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1. SOCIAL WELFARE PROVISION, LABOUR SUPPLY EFFECTS
AND POLICY MAKING

ZSOMBOR CSERES-GERGELY & AGOTA SCHARLE

The primary function of social welfare programmes is to redistribute incomes
in the service of some social objective — such as the protection of certain basic
human rights —, or to correct market failures. Pension or unemployment in-
surance, for instance, could not function, or would not function well under
pure market conditions, which justifies state intervention.

The effectiveness of welfare provisions in reducing income inequalities has
been investigated by several studies in Hungary, usinga wide array of data sources
and research methodology. Their conclusions are not equivocal but all of these
studies reveal some inefficiencies in the system (see for instance Darvas & Tausz,
2002; Ferge & Tausz, 2002; Havasi, 2005; Lelkes, 2006b; Szalai, 2007; Toth,
1997, 2005), which suggests that the welfare system in general — and some ele-
ments in particular — does not fulfil its primary function adequately.

Welfare programmes function well provided that they reach the groups
they are intended to support, increase their welfare and do this in an efficient
manner, i.e., if they do not reduce total welfare more than absolutely neces-
sary. Thus a social transfer, for instance, functions well if those in need have
access to it, and only those have access to it; they are given as much as they re-
ally need; the costs of identifying those in need are kept at a minimum; and
the labour supply of recipients does not decrease to any great extent. That is,
if the social transfer accomplishes its primary goal while keeping its direct
costs as well as its indirect costs at a minimum.

Letus call attention at this point to the difference between efficiency and clas-
sic utilitarianism, the latter of which implies no redistribution. The reason why
one should be concerned with efficiency is that it can increase the resources to
be redistributed. This does not imply that one should take a utilitarian approach
to the distribution of resources and consequently object to providing support
to the poor on grounds of solidarity. On the contrary: the efficient allocation
of public money makes it possible to give more to those in need.

Unintended side effects of social assistance reduce overall welfare and may
in the long run constitute a burden which endangers the sustainability of
the system and may also reduce the subjective (non-material) well-being of
welfare recipients. The indirect costs of social transfers include consequences
such as the recipient of the transfer feeling humiliated or deciding to delay
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job search or not secking to enter employment at all so as not to lose eligibil-
ity. It also constitutes a cost if a prolonged period of staying at home results
in a heavier reduction in work capacity than would otherwise be expected or
if the children in the houschold never see their parents go to work with the
problem consequently being passed on to the next generation.
This volume looks into the indirect costs of major types of social support.
Specifically, the focus is on the indirect costs arising from the labour supply
effects of transfers: their magnitude and possible ways of mitigating them.
There are compelling reasons for paying distinguished attention to labour
supply effects. In Hungary, 57 per cent of the population aged 15 to 64 years
are in employment, while the average employment rate is 64 per cent in the
EU 27 member states and over 70 per cent in Scandinavian countries. Only
Poland fares worse than Hungary among the former socialist EU members
(with 54.5 per cent of 15 to 64 year-olds at work). Employment in Hungary
started decreasing slowly in 1980 and plummeted between 1990 and 1993,
reaching its lowest level at 52.4 per cent in 1996. The situation subsequently
started improving but the 58 per cent employment rate measured in 1992 has
still not been achieved 15 years on. Figure 1.1 also shows that the employment
gap is especially large for the low educated.

Figure 1.1: Employment rate for those with less than upper secondary education, 2004
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Source: OECD Education at a Glance, 2004.

GDP has increased by 1 to 5 per cent a year since 1994 but the employment

rate did not start rising until after 1996, and its subsequent average annual
growth has remained below 1 per cent. Close to a quarter of the working-age
population live on some kind of social benefit; the majority of recipients are

inactive and most of them remain absent from the labour market for extended

periods or permanently. These simple facts indicate that the welfare system

has offered a superficial solution to the labour market shock of the regime

change and has only alleviated social tensions.

The consequences are grave and far-reaching. Welfare payments, in combi-
nation with the wider system of redistribution, contribute greatly to the per-
sistence of alow equilibrium characterized by alow employment rate and high
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burden of taxes and contributions. High tax rates curb economic performance
and thus impede economic growth. Long-term unemployment or inactivity
among the working-age population in turn leads to long-term poverty, the
propagation of poverty from generation to generation, social exclusion and a
high risk of old-age poverty. And thus the vicious circle closes, in as much as
these social disadvantages generate the need for further welfare spending.

