
dicted employment effects would be smaller for Alberta, where wages are higher and
the minimum wage is lower relative to other wages. This raises the important ques-
tion of whether and how to vary the minimum wage geographically: a $15-per-hour
minimum wage might be sufficient to bring FTFY workers above the poverty line in
Vancouver, but it is likely higher than would be needed in, say, Kelowna. Regional
variation in minimum wages raises the possibility of businesses migrating to avoid
higher wages, but as many minimum-wage-paying firms are in the local services sector,
this might not be a substantial concern. The experience so far with municipalities in the

United States that have adopted higher minimum wages than surrounding areas is that
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there has not been an outward flight of businesses, but the move to higher municipal
minimum wages has only just begun, and more study is needed on this issue.

The minimum wage as a policy tool has other, more subtle potential bene-
fits. Brochu and Green (2013) show that increasing the minimum wage causes
a decline in firms’ layoff rates, perhaps because it forces firms to shift from a
low-wage/high-turnover approach to one geared toward higher wages and lower
turnover. That is, minimum wages seem to push the economy toward a better
equilibrium in terms of the stability and remuneration of jobs.

Minimum wages are sometimes disparaged as too “blunt” a policy instru-
ment to address poverty and inequality, with criticism often couched in terms of
asking if these issues could not be better dealt with by using other instruments
such as earnings supplements for low-income families. But posing the problem this
way seems a bit like a party game (“If you were stuck on a desert island and could
choose only one policy...”). In fact, we are not limited to one instrument; rather, as
we discuss below, there is good reason to believe that minimum wages and earnings

supplement programs are complementary policies and should be used jointly.

Increasing bargaining power in the middle

As noted previously, the share of national income allocated to labour has fallen
steadily since the early 1980s — and precipitously for the bottom 99 percent of
the earnings distribution. How, then, should the bargaining power of those in the
middle of the pay range be increased?

One factor contributing to the decline in workers’ bargaining power in
recent decades has been the steady fall in rates of unionization, especially in the
private sector. As Legree, Schirle and Skuterud note in their chapter, Canadian
governments have contributed to this trend by enacting laws less supportive of
unions. The authors show, however, that making current labour legislation more
favourable toward unions would have only a small impact on wage inequality. To
an important extent, that conclusion reflects substantial changes in the nature of
the unionized workforce in the past three or four decades. Traditionally strong in
manufacturing, forestry and mining, union presence is now found mainly in the
public and quasi-public (health, education and social services) sectors. As of 2014
(the most recent data), private sector union coverage was below 17 percent, while
coverage in the public and quasi-public sectors was about 75 percent; well over

half of Canada’s unionized workforce is in the public sector (broadly defined),
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even though that sector accounts for less than 25 percent of total employment.
Unions traditionally contributed to reducing wage inequality by compressing the
wage structure in unionized sectors — raising the wages of low-skilled and semi-
skilled workers much more than the wages of high-skilled employees. There is
much less scope to do this in the public sector, however, where many employ-
ees — teachers, nurses, police, firefighters — are in the middle or upper half of
the wage distribution.

Improving workers’ bargaining power, in our view, would require step-
ping outside the traditional North American model of union representation. Often
referred to as the “Wagner Act model” because it began during the Great Depression
with the enactment in 1935 of the Wagner Act in the United States and the subse-
quent adoption of similar legislation by Canada during the Second World War, this
legal framework provides workers with the statutory right to form and join unions.
If a majority of workers in a given bargaining unit clearly indicate their wish to be
represented by a specific union, that union will be certified as the exclusive repre-
sentative of all employees in the bargaining unit. However, with private sector union
coverage below 20 percent in Canada and well below 10 percent in the United
States, this model now fails to provide many private sector employees with effective
representation in workplace decisions. Many observers of the evolving nature of
the employment relationship, such as the distinguished Canadian labour lawyer
Paul Weiler, have noted this failure and have proposed ways to address it (see, for
example, Weiler 1990). Although dealing with these issues in a thorough manner
would entail a major detour from the main purpose of this volume, we comment
briefly on them here because of their relevance to income inequality in Canada.

In addition to its potential contribution to increasing employee bargaining
power, there is a clear need to improve forms of worker representation in work-
place decisions for its own sake. Many Canadians spend a major part of their lives
in the workplace, and the quality of their work life is affected by employers’ deci-
sions, ranging from scheduling to health and safety to layoffs and work sharing, in
response to declines in product and labour demand during economic downturns.
Such workplace arrangements have an important public-good character and are
dealt with most effectively by collective rather than individual representation.
Much evidence (see, for example, Metcalf 2003) indicates that meaningful work-
er involvement can also enhance productivity, product quality and the overall

efficiency and competitiveness of the enterprise.
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Beyond these compelling reasons for improved worker representation, inter-
national law increasingly recognizes collective bargaining not just as a statutory
right (as in the Wagner Act model) but also as a human right (Adams 2008). Canada
is a signatory — indeed, it was an enthusiastic supporter — of such international
agreements as the International Labour Organization’s Declaration of Fundamental
Principles and Fundamental Rights at Work. Yet Canadian jurisdictions, both fed-
eral and provincial, have been slow to promote forms of employee representation in
the workplace that go beyond the formally unionized sector. A potentially import-
ant impetus might come from recent decisions of the Supreme Court of Canada.
Notable among these are the 2007 BC Health Services decision, which concluded
that the right to freedom of association under the Charter of Rights and Freedoms
implies the right to collective bargaining, and the 2015 SFL v. Saskatchewan case,
which extended this to include the right to strike. In BC Health Services, the Court
also stated that “Canada’s adherence to international documents recognizing a right
to collective bargaining...supports recognition of that right” and that “the Charter
should be presumed to provide at least as great a level of protection as is found in
the international human rights documents that Canada has ratified.” The Court’s
statement in that case that Canadian workers have a “procedural right to collect-
ive bargaining” appears to support a broader human right that goes beyond the
statutory right prevailing under the current Wagner Act model, which is consistent
with international human rights law on freedom of association (Adams 2008, 48).
Indeed, the Court’s use of the term “non-statutory unionism” suggests it agrees with
the need for forms of employee representation beyond the traditional collective
bargaining relationship based on the Wagner Act model.

