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Abstract

This paper analyzes the research on price floors and welfare systems in Canada through a

qualitative and quantitative framework to ensure its validity. It examines the current effects of

the minimum wage and offers critical insight into a refined form of welfare known as the

“Negative Income Tax” that can assist policymakers in implementing the most effective welfare

policy. The author argues that the minimum wage negatively affects the economy as it produces

a wide variety of externalities, one being that it can result in higher unemployment among

low-skilled workers and young people (Campolieti et al., 2006). The minimum wage is a price

floor, meaning the government can impose a price above the current market equilibrium

wherein demand and supply intersect. Thus, the author suggests that Canada should adopt a

Negative Income Tax (NIT) policy that would not result in the same externalities as the

minimum wage, as this policy is not a price floor. One notable phenomenon of pursuing an NIT

is that it substantially increases the productivity of single parents receiving welfare (Riddell &

Riddell, 2021).

Keywords: price floors, minimum wage, externalities, welfare systems, unemployment,

elasticity

1.0 Introduction

Many economic scholars worldwide argue that the minimum wage is not a viable

solution to poverty, especially due to the negative externalities associated with the policy, such

as increases in unemployment (Brochu & Green, 2013). Firms behave as cost-minimizers and

rational entities, prompting them to establish new strategies to maximize profits. Considering

that the minimum wage can increase the firms’ labour costs, they will, in turn, engage in actions

that can negatively affect the economy, like not hiring new workers and increasing product

prices (Campolieti et al., 2006). To mitigate this phenomenon, the author believes that the

government should propose a policy targeted at the impoverished, which will increase

productivity and overall work activity, especially among single parents on welfare. For example,

researchers discovered that an NIT increased single-parent work hours on welfare. The precise

increase was roughly 35%, which amounted to an additional 135 work hours in a year (Riddell

& Riddell, 2021).
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Moreover, the NIT policy would be less costly than the Universal Basic Income (UBI) model,

as it targets only those under a certain income threshold. Hence, no wealthy individual will have

the opportunity to receive monthly government transfers, which is simply not the case for UBI.

Essentially, since every citizen would be eligible for UBI as it is a universal program, this form

of welfare will cause an unnecessary increase in government expenditures. In the United States,

for example, it is estimated that an NIT program will cost between $539 billion to $1.09 trillion

using four different cost estimators (Jarow 2020). Concerning UBI, assuming an annual $12,000

government transfer for over 300 million Americans, this program would cost more than $3.6

trillion (Amadeo, 2022). A similar phenomenon will occur in Canada, given the nature of these

two particular policies (ex: a universal v.s a targeted approach).

Figure 1.0

Figure 1.0 (Wolfson, 2021) shows how an NIT would function as a welfare mechanism in our

economy. The most important factor that the NIT considers is your income. For example,

individuals who make below the break-even income level are entitled to receive basic federal

income, in this case, $8,000 per adult and $5,000 per child. However, once an individual

reaches the break-even income level point, they are no longer eligible to receive a federal

income, though they do not have any taxes payable. As the individual's income increases, so do
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their taxes payable, which will reach roughly 50.2% as a marginal income tax for high-income

earners starting at $125,000 (Wolfson, 2021). An NIT is particularly meaningful because its

benefits are not associated with employment, contrasting the minimum wage, which is only

valuable to those individuals who earn it through employment.

Additionally, there was a finding by a Berkeley researcher which suggests that an NIT

would force employers to bid up wages as it can make workers more selective when searching

for employment. Thus, while an NIT can discourage work for certain individuals, it will

incentivize firms to increase their wages without a government-driven price floor, such as the

minimum wage. An NIT could provide $1.39 in benefits for every $1 government expenditure

on this policy (Rothstein, 2009).