Chapters 2 to 5 of this volume investigate the labour supply effects of four
types of benefit: parental leave benefits, means tested unemployment assis-
tance, disability pension and old-age pension. The labour market tensions
accompanying the regime change did not only create new forms of support
— which is natural to some extent, since unemployment benefit, for instance,
is specifically targeted at relieving them — but also altered existing welfare
programmes to assume similar functions. When a welfare programme does
not, or does not exclusively fulfill the role it was originally created for, costly
side-effects can be expected: this issue is discussed in the chapters on disabil-
ity pension and parental leave benefits. Unemployment benefit also consti-
tutes a major form of support but will not be discussed here for the simple
reason that a number of very thorough studies have recently been published
on the subject (see, for instance, the “In Focus” section of 2001 volume of The
Hungarian Labour Market or Bddis et al [2005]). The chapters of this vol-
ume are supplemented by short sections: these scrutinize social effects other
than those associated with labour supply and questions regarding the success
of welfare programmes in fulfilling their primary functions.

The rest of this chapter gives an overview of the relationship between the
labour market and welfare programmes and discusses issues concerning the
welfare system as a whole. We shall review the consequences that the various
welfare programmes are in theory expected to have for labour supply and out-
line the causes which may interfere with efforts to eliminate the disincentives
buried in the current system. Finally, we shall summarise the results of the
remaining chapters and the conclusions derived from them.

1.1. Who is inactive and who receives welfare payments?

Although welfare payments tend to reduce labour supply, employment prob-
abilities are jointly determined by supply and demand. Aggregate figures can-
not reveal causal relationships as they reflect not only the impact of provisions
but also the composition of welfare recipients. The overview that follows,
therefore, has the simple goal of describing the groups of workers which may
in principle be the target of policies to boost employment.

Table 1.1 shows the distribution of the population aged 25 to 64 years
— around five and a half million people — according to labour market status
and welfare transfer based on the 2006 labour force survey of the Hungarian
Statistical Office (CSO). The two largest groups are that of people in employ-
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ment not receiving transfers and that of inactive pensioners. The third larg-
est group, far below the previous groups in size, is that of inactive people not
receiving transfers, who are immediately followed by the group of inactive
people receiving some kind of parental leave benefit. The table also reveals
that the transfers investigated in this volume are the most significant ones
and that inactivity is higher among transfer recipients, except among those
receiving unemployment benefit.

Table 1.1: The distribution of the population aged 25 to 64 years
according to transfer and labour market status, 2006 (%)

Employed  Unemployed  Inactive Total
No transfer 62.4 25 5.2 70.1
Unemployment benefit 0.0 1.0 0.5 1.6
Social assistance 0.0 0.7 0.6 1.3
Parental leave benefits (gyed, gyes, gyet) 0.3 0.1 4.0 4.5
Pension 2.5 0.2 19.3 22.0
Other transfer 0.1 0.0 0.4 0.5
Total 65.3 45 30.1 100.0

Notes: A worker is classified here, and in what follows, as unemployed with refer-
ence to the ILO definition: if he or she actively seeks employment and is available
to start work within the next two weeks. The three main parental leave benefits
include an insurance based benefit (gyed), a flat rate benefit (gyes) and an extended
paid leave (gyet). See Table 1.5 for more detail.

Source: Authors’ calculations based on data provided by the CSO labour force sur-
vey, weighted by the CSO weights.

Participation in individual welfare programmes is of course related to stag-
es in the life cycle: the years of education, followed by the period of activity
(work and child raising), and finally the period of retirement. Economic ac-
tivity status and transfer status therefore differ according to age and sex: these
relationships are clearly displayed in Figure 1.2.

The relationship of activity, transfer status and age cannot all be shown in
a two-dimensional figure; the strong effects of age can be clearly seen, how-
ever, by comparing the four parts of the figure. The first notable feature is the
development of men’s and women’s employment rates. Both curves peak at
around the age of forty, with a higher top value for men than for women. This
is despite the fact that the great majority of women have at least one child at
an carlier stage in their lives, which delays their careers — and thus the peak
of their careers — in time and that the retirement age is still three years higher
for men compared to women in 2006. What this suggests is that men are less
active than women — not in absolute terms but relative to their circumstances.
The data on women clearly show that their relatively lower level of economic
activity at earlier stages of their lives coincides with the period of parental leave.
We can also see that the increasing incidence of inactivity from about the age
of 45 is accompanied by a sharp fall in unemployment for both sexes.
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Figure 1.2: Economic activity by sex, transfer status and age

Women Men
10r 110
\\\ Penswp/ - e
0.8 NS N / No transfer ~~. _ /08
No transfer N / ™, /'l
\ / \ !
06l Y/ N /08
Vi V4
% X
04f AN FARE LY
I \ . / '\
Gyes-Gyed // \“ Pension,/ \
0.2F P // \\‘\ /// N 0.2
_______ Other ____——"__ Other
0.0 ) - 0.0
. . . UnemP. benefit (Iiyes-Gyed . Unemp.I benefit .
20 30 40 50 60 20 30 40 50 60
1.0 1.0
. Inactive R
08 Inactive T Tl
: Employed “~__ 0.8
0.6 0.6
041 0.4
0.2F \ 0.2
J \ .
,;/\Ji"_e mpl(ly_e’d’\\_—'_\_ﬁ_‘ . o — | Unemployed
0.0~ 1 1 1 1 \h-l_-‘__ - 1 1 1 1 _‘—_l\"‘ 0.0
20 30 40 50 60 20 30 40 50 60

Note: Age in the week of observation, measured in years.
Source: Authors’ calculations based on individual level data provided by the CSO

labour force survey, weighted by the CSO weights.