International as well as Canadian experience provides several potentially
worthwhile models for greater worker representation outside traditional North
American-style unionism. One promising route would build on existing statutory
joint labour-management committees that deal with specific mandates at the
enterprise level, such as workplace health and safety and work sharing (Adams
1986; Riddell 1986; Weiler 1990)."> For example, recognizing the importance
of the contribution of workers’ participation in preventing workplace injuries
and illnesses, most provinces have established “internal responsibility systems”
that confer rights on employees, such as the right to have joint health and safe-
ty committees; the right to refuse hazardous work without penalty; and the
right to information, as it becomes available, about the hazards of employment.
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Broadening the role of these joint committees to cover a wider range of issues
such as work scheduling, flexible work arrangements, technological change,
training, retirement and pension arrangements, and the terms of mass layoffs and
plant closings would lead to a form of statutory collective representation similar in
nature to European-style works councils that provide employees with a “collective
voice” outside traditional unionism.'® Such collective voice mechanisms do not
play a role in negotiations on wages and salaries and thus may not directly affect
wage inequality. But by providing a means for greater employee involvement in
workplace decisions, they may indirectly influence workers’ bargaining power
over earnings. More important, they would be of substantial value in their own

right, and consistent with our emphasis on advancing social equity.

Reducing bargaining power at the top

The dramatic rise in incomes at the very top of the distribution is driven primarily
by two groups: senior managers — especially chief executive officers (CEOs) — and
those employed in banking and finance. As Lemieux and Riddell discuss, there is
an ongoing debate about whether the surge in top incomes reflects a generalized
increase in demand for talent (the market-based view) or the ability of specific
groups to receive compensation far in excess of their market value (the rent-
extraction view). Our assessment of the evidence is that the enormous increases in
pay for senior managers and those employed in banking and finance principally
reflect the ability of these groups to extract economic rents, thus reducing the share
of national income going to the bottom 99 percent. Reducing the ability of these
individuals to capture an outsized share of the rents produced by the economy is,
to an important extent, a matter of improving compensation practices and corporate
governance so that they operate more in the public interest.

The separation of ownership and control in the modern corporation cre-
ates potentially conflicting incentives for the shareholders (the owners of the
firm), the board of directors (those selected to oversee the firm’s operations) and
the managers (those chosen to execute operations). Although these incentive chal-
lenges — which economists refer to as “agency problems” — cannot in general
be eliminated, well-designed compensation packages can better align the inter-
ests of managers and shareholders, and good corporate governance policies and
practices can mitigate agency problems between shareholders and board members
(see Jensen and Murphy 2004; Murphy 2013). Unfortunately, much evidence
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indicates that in the past three decades, compensation practices — especially for
senior executives — have not been well managed.

Executive compensation decisions are made not by the owners of a firm
but by its board of directors, usually upon a recommendation by the board’s
compensation committee. As Jensen and Murphy (2004, 22) discuss at length,
however, “remuneration committees routinely lack the information, expertise and
negotiating skills necessary for hard-nosed contract negotiations with incumbent
and incoming executives. As a result, many pay packages and processes are poorly
designed.” Furthermore, because members of the compensation committee and
the full board are spending the firm’s money, not their own, corporate governance
and remuneration policies are highly interrelated. For example, Bertrand and
Mullainathan (2001) find that CEOs in better-governed firms are less likely to be
rewarded for “luck” — where, for example, CEOs of oil-producing firms receive
higher remuneration as a result of an increase in world oil prices — and more
likely to have their payments in the form of stock options offset by a reduction
in other forms of compensation. Improved corporate governance is thus likely to
produce better executive compensation practices.

The dramatic rise in executive compensation over the past several decades
was propelled by the increased use of stock options and bonuses — a change
that began in the United States and has now spread to other countries, including
Canada. In principle, the use of stock options can mitigate agency problems by
linking executive pay to measures of performance that matter to shareholders. In
practice, however, the sharp increase in the use of stock options has resulted in
huge gains in pay for senior executives — in many cases, without commensurate
improvements in performance (see, for example, Hall and Murphy 2003; Jensen
and Murphy 2004; Murphy 2013). As Hall and Murphy (2003) and Murphy
(2013) point out, an important factor contributing to the excessive use of stock
options is corporate directors’ (mistaken) belief that this way of compensating
senior executives costs much less than an equivalent cash payment. To an import-
ant extent, this mistaken view arises because when a company issues a stock
option to an employee, it incurs no cash outlay and bears no accounting charge.
In fact, unless options receive more favourable tax treatment than does cash, they
are more costly than cash.'” This is a classic example of confusing accounting
costs and true economic costs, and it points to the need to improve the expertise
of members of corporate boards and compensation committees.
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In fact, corporate governance in Canada in general requires much greater
attention. A recent assessment by one of Canada’s leading authorities concluded that
“shareholder democracy in Canada is remarkably stunted compared to the United
States and United Kingdom, despite a shared Common Law heritage” (Morck 2010,
1). On one hand, provincial and federal laws allow shareholders to demand at
any time an emergency meeting at which all the directors could be replaced, thus
enhancing the power of shareholders. This substantially reduces the attractiveness
to senior executives of staggered boards, a key tool used to limit shareholders’
power over managers in the United States.'® Similarly, Canadian courts have limited
the use of poison pills, another tool used to reduce shareholder influence. On the
other hand, there are two important factors that contribute to poor corporate gov-
ernance in Canada: dual-class shares and pyramiding (Morck 2010).