2.0 What are the Current Effects of the Minimum Wage in Canada’s Labour Market?

The data suggest that particularly among low-educated workers, lower job separation

rates and lower hiring rates occur in Canada, especially in times with low inflation, as it

produces an effect that would reduce the value of a currency. Sometimes nominal minimum

wages are not adjusted to the current level of inflation, which is the ideal scenario for the

average firm since it costs them less regarding labour expenses (Brochu & Green, 2013). Lower

hiring rates can lead to unemployment among Canadian workers as there would be no incentive

for the firm to hire them, as training and development is a costly program. In addition, an

increase in the minimum wage will further disincentive firms to bear the costs of both training

and increased labour costs (Brochu & Green, 2013). Researchers argue that increasing the

minimum wage led to adverse consequences like a substantial increase in unemployment among

teenagers, who often receive the minimum wage due to their lack of experience in the labour

force (Campolieti et al., 2006).

3.0 Quantitative Analysis of the Minimum Wage and the Negative Income Tax

Regarding the minimum wage, the researchers utilized data from the April Labour Force

Survey results from 1981 to 1997. The primary research design in this journal consists of a

baseline regression equation: Eit = α + β1MWit + β2MWit−1 + β3Xit + β4Regioni + β5Yeart +

εit, where E refers to the employment-population ratio for a certain age group, in this case,
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teenagers. While the author outlined the region (Canada), it refers to the specific year.

Moreover, MW is the minimum wage variable in this study to the average wage of workers

aged 16 to 64. X is the vector of these control variables, and the regions and years are sets of

regional data within provinces in Canada. Lastly, this equation is estimated separately among

three samples of young workers: teenagers, young adults, and youth. In a revised equation: Eit =

α + β1FBit + β2FBit−1 + β3Xit + β4Regioni + β5Yeart + εit, the “fraction below” captures the

proportion of the youth popular that is potentially affected by the minimum wage change

(Campolieti et al., 2006).

The results of employing this regression in the research study concerning the control variables

are that a higher prime-age male unemployment rate is associated with lower youth

employment, conveying that there is sensitivity (or an elasticity) to the youth cohort when the

unemployment levels are lower for prime-age male individuals (Campolieti et al., 2006). Thus,

since there is a correlation between increases in the minimum wage and the unemployment

levels, younger workers, such as teenagers, will endure the negative externalities associated

with a price floor policy. In addition, another externality that emerges is that minimum wage

increases result in smaller wage increases for full-time workers aged 16 to 24. Essentially, a

minimum wage increases the unemployment levels for younger workers and further reduces

their ability to earn higher wages. The output of this regression is in Appendix 1.

In the second article concerning the impact of the minimum wage on labour market

transitions, the researchers employed a regression analysis using provincial wage data from

1979 to 2008. The regression equation is as follows:

.

Yp, t refers to the dependent variable and the log (real min. wage)p,t is the natural log of the

real minimum wages in province p and period t. Additionally, similar to the previous regression

equation, Xp, t is the vector control which includes a whole set of provincial dummies, the

dummy variable equaling 1 if there are any evident changes in the minimum wage during each

month. Lastly, the K variable represents 0 if there are no lags and 1 if the minimum wage lags

by a year; lag refers to a fixed amount of passing time (Brochu & Green, 2013).
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The output of the regression equation conveys that a 10% increase in the real minimum wage

led to a statistically significant 0.0035 decrease in the separation rate for workers with a high

school degree or with those with less education who have worked under the same employer for

less than one year (Brochu & Green, 2013). While this number may appear insignificant, these

changes are at the monthly level, not the annual level, meaning that there would be even larger

effects on an annual basis. The output of this regression is visible in Appendix 2.

The other vital component of the regression tests the layoff rate when the minimum

alters and suggests that the minimum wage coefficient is negative while also being highly

statistically significant and roughly ¾ of the size of the effect of the overall separation rate

(Brochu & Green, 2013). Thus, even though job separation and layoff rates decline as the

government increases the minimum wage, the same researchers note that the minimum wage

impact would lead to a 0.76% decrease in the employment rate for the educated aged 15-54,

assuming a 10% minimum wage increase. In addition, concerning teenagers, a 10% minimum

wage increase led to a 1.7% decline in their employment rate (Brochu & Green, 2013).