We have seen in Table 1.1 that over half of the unemployed population does
not receive unemployment benefit. The figures further reveal that primarily
younger age groups are affected: the likelihood of unemployment is highest
among 30 to 40 year olds, while benefits (most people in the “other” transfer
category are on unemployment benefit) have a high incidence among people
over 40. The proportion of job seekers quickly decreases with age over the age
of 40 — the majority of those who receive unemployment benefit but are in
fact inactive are found in this group.

Lookingat economic activity and transfer status as a function of educational
attainment, we find that those with less than upper secondary education are
especially disadvantaged with respect to labour market prospects (Table 1.2).
Barely half of the people in this group are in employment, a fifth of them receive
some form of pension-like support and a tenth of them are unemployed.

Finally, let us examine mobility between labour market states. Are the same
people stuck in each status over time or is it that different people are entering
unemployment or inactivity at different time periods? The data in Table 1.3
indicate alow likelihood of exit from employment or from inactivity with pen-
sion-type support not subject to strict re-assessment procedures. We find sig-
nificant and approximately equal degrees of mobility among the unemployed
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and among people claiming means tested social assistance but their destinations
differ greatly. While the clear majority of those leaving unemployed status en-
ter employment, almost half of those leaving the social assistance programme
become inactive with no social transfers (none recorded by the LFS).

Table 1.2: Activity and transfer status by level of education for people aged 25 to 64 in Hungary, 2006 (%)

Activity and transfer status

_ Working Unem-  Inactive Inactive Inactiye Inactive, Inactive, Total
Education ployed +SA +PLB  +Pension othertransfer no transfer
Primary or less 1.7 8.9 2.3 6.5 21.0 1.0 12.5 100.0
Lower secondary 739 5.9 0.5 4.0 10.0 0.5 5.2 100.0
Upper secondary 779 4.0 0.2 5.1 6.4 0.3 6.1 100.0
Higher education 87.5 2.0 0.0 5.0 2.4 0.0 3.0 100.0
Total 72.7 5.2 0.7 5.0 9.6 0.4 6.4 100.0

SA = Social assistance, PLB = Parental leave benefits (gyes, gyed, gyet).
Source: Authors’ calculations based on data provided by the CSO labour force survey, weighted by the origi-
nal CSO weights.

Table 1.3: Distribution of status changes according to combined activity and transfer status
over two consecutive quarters of 2006 (%, relative to a given initial status)

Activity in second period

Working Unem- Inactive Inactive  Inactive Inactive, Inactive, Total
Activity in first period ployed +SA +PLB  +Pension other transfer no transfer
Working 98.4 0.8 0.1 0.3 0.1 0.0 0.4 100.0
Unemployed 14.1 79.8 0.7 0.4 0.3 0.2 4.5 100.0
Inactive + SA 10.1 8.2 64.3 0.0 0.1 0.9 16.3 100.0
Inactive + Family 3.6 0.8 0.0 94.0 0.0 0.2 1.5 100.0
Inactive + Pension 1.7 0.6 0.0 0.0 97.3 0.1 0.2 100.0
Inactive + other transfer 0.8 0.1 0.0 0.4 0.1 97.8 0.8 100.0
Inactive + no transfer 6.8 48 2.1 1.5 0.3 0.5 84.0 100.0

SA = Social assistance, Family = Parental leave benefits (gyes, gyed, gyet).

Source: Authors’ calculations based on data provided by the CSO labour force survey. Stock-flow consistent
weights as in Cseres-Gergely (2007) and Frazis et al (2005). Respondents entering or leaving the sample
were disregarded. Total percentages may differ from 100 for this reason.