A company that has dual-class shares issues two classes of shares: “restrict-
ed” voting shares to the general public and “superior” voting shares to corporate
insiders. Superior voting shares have many more votes per share than restricted
voting shares. As a result, corporate insiders exert disproportionate control in
companies that issue dual-class shares. A far greater proportion of major firms
have controlling shareholders in Canada than in the United States or the United
Kingdom, and these wealthy individuals or families often use pyramiding to
increase the voting power of their shares. Pyramiding occurs when the controlling
shareholder holds enough shares to control voting in firm A, which, in turn, holds
a sufficiently large block of equity in firms B and C to exert effective control over
those firms, and so on. This practice is essentially unknown in both the United
States and United Kingdom, but it is widespread in Canada and throughout Asia,
Latin America and continental Europe — especially in eastern Europe and Russia
(La Porta et al. 1998, 1999).

The greater prevalence of dual-class shares and pyramiding are key con-
tributors to Canada’s relatively low ranking in international comparisons of cor-
porate governance (e.g. La Porta et. al. 1998). But these practices can be altered by
changes in public policy or by capital market institutions. For example, the use of
pyramiding disappeared in the United States and the United Kingdom as a result
of policy changes.! Similarly, dual-class shares fell out of favour in the United
States after they were prohibited by the New York Stock Exchange. Obviously,
given that top earners are particularly highly paid in both these countries, adopt-

ing their policies in this area would not provide a complete solution to corporate
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governance issues, but there is good reason to think that Canada can learn from
their experience.

Improved corporate governance is not just an objective in its own right. A
substantial amount of empirical evidence links corporate governance to improved
firm performance, as senior executives who are more accountable to shareholders
tend to focus more on long-term value and less on short-term considerations
(Anand 2013; Bertrand and Mullainathan 2001; Morck 2010). Thus, the econ-
omy as a whole, including the many workers in the bottom 90 percent of the
income distribution whose pensions and other assets are invested in corporate
bonds and equities, would benefit from better corporate governance.

Insider trading provides an example of the link between corporate gov-
ernance and the income and wealth of the bottom 90 percent, as well as a clear
example of rent capture. In countries, such as the United States, where insider
trading is carefully regulated and vigorously prosecuted, an announced takeover
bid by one company for another typically results in a sudden and large increase
in the share price of the takeover candidate, the proceeds of which go to that
firm’s shareholders. In Canada, however, many of the benefits go to corporate
insiders: as Bris (2005) and Eckbo (1986, 1988) show, the share price of the
takeover candidate increases gradually prior to the public announcement as insid-
ers accumulate shares and bid up the price. Indeed, Bris (2005) concludes that
Canada permits the most lucrative insider trading of any developed country. As
a result, much of the economic rent created by takeover bids in Canada goes to
corporate insiders, rather than to the original shareholders.

Overall this evidence suggests there is real reason for concern about cor-
porate governance and executive compensation in Canada. We are not experts in
either of these areas and are not in a position to suggest specific policy reforms. In
particular, one cannot easily point to reforms in other countries and be sure they
would be helpful in the Canadian context. Often, such reforms involve specific
tax loopholes and institutional features that either do not exist in Canada or take
a different form. Furthermore, previous attempts to rein in US executive compen-
sation often have had either little success or unintended adverse consequences. As
one leading expert summarizes: “Over the past 80 years, Congress has imposed
tax policies, accounting rules, disclosure requirements, direct legislation, and
other rules designed explicitly to address perceived abuses in executive com-

pensation. With few exceptions, the regulations have been either ineffective or
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counterproductive, typically increasing (rather than reducing) agency problems
and pay levels, and leading to a host of unintended consequences” (Murphy 2013,
328). Thus, before rushing into action, a careful and thorough assessment is need-
ed of how Canadian tax rules and regulations, as well as other forces, influence
the remuneration of senior executives and other top earners in banking and
finance in order to establish what is likely to work in light of both international

experience and Canadian institutions.

Income transfers

Refundable tax credit policies

As discussed previously, among the various policies that can address rising
inequality, there are important reasons to prefer those that operate on market
incomes. Nonetheless, as we have also emphasized, an array of measures would
be needed, and the tax-and-transfer system could play an important complement-
ary and supplementary role. What approaches are most promising to address
income inequality and poverty?

There is a long history in Canada and elsewhere of policies to deal with low
incomes. Based on this experience, we prefer policies that combine several fea-
tures: they should (i) be well targeted at individuals and families with low income;
(ii) strengthen, rather than weaken, work incentives; (iii) have broad public sup-
port; (iv) be relatively inexpensive to administer; and (v) interact well with other
policies and programs. Earnings supplements for the working poor — also referred
to as refundable tax credits or “in-work benefits” — represent the approach that
best meets these objectives. Prominent examples include the Earned Income Tax
Credit (EITC) in the United States, the Working Families Tax Credit (WFTC) in
the United Kingdom, the Working Income Tax Benefit (WITB) in Canada and
similar programs in several European countries. These programs provide strong
work incentives because the earnings supplements are available only to those who
work, and the extent to which market earnings are supplemented increases with
the amount of employment earnings up to a maximum, before being phased out at
higher earnings levels. Because they operate through the income tax system, unlike
traditional social assistance (welfare) programs, they do not require caseworkers
and government bureaucracy. As a consequence, they are relatively inexpensive to
administer. For example, the US Department of the Treasury estimates that EITC
administrative costs are only about 1 percent of benefits provided, much less than
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other programs, which can have administrative costs as high as 20 percent of bene-
fits provided (United States 2011).