Essentially, firms would be less willing to hire new applicants due to their increased labour

costs, but they are willing to keep their current workers since training new workers will require

additional costs. However, firms do not account for the increasing populations in their

respective countries, leading to increased unemployment rates.

Regarding the Negative Income Tax article, the data relevant to Canada is ‘The Mincome

Experiment’, a joint federal-provincial initiative in Manitoba from 1974 to 1978. Researchers

employed surveys and regression analysis to conduct this experiment. Using a relatively small

sample size of N = 123, there were some issues regarding separating workers and welfare

recipients (Riddell & Riddell, 2021). The regression equation is as follows:

.

Refers to the fixed effects of the experiment, which includes certain interactions between

the study and the Post NIT Offer, enabling the researchers to visualize different data slopes. Post
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NIT Offer means after the individuals received a Negative Income Tax stipend. Lastly, the

researchers estimate the data by separating the survey candidates by race and sometimes

combining them (Riddell & Riddell, 2021).

Concerning the results of this regression, for single parents receiving welfare, the

researchers found a 35% increase in work hours (Riddell & Riddell, 2021). Essentially, the

Negative Income Tax policy increased more hours worked as it complemented the labour

productivity of single parents on welfare. Thus, there is a positive labour supply response to this

welfare system. Previous research implied that there would be a negative labour supply

response as an NIT would reduce productivity directly due to the government transfers. While

the category of single parents on welfare may appear like a niche group, a 35% increase in work

hours is exceptionally high. Precisely, a 35% increase in work hours amounted to an additional

14 work hours per month, which would be roughly 150 hours annualized (Riddell & Riddell,

2021). For perspective, a 35% increase in work hours can amount to significant increases in

productivity, suggesting that our economy will grow rapidly. A government transfer, such as an

NIT, can aid single parents on welfare in becoming more productive. They will have the greater

purchasing power to invest in services that enable them to work longer (ex: child daycare

centres). The output of this regression is in Appendix 3.

Employing a neoclassical growth model with heterogeneous agents, which is used to examine

the effects of an NIT, researchers found that increasing the demogrant-to-output ratio (ex:

increasing the unconditional income transfer paid to individuals and families) resulted in a

substantial decrease in both absolute and relative poverty (Angyridis & Thompson, 2016).

When the ratio is roughly 19.7% with a flat tax rate of 50.9%, relative poverty is eliminated,

conveying the benefits of an NIT. Essentially, increases in the demogrant-output ratio between

0% and 20% would reduce the overall inequality within the economy (Angyridis & Thompson,

2016).

Lastly, in a simplified version, utilizing various quantitative exercises, we can model a general

equilibrium life-cycle economy by J heterogenous overlapping generations. We assume that the

agents deal with life uncertainty and idiosyncratic risk (a type of investment risk). The first

factor is the environment. Every agent shares an identical utility function while valuing the
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expected discounted stream of consumption and leisure (Lopez-Daneri, 2016). The equation is

as follows:

.

J refers to the age, and t refers to the time period. While cj;t and lj:t refers to consumption and

labour (Lopez-Daneri, 2016).

The second assumption is that agents are born without any assets. The agents are endowed with

one asset at a time during their working lives. They receive competitive wages of wt, while their

labour productivity is characterized as a first-order Markov process. The equations are the

following:

(Lopez-Daneri, 2016).

The third component concerns firms and technology. We utilize the classic Cobb-Douglas

production equation, which represents the technological relationship between the inputs of

labour and capital. The equation is denoted as the following:

. Where Kt represents aggregate capital and Lt represents

aggregate labour (Lopez-Daneri, 2016).

There are also certain assumptions regarding taxation and the agents’ recursive information;

however, for simplicity, I included the first three. The results of these quantitative exercises

suggest that the average annual individual consumption gain is approximately 2.1%, signifying

that an NIT could increase aggregate demand (Lopez-Daneri, 2016). The output of these

equations is in Appendix 4.
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4.0 Analysis and Recommendations

After gathering the data for these articles, the author suggests that the federal

government in Canada should make an alternative compromise to the minimum wage; this

alternative is a Negative Income Tax. The researchers convey the utility of implementing such a

system from the experiments, a positive labour supply response to the NIT, particularly

increased work activity and productivity. There was simply no compelling evidence on the front

that an NIT would decrease labour productivity. In fact, there would be roughly a 35% increase

in work hours for single parents on welfare, which falsifies the previous research on the NIT

regarding productivity (Riddell & Riddell, 2021). An additional 150 hours of work for single

parents on welfare are substantial. Moreover, because an NIT does not have the same

mechanisms as a price floor, this will ensure the diminishment of any potential negative

externality (Riddell & Riddell, 2021).