1.2. Main welfare programmes

The welfare system of Hungary affects a substantial proportion of the work-
ing-age population and distributes a significant proportion of the GDP. As
shown in Table 1.4, the coverage of main welfare programmes (including pen-
sion but excluding health care, education and benefits in kind) is extensive
both in terms of GDP and the share of the population affected, with pension
transfers being the largest category over the whole period. This in part simply
reflects the chosen age frame, i.e., population aged up to 64 years, which is five
or three years over the statutory retirement age, but the ranking of the trans-
fers would remain the same were the upper age limit a few years lower.
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Table 1.4: Major welfare programmes in Hungary in proportion
to population size and expenditure, 1990-2005

Percentage of population over 15 Total expenditure relative to GDP

Unemploy-  Pension and p Unemploy-  Pension and
) . arental ) . Parental
ment benefit  pension- ment benefit  pension-
: leave . leave
and social type : and social type X
) benefits ) benefits
Year assistance  transfers assistance  transfers
1990 1.08 30.57 3.03 0.02 9.67 0.64
1995 477 36.14 3.63 0.78 10.37 0.66
2000 3.83 37.27 3.60 0.48 9.08 0.51
2005 2.97 35.64 3.47 0.50 10.40 0.57

Note: Social assistance does not include regular child protection benefit (rgyt).
Source: CSO Yearbook of Welfare Statistics 2005; The Hungarian Labour Market
2006, Institute of Economics, Hungarian Academy of Sciences.

These main welfare programmes — with the exception of the means tested
social assistance (replacing the previous unemployment assistance scheme in
2000) - are universal or insurance-based — as in the case of unemployment
benefit, maternity benefit (Gyed) and pension. The current regulations rel-
evant to labour supply are summarised in Table 1.5.! All major benefits are
cash benefits and, with the exception of the social assistance, grant a monthly
income that is stable in time. The value of social assistance depends on house-
hold income and may change depending on other incomes (e.g., labour in-
comes) of household members.

Table 1.5: Regulations on major social welfare programmes

1 The table includes secondary
effects as well. The health con-
tribution allowance for pension-
ers, for instance, belongs to this
category, as it does not follow
directly from pensioner status
(i.e., from the regulations on
pensions) but it follows from
the tax treatment of pension-
ers’incomes. The Regular Child
Protection Benefit (which was
abolished in 2005) and the
lump sum Child Benefits are not
shown in the table. The former
had an effect similar to that of
unemploymentassistance, while
thelatter is similar to Gyesinits
effect except that more families
areinvolved, as Child Benefitis
paid until the child reaches the
age of 20.

Can be claimed while

in employment? Tax allowances

Programme

Gyed: paid to families with children up to the age of
two, in proportion with previous wages.

Gyes: flat rate, may be claimed by families with chil-
dren up to the age of three.

Gyet: support for parents raising three or more chil-
dren, where the youngest child is eight or younger.
Unemployment/job seekers’ allowance: Entitlement is
tied to registration and regular contact with the job
centre. Maximum period of claim is 91 + 179 days.
Social assistance: means tested income support for
the long-term unemployed.

Disability pension

no

the age of 1) contribution)

yes (4 hours a day)

no (availability for work
must be proved)”

no (availability for work
must be proved)”

yes

Old-age pension yes

yes (after child reaches yes (lower health insurance

yes (lower health contribution
and personal income tax)

" Claimants are required to accept suitable job offers or community work as proof of
availability for work. Support may be denied if the claimant does not co-operate.
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2 The description of the labour
supply decision is based on
Moffitt’s (2002) chapter in the
Handbook of Public Economics,
a classic piece of the vastlitera-
ture on the subject. Empirical
estimates on labour supply in
Hungary are summarised in
Galasi (2003).

1.3. The effects of welfare programmes on labour supply

According to the standard model of economics, a worker will consider two
questions in deciding whether, and how much, he or she should work: one is
the income to be expected as the return for a given number of hours of work
and the other is the subjective value of leisure as compared to the value of con-
sumption.” If the worker takes on employment, the income thus earned can
be used for consumption but the worker will have less free time. The limits of
consumption are determined by the amount of wages earned and the amount
of income from other sources. In most cases the resulting constraints leave
several viable options, so that a person can choose the one best suited to their
individual preferences, i.e., their personal assessment of the relative utility of
free time and consumption. The individual in the model strives to maximize
utility, i.e., to find the point on the margin of his or her possibilities where
utility cannot be further increased by increasing either consumption or lei-
sure time. Figure 1.3a displays the default situation: the curves show indi-
vidual preferences, while the straight line represents the budget constraint
determined by the given market wage.

Figure 1.3: Consumption and labour supply trade-off
a) in the default case, b) with fixed costs and c¢) with a wage disadvantage

a) Default b) Fixed costs c) Low wages

X

Total income
Total income
Total income

Leisure (hours) Leisure (hours)

Leisure (hours)

Labour supply decisions and the negative effects of welfare programmes on
labour supply are plotted in Figure 1.3. A precise formal mathematical de-
scription is also given below but we shall attempt to discuss each figure in
simple language accessible to readers unfamiliar with economic theory. The
worker is characterised in the formal model as an individual seeking the opti-
mal combination of labour and consumption. Let us define this preference as
awell-behaved utility function U(C, [) which is to be maximised by the indi-
vidual given a budget constraint N + w(