The EITC provides the best example of this approach, both because it has
the longest history and because there is a substantial body of research on its effects.
Introduced in 1975, the EITC has become one of the largest and least controversial
elements of social policy in the United States. As stated in a recent survey of the
program and its effects, “The EITC has become the centerpiece of the U.S. safety net,
dwarfing other means-tested programs in terms of the number of beneficiaries, total
expenditures, or poverty reduction impacts” (Nichols and Rothstein 2015, 54). For
many years, the EITC has received support from both political parties, with expan-
sions authorized by both Democratic and Republican congresses and under each of
the past five presidents.?® In its targeting, the EITC is very successful as an antipoverty
program. Hoynes and Patel (2014) find that EITC benefit payments are concentrated
among families whose incomes (after other taxes and transfers) range between 75
percent and 150 percent of the poverty line. Short (2014) finds that refundable tax
credits reduce overall poverty in the United States by approximately 15 percent and
child poverty by 25 percent. Moreover, the additional income provided under the
EITC has important beneficial effects on the health of parents and their children, and
on children’s academic achievement (Nichols and Rothstein 2015).

The United Kingdom’s in-work benefit program was introduced in the late
1980s as the Family Credit; it was expanded and renamed the Working Families
Tax Credit program in 1999. The WFTC provides even larger benefits to recipi-
ents than does the US EITC (Blundell 2006), and, like the EITC, it has become a
core part of the UK social safety net.

Compared with the United States and the United Kingdom, Canada adopted
earnings supplements for the working poor much later: the WITB was introduced
in 2007 and expanded in 2009. More important, Canada has yet to embrace this
approach fully: total spending on the WITB is only about $1 billion annually, com-
pared with spending of over $60 billion on the EITC, while spending on the WFTC
dwarfs Canada’s WITB expenditures on a per capita basis. In part, this reflects the
small size of the earnings supplements in Canada, where the maximum benefit is
less than $1,000 annually for singles and about $1,800 for families (in 2014 dol-
lars).*! In addition, in contrast to the US and UK programs, the WITB affects a very
narrow and very low income range, with phaseouts starting at around $11,000 in

annual income for singles and at less than $16,000 for families; supplements are fully
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phased out below $18,000 for individuals and below $28,000 for families. Thus, an
individual working full-time, full-year at the minimum wage would receive nothing
from the WITB in most Canadian jurisdictions (Battle and Torjman 2012). Similarly,
the WITB does not supplement the earnings of those just above or even moderately
below the LICO. Only 9 percent of Canadian households were expected to receive
WITB benefits in 2014 (Canada 2014). For it to play a significant role in addressing
poverty and low income, and to provide meaningful work incentives for the working
poor, the WITB needs to be expanded to cover a wider range of low-income individ-
uals and families, either by raising the level of income at which phaseout begins or
by reducing the rate at which the earnings supplements are phased out. The size of
the maximum earnings supplement also needs to be increased substantially.

One reason the WITB is currently phased out at such a low income level is
to minimize any tendency for it to generate high marginal effective tax rates when
combined with phaseouts of the National Child Benefit Supplement and provincial
income supplements. However, the new government’s planned Canada Child Benefit
incorporates a phaseout that will be much gentler and will start at higher income
levels. Thus, there will be room to expand the WITB without adverse interactions
with the Canada Child Benefit and provincial income supplement programs.

In Canada, as in many other countries, an important source of low market
earnings is nonstandard work such as part-time employment, self-employment and
temporary/contract work arrangements, which affect as much as 30 percent of the
labour force.”? Indeed, as the OECD notes, the earnings gap in Canada between
standard workers — that is, workers in full-time, open-ended contracts — and non-
standard workers is the largest such gap in any OECD country: the hourly wage of a
nonstandard worker is on average 75 percent that of a standard worker’s in OECD
countries, but it is only 57 percent of a standard worker’s wage in Canada (OECD
2015b). Canada’s poverty rate among nonstandard workers is also the highest: 35
percent, compared with an OECD average of 22 percent.

Refundable tax credit programs are particularly well-suited to help individ-
uals and families with low incomes from nonstandard work because they focus
on supplementing market earnings. That Canada does not make full use of such
credits likely explains in part why its tax-and-transfer system does not compare
favourably with those of other OECD countries in alleviating poverty among non-
standard workers. According to the OECD (2015b), Canada’s tax-and-transfer sys-

tem lifts only about 18 percent of households in nonstandard work out of poverty,
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compared with one-third on average in other OECD countries (OECD 2015b).
However, Canada’s limited use of this policy approach also presents an opportunity.
With the WITB already introduced (albeit on a very small scale), the basic structure
is in place; what is needed now is a substantial increase in the magnitude of earnings
supplements over a wider range of low market incomes.

One attractive feature of earnings supplement programs such as the EITC
and the WITB is that they “make work pay” — that is, they encourage greater
labour market participation among low-skilled workers. A potential concern with
this approach, however, is that increasing the labour supply might reduce market
wages at the low end of the wage distribution, in which case some of the benefit
of refundable tax credits would in effect go to employers of low-skilled workers
instead of to the workers themselves. Research in the United States and the United
Kingdom has found some evidence of this, although the reduction of market
wages is relatively modest (Nichols and Rothstein 2015; Blundell, Brewer and
Francesconi 2008). However, to the extent that this is the case, minimum wages
and earnings supplements can interact in an important way to ensure that most,
if not all, of the benefits of refundable tax credits go to low-income workers and
their families (see Nichols and Rothstein 2015).

For these reasons, our proposed increase in the minimum wage comple-
ments our recommendation that the WITB be expanded to cover a much wider
range of incomes and that its benefits be increased substantially. These changes
should be phased in over time, both for budgetary reasons and to provide suffi-

cient opportunity to evaluate the consequences of expanding the program.