It is also important to note that the minimum wage has a negative elasticity between -0.17 to

-0.44 among the youth, signifying that as prices increase, demand decreases. Elasticity refers to

the change in aggregate demand for a good or service when the price changes. When the

elasticity is negative, the demand will lower as you increase the price of something (ex:

minimum wage). Thus, the firm will lower its demand for workers when the minimum wage

grows, assuming a negative elasticity (Campolieti et al., 2006).

Figure 2.0 conveys the effects of a minimum wage on the demand and supply of labour (Cooper

and John, 2011). For example, since the demand has a negative elasticity, the total demand for

labour will decrease when the minimum wage increases by a certain amount, in this case, $1.00.

Moreover, workers will increase their demand in the labour market since they discern an

increase in the minimum wage as a policy beneficial to them. However, from the firm’s

perspective, this policy will harm its profit-maximizing goal, thereby creating a form of market

inefficiency (Cooper and John, 2011).

On the contrary, a positive elasticity implies that the demand will increase as prices increase,

which is not the case in this example. Since an NIT is not associated with the market between

firms and individuals, firms will have the incentive to hire workers.
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Figure 2.0

Whether or not an NIT could substantially increase the aggregate demand of an economy is

contingent on the state of the economy. For instance, during economic recessions, individuals

will decrease their current consumption due to future uncertainty. Individuals spend money at a

level in line with their expected long-term average income; economist Milton Friedman called

this the “Permanent Income Hypothesis” (Kagan, 2021). Therefore, he argued that expansionary

fiscal policy, such as government transfers, tends to be ineffective in increasing the aggregate

demand during recessions, which policymakers should consider (Brock & Reeves, 2022).

However, when individuals can precisely predict their long-term average income during normal

states of the economy, a government transfer would be exceptionally more effective in

increasing individuals’ consumption behaviour. An NIT will provide those impoverished with

enough capital to train themselves before entering the workforce. While people could

potentially use the transfers for undesirable activities, such as consuming drugs, economics

assumes people are rational. Essentially, people will make decisions to maximize their utility.

Furthermore, individuals make a cost-benefit analysis to assess whether they should engage in

an activity (Riddell & Riddell, 2021). Hence, the NIT will benefit society, especially because it

does not impact employment levels.
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5.0 Conclusion

Some of these studies assert that the minimum wage can negatively impact our

economy, particularly in Canada. For example, firms would be more reluctant to hire new

workers, impacting their productivity levels. One study, however, proposes that the Negative

Income Tax can be a plausible and feasible solution to a price floor like the minimum wage.

There was even evidence that an NIT could increase work activity and productivity in

Manitoba, contrary to the initial viewpoint that suggested an NIT would reduce worker

productivity. The researchers could discern the relationship between an NIT and productivity for

welfare participant groups, which amounted to a 35% increase in hours worked, so there was a

positive labour response (Riddell & Riddell, 2021). Furthermore, an NIT can eliminate poverty,

which will improve Canada's economy. Lastly, through various quantitative exercises, the data

suggest that the annual individual consumption rate would increase by an average of 2.1%

(Lopez-Daneri, 2016). Therefore, the argument remains consistent. Accordingly, the author

believes that all nations worldwide should seriously evaluate the positive impacts of an NIT and

use it as an alternative to the minimum wage. One of the limitations of this particular literature

review is that there needs to be additional research regarding the NIT worldwide. However,

COVID-19 prompted numerous governments to implement basic income policies, so this should

incentivize economists to analyze the effects of basic income policies in both the short and long

run.
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