Other income support for working-age adults

We recognize, of course, the irony of holding up as examples policies from the
United States and the United Kingdom — two of the economies that have seen
the fastest rise in income inequality in recent decades. But we believe that lessons
should be learned wherever they are found, and that a combination of policy
tools should be used. At the same time, the high level of inequality in these two
countries highlights the need to do more than implement the policies we have
just described. For instance, EI and social assistance, which remain the two main
pillars of the Canadian income security system, have become much less effective
over the past two decades in their capacity to provide income security and pre-
vent poverty. This explains in large part why Canada’s tax-and-transfer system is
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now less effective in offsetting rising inequality than it was two decades ago and
also less effective than such systems in other OECD countries (Heisz and Mur-
phy, in this volume; OECD 2105a; Sharpe and Capeluck 2012).?*> Both EI and
social assistance have been much criticized for not fulfilling their core mission
and allowing too many needy individuals to fall through the cracks, giving rise to
various reform proposals to address these issues (see, for example, Banting and
Medow 2012; Battle, Mendelson and Torjman 2006; Lankin and Sheikh 2012).
One common policy proposal to help those at the low end of the income
distribution is some type of guaranteed annual income (GAI). Proponents argue
that, if set high enough, a GAI would immediately end poverty, provide a basis
from which workers could negotiate higher wages, end overlap and complexity in
the current income security system — since, in its purest form, it would replace
all other transfer programs — and signal a shift in Canada’s income-support phil-
osophy whereby income security is viewed as a right of citizenship (Young and
Mulvale 2009). Critics are concerned about the strong disincentive to work that
a guaranteed income would produce, the justice of simply giving public revenue
to people who could contribute but do not, and the high cost of such a program.
Young and Mulvale (2009), for example, estimate that a program that
paid each adult $15,000 and $4,000 for each child would have a net cost of
$286 billion (in 2005 dollars), after deducting the savings from shutting down
all other transfer programs.** Since total federal government revenue is currently
about $250 billion, taxes would need to be doubled just to pay for such a GAI
program. And this does not take into account the resulting economic costs and,
with them, the loss of government revenue from any response in terms of reduced
work. Clavet, Duclos and Lacroix (2013) analyze the potential impact of a Quebec
proposal for a GAI set at 80 percent of Statistics Canada’s Market Basket Measure
of low income and find it would reduce labour supply substantially; they also
estimate that the overall cost of such a program would increase fivefold once
this effect is taken into account.”” One could, of course, always lower the costs
by reducing the level of benefits, but that would mean having a smaller GAI that
would have a limited effect on poverty and inequality, and potentially leave many
people worse off than under the current system. Alternatively, implementing a
program of the scope and magnitude proposed would inevitably lead to cuts else-
where — such as in health care and education — that would have ramifications

for equal citizenship that are at least as important as lack of income.
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In the end, we agree with Ken Battle’s assessment that a pure GAI scheme
simply would be too costly and that a multipronged approach is more likely to
meet many of the goals of a GAI (Battle 2015b). As Battle points out, there is
a useful distinction to be made between a pure GAI scheme and systems that
incorporate many elements of a GAI. Both the Canada Child Tax Benefit/National
Child Benefit system for families with children and the Old Age Security/Guar-
anteed Income Supplement system for older Canadians have GAl-like features,
in that they provide an income floor irrespective of work status and use the tax
system to claw back benefits as the family’s or individual’s income rises. The sys-
tem of benefits for seniors is widely credited for dramatically reducing poverty
among the elderly, for example. The Liberal government’s plan to replace several
child benefit programs with a Canada Child Benefit that is income tested, more
generous®® and nontaxable also seems particularly promising in this regard.

Even with these improvements, however, a system that emphasizes earnings
supplements plus child and seniors’ benefits still leaves out large segments of the
working-age population. Although it is beyond the scope of this chapter to cover
these issues in detail, we support the Caledon Institute’s call for a new architecture for
Canada’s adult benefits and see much merit in its proposals for a more integrated and
comprehensive system that would provide “1. temporary earnings replacement for all
jobless Canadians, 2. long-term income support for people with severe disabilities and
others who cannot reasonably be expected to earn most of their income from employ-
ment, 3. access to essential services (e.g., training and employment, supplementary
health care, disability supports) for all low-income Canadians, whether on income
assistance or in the workforce and 4. policies and programs to help make work pay”
(Battle 2015b, 4; see also Battle, Mendelson and Torjman 2006).

In particular, we see a need for greater policy attention to the needs of
people with limited or no attachment to the labour market and for whom even
substantial work incentives would not lead them to secure consistent and adequate
income from work. This would be the case for some people with disabilities, those
with substantial caregiving commitments and those facing multiple barriers to
work due to mental illness, a criminal record or a sporadic work history (see, for
example, Meredith and Chia 2015). Drummond, Capeluck and Calver (2015), for
example, suggest various approaches to support the labour market participation
of older workers, persons with disabilities, Aboriginal people and immigrants.

As Fang and Gunderson describe in their chapter, however, these groups are
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among those most at risk of persistent poverty, and the challenges they face are
multi-faceted and complex, as are their policy needs. How do we determine “who
cannot reasonably be expected to earn most of their income from employment™
How does the system deal with the drug addicted or those whose criminal records
prevent access to stable employment? It is conceivable that providing some trans-
fers in kind — in particular, housing — could allow a part of the overall system
to address the needs of such people without generating substantial disincentives

to work for others.

Taxing top incomes

That the large increase in top incomes relative to the rest has played a substan-
tial role in rising income inequality over the past several decades seems to imply
that a substantial part of the solution to this problem resides in compressing that
top-income share through various means, such as taxation and new corporate
governance measures to address the overcompensation of chief executives. After
all, as some argue, top marginal tax rates in Canada since the early 1980s have
reached unprecedented lows compared with rates that prevailed over the previous
40 years and are relatively low compared with those in the United States, for ex-
ample.?” According to these analysts (see, for example, Osberg 2015), Canada’ tax
treatment of top incomes is overdue for a reset. However, there are several reasons
this solution might not be as straightforward or as effective as it appears.

First, as Heisz and Murphy demonstrate in their chapter, it is transfers rath-
er than taxes that do the heavy lifting in offsetting market income inequality in
Canada. In 2011 for instance, two-thirds of the 28 percent reduction in the mar-
ket income Gini coefficient attributed to the tax-and-transfer system was due to
transfers. The one-third contribution from taxes is not negligible, but it puts into
perspective what might be accomplished through the tax system, let alone through
tax increases on the incomes of the top 1 percent. Moreover, in their chapter,
Milligan and Smart advise caution regarding the likely effectiveness of taxing top
incomes, for two reasons: first, a higher tax rate on the top 1 percent would apply
only to the share of income that exceeded the income threshold to join that group,
and thus would have only a marginal effect on that group’s average tax rate; and,
second, top earners can respond to tax increases by reducing their reported in-
come through the use of tax shelters and income shifting. Due to these behavioural

responses, the revenue generated by tax hikes on top incomes invariably is less
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than might have been anticipated from simply applying the proposed rate to tax-
able income reported in the preceding fiscal year. There is still considerable debate
on the size of that behavioural response, or what economists call the elasticity of
taxable income with respect to the tax rate, and the real limit to top-income taxa-
tion — that is, the revenue-maximizing rate beyond which the revenue loss due to
taxpayer response exceeds the revenue gain from a rate increase — but it is a fine
balance that is difficult to achieve (Laurin 2015; Osberg 2015; Piketty, Saez and
Stantcheva 2014).%

The taxation of top incomes also has a federalism dimension, which
Canadian governments need to consider. Because Ottawa and the provinces share
the same income tax base, the reduction in reported income caused by a top-rate
increase by one level of government could reduce the tax revenue of the other
level of government and may even result in a net loss of revenue in aggregate, as
Milligan and Smart show in their chapter. Experts seem to agree, however, that
the potential for income shifting is larger with a provincial tax increase than with
a federal increase. This is, in a sense, the type of scenario at play now with a fed-
eral rate increase on taxable income in excess of $200,000 from 29 to 33 percent
coming into effect. Given the top-rate increases implemented in most provinces
in recent years, the federal tax increase brings the combined federal/provincial top
marginal rate up to the 48 to 54 percent range for most provinces and to 58.75
percent in New Brunswick. Marginal tax rates at these levels definitely increase
the potential for tax competition among provinces and raise concerns about the
loss of mobile labour and capital. Indeed, in light of this, the government of New
Brunswick indicated before the federal election that it might reconsider its top
rate if the Liberals won and went ahead with their proposed rate increase. This
raises two questions: first, does it matter whether top-rate increases are federal or
provincial; and, second, is there still room for further increases?

In our opinion, the task of progressive taxation should take place primarily
at the federal level. For instance, in their chapter, Milligan and Smart show that the
net revenue gains {rom top-rate increases vary widely by province, depending on
their relative top-income shares and prevailing tax rates. In essence, they find that
the poorer provinces, which also tend to have higher tax rates, stand to gain the
least, whereas the opposite is the case for richer provinces, reflecting their great-
er revenue-raising capacity. The advantages of progressive taxation at the federal

level are that it does not engender inefficient interprovincial tax competition, since
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the same rate applies across the country; it entails less scope for income shifting
to other jurisdictions; and it provides more revenue from progressive taxation
nationally to support the funding of redistributive federal transfer programs, not
only for individuals but also for provincial health and social programs. All these
factors make redistribution through the tax-and-transfer system more effective
and equitable across the country.

As for the potential for further increases in the top tax rate, we would argue
that, although there may be some room, it would be preferable to first let the dust
settle on the series of important tax-and-transfer changes implemented or about
to be implemented by the new Liberal government. Indeed, within weeks of its
election, the government announced that (effective January 1, 2016), in addition
to increasing taxes on top earners, it was reducing the marginal tax rate from 22
percent to 20.5 percent on taxable income between $45,282 and $90,563 and re-
turning the annual contribution limit to Tax-Free Savings Accounts to its previous
level, from $10,000 to $5,500. It also confirmed that income splitting for families
with children was being repealed and that the Canada Child Benefit will come into
effect in July 2016, eliminating the Universal Child Care Benefit and consolidat-
ing other child benefits to ensure better targeting of those most in need (Finance
Canada 2015). All these measures are expected to make the tax-and-transfer sys-
tem much more progressive (see, for example, Battle 2015a; Godbout, St-Cerny
and Genest-Grégoire 2015). It is important, therefore, to let these reforms filter
through the system in order to assess their overall redistributive impact.

Beyond that, we think that a major cleanup of the tax system is in order
before considering further changes in the rate structure. In particular, we agree
with those who argue that, rather than looking at further rate increases to address
rising top-income shares, it would be preferable to work toward eliminating un-
necessary tax preferences used disproportionately by high earners (Murphy, Veall
and Wolfson 2015). Davies (2013), Veall (2012) and Wolfson, Veall and Brooks
(forthcoming) offer much useful analysis in this regard. Among other things,
Davies recommends evening the tax treatment of dividends and capital gains by
raising the 50 percent inclusion rate. Veall questions the existence of the Employee
Stock Option Deduction,” while Wolfson and his colleagues examine the role of
private corporations in providing preferential tax treatment to certain groups of
taxpayers, and suggest that, by not taking into account the income channelled

through these mechanisms, we are underestimating both top-income shares and
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the extent of income inequality in Canada. Overall we agree with Veall that “if
the goal is to increase taxes on those with high incomes...the immediate priority
should instead be broadening the personal income tax base, particularly elimin-
ating tax preferences that are likely taken advantage of by the upper end of the
income distribution,” and we support his call for “root and branch research on the
effectiveness of these preferences” (1267). Until these issues are addressed, further
rate increases would serve only to increase the efficiency costs and horizontal in-

equities of the income tax system.
Conclusion

HE RESEARCH INITIATIVE THAT LED TO THIS VOLUME STEMMED FROM OUR OBSERVATION
Tof the lack of consensus in Canada about whether income inequality really
is a problem and whether it can be mitigated. We took note of the malaise and
ambivalence in the public discourse as well as the arguments opposing both the
inequality “Cassandras” and the “deniers,” and we set out to ask three questions.
First, has income inequality increased in Canada? Second, if inequality is an issue
of concern, what policy tools are available to address rising inequality and how
have they performed? And third, what more could be done? Our goal in this
chapter has been to provide a road map for the remainder of the volume, to draw
together the evidence presented along with other salient research and analysis in
an attempt to begin to answer these questions and to give readers reasons to dip
into the volume’s many interesting chapters. Of course, readers would first have
to be convinced that inequality is an important and relevant question. We have
argued that it is, because we see as the ultimate goal of both economic and social
policy to move Canada toward a more equal society, a society in which all citizens
are provided the wherewithal and the opportunity to fulfill their potential and to
participate as full and equal members. Although income is just one dimension
of well-being, a growing body of research indicates there is a relationship — if
perhaps indirect and complex — between income inequality and inequality of
opportunity or of life chances, not only among members of society at a given
point in time but also across generations.

Of course, there are many perspectives from which one can view income
inequality in a society. In Canada’s case, there is the added dimension of a com-

plex history of inequality. From the perspective of the past three decades or more,
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inequality has increased substantially, particularly in terms of market income.
Inequality is apparent whether we examine summary measures, such as the Gini
coefficient, that emphasize movements in the middle of the income distribution
or ones that focus on particular segments, such as the proportion of income
going to the top 1 percent. It is also true that since the early 2000s inequality
has been relatively stable in Canada. We have argued, however, that this stability
might be in large part a consequence of the increase in demand for unskilled
and semiskilled labour brought about by the resource boom during that period.
To the extent that this is true, and with the boom now turned to bust, there is
reason to wonder whether Canada will rejoin the upward inequality path of such
countries as the United States. We also see cause for concern in the growing share
of income held by those at the very top of the income distribution over the past
several decades and the lack of progress of those in the middle and at the bottom
of the distribution, particularly given signs of decline in both income and inter-
generational mobility. We do not claim that this represents a definitive reading of
the data, but our hope is that readers will be drawn to the chapters that describe
Canada’s experience with inequality to form opinions of their own.

If readers agree that Canada has long-term inequality patterns that raise
real concerns, then the natural question that follows is what policies one might
apply to address the problem. Several chapters in this volume examine the effi-
cacy of policies that have been tried in the past. Working from them, we have
argued that more of the same in policy areas as diverse as human capital, min-
imum wages and unionization will not provide an antidote to Canada’s inequality
problem. In the realm of tax-and-transfer policies, however, we see both real
hope in Canada’s past effective use of these levers to offset rising market income
inequality and reason for concern that Canada has backed away from their use in
more recent times, perhaps because of design deficiencies in some existing poli-
cies. We think there is much room for improvement on several fronts, informed
by evidence of what works and what does not and building on policy instruments
and capability that simply did not exist when the pillars of Canada’s social policy
system were established. One point, though, is clear: although the provinces have,
at times in the past, done much of the heavy lifting through policies such as social
assistance and personal income surtaxes, the evidence in this volume suggests that
in coming years battling inequality will require real leadership on the part of the

federal government.
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We have set out the elements of an ambitious policy agenda to deal with
inequality in Canada. No single policy or approach will be enough to reverse the
inequality that has become deeply embedded in Canada’s economy and society,
and the agenda we propose will require decades and even generations, rather than
years, to implement and have an impact. But if the road is long, there is every
reason to get started on it right away. The most direct policies are those that oper-
ate through the tax-and-transfer system. Here, we are supportive of the planned
Canada Child Benefit, and we believe it should be complemented by a substantial
expansion of the Working Income Tax Benefit. At the same time, Canada’s social
assistance and employment insurance systems need to be seriously revamped to
better address the needs of working-age adults, particularly those who have nei-
ther children nor (currently) a job and who are falling through gaps in the social
safety net. In our view, the tax system is also in need of a major review to reassess
the purpose and distribution effects of a litany of tax preferences, many of which
are disproportionately favourable to top earners.

Moreover, we believe that a longer-term, stable solution to rising inequality
will require policies that affect the distribution of earnings before taxes and trans-
fers. Human capital is the natural place to focus attention in this regard. We have
argued for a combination of free postsecondary tuition for students from families
in the lowest tercile of the income distribution and an income-contingent student
loan program, although we recognize that the effects of these policies will be seen
only gradually over time. We have also argued for policies that alter the relative
bargaining power of people across the income distribution. For those at the bot-
tom, we support a gradual move to higher minimum wages. For those in the mid-
dle, workers’ rights need to be increased even beyond the framework traditional
unions provide. And for those at the top, measures are needed to address issues
of compensation of chief executives and of corporate governance more generally.

We offer these measures and policy directions not as a complete plan but
to help prompt a lively debate on the best course of action to address income
inequality in Canada. We hope and anticipate that debate will build on the evi-

dence provided in this volume.



Notes

The OECD has published three major reports on
inequality. The first, Growing Unequal? (OECD
2008), documents the long-term trend of rising
income inequality in advanced and emerging
countries; the second (Divided We Stand, OECD
2011) explores the underlying reasons for this
phenomenon, including technological change
and globalization; and the third (In It Together,
OECD 2015a) examines the role of institutions,
policies and relationships between economic
actors and how these might be changed to stem
or reverse the tide.

The Gini coefficient is the most commonly used
measure of income inequality, ranging between
0 when everyone has an identical income and 1
when all the income goes to one person.
Similar graphs appear in the chapters by Heisz
(figure 7) and by Banting and Myles (figure 1).
This volume includes detailed summaries of
five articles to be published in the Canadian
Journal of Economics as part of the collabora-
tion between the CLSRN and the IRPP.

In 2012, the OECD changed the definition of
income used in calculating the Gini coefficient
for different countries — hence the difference
in the Gini coefficient reported for Canada for
2008 between the 2001 and 2015 reports.
Wolfson, Veall and Brooks (forthcoming) add
income from Canadian-controlled corporations
to the data on Canadian taxfilers to make

the income of top earners in Canada more
comparable to that of their US counterparts,
which increases significantly the income

share of top earners in Canada and the rate of
increase in this share in recent years.

It is worth noting that this conclusion follows
even if workers are paid the value of their
marginal product: even in a standard neo-
classical economic model, conclusions about
the effect of an increase in education on
inequality are far from clear.

10.

12.

13.

One can think of this as roughly analogous
to price setting by a monopolist in the mar-
ket for a good. We know that monopolists
will restrict output, inducing higher product
prices and higher profits. Monopsonists
restrict employment because they recognize
that, to hire additional workers, they need to
pay higher wages, including to their existing
workforce. In response to an increase in

the minimum wage, the monopsonist will
increase employment (up to a point) because
the marginal cost of additional employment
will be lower, since the existing workforce is
already paid the minimum wage.

The after-tax LICO for Vancouver is $20,563,
while the pre-tax LICO is $23,861. Raising
British Columbia’s minimum wage from
$10.45 to $12.45 would still leave a min-
imum-wage worker who works full-time, full-
year about $2,000 below the poverty line.
The Caledon report indicates that after recent
increases, the minimum wage in 2015 ranged
by province from 102 to 126 percent of

the LICO (114.6 percent on average). But

it is important to note that this is based on
comparing pre-tax minimum wages to after-
tax LICOs. When pre-tax LICOs are used,
full-time, full-year minimum-wage work con-

tinues to leave workers below the LICO.

. It did so as well in 2009-10 in the aftermath

of the most recent recession.

This shift was influenced in part by the work
of the OECD (1994, 1995 and 1996) and
other organizations promoting a pro-growth
policy agenda, some of which has led to
wage-dispersion tendencies in Canada and
other OECD countries.

For example, a recent assessment of Canada’s
EI program concludes: “Countries, like individ-
uals, have successes and failures. In the domain
of social policy, most observers agree that the



14.

15.

16.

17.

18.

19.

20.

21.

22.
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Canadian pension system has been a compara-
tive success. ..In comparison, Employment
Insurance is a policy failure. Commentators

are almost universally critical in their views”
(Banting 2012, 1). See also Lankin and Sheikh’s
review of social assistance in Ontario (2012).
Although Canadian youth do relatively well
on international math and science tests, sur-
veys indicate that adults have below-average
numeracy skills, which likely hamper their
ability to complete trades training (Expert
Panel on STEM Skills for the Future 2015).
Adams (forthcoming) discusses other options
in the Canadian setting, and Freeman (2011)
does so in the US setting.

The volume edited by Rogers and Streeck
(1995) provides an overview of Euro-
pean-style works councils and their relevance
in the North American setting.

Stock options are much more risky than cash,
so risk-averse employees will need to be paid
options of a greater value than cash in order to
receive an equivalent amount of compensation.
For example, if only one-third of directors come
up for reappointment each year, shareholders
can replace only a maximum of one-third of the
board at the annual meeting, limiting their abil-
ity to exert control over management.

President Franklin D. Roosevelt imposed
double taxation on intercorporate dividend
payments, as well as other measures, as part
of the New Deal in a successful attempt to
reduce the power of corporate “robber bar-
ons,” after which the practice disappeared.
Bipartisan support for the EITC continues
even in the current highly polarized US pol-
itical environment. Both President Obama

and Republican Congressman Paul Ryan have
recently proposed further expansion and
increased generosity of the EITC program. As
Nichols and Rothstein note, “It is reasonable
to suspect that Ryan and Obama do not agree
on much else where means-tested transfers are
concerned” (2015, 3).

Alberta, British Columbia and Quebec have their
own modest earnings supplement programs.
This is based on the OECD (2105a) estimate,
but because of differences in defining non-

23.

24.

25.

26.

27.

28.

29.

standard work and the overlap among the
different categories of nonstandard work,
aggregate estimates can vary significantly.
According to an OECD estimate, taxes and
transfers in Canada reduce income inequality
by 22 percent, compared with an average of 27
percent in the OECD (see OECD 2015b).

This scenario is based on a demogrant sys-
tem, which implies a per capita benefit that is
not income tested.

There is some debate on the size of labour
supply effects. Clavet, Duclos and Lacroix
(2013) obtain their estimates using a struc-
tural model of labour supply. Hum and
Simpson (1991) examine Manitoba’s guar-
anteed income experiment in the 1970s and
find very small effects. According to Hum
and Simpson’s estimates, the simple account-
ing measures of the costs of a GAI are close
to correct.

The Liberal Party estimates that the new pro-
gram will add $4 billon to the child benefit
system, providing a maximum benefit of
$6,400 per year for each child under age five.
According to Battle (2015a), the cost of rais-
ing a child in a low-income family in 2015
was $5,700.

According to Osberg (2015), in 2013 the
average top marginal income tax rate (all lev-
els of government combined) in Canada was
45.7 percent, compared with 47.9 percent in
the United States.

Using a much lower elasticity estimate (0.2)
than that used by Milligan and Smart (0.36),
Osberg (2015) estimates that a 65 percent
marginal tax rate (up from an average of 45.7
percent in 2013) on individual income in
excess of $205,000 would generate $15.8 bil-
lion in new revenue, which represents about 9
percent of the average total income tax revenue
raised by Canadian governments between 2008
and 2012. Osberg describes this outcome as
“serious money, but not a fundamental change
in Canadian public finance” (36).

There are several problems with the tax treat-
ment of employee stock options in Canada,
which suggest that the whole question is in
need of review.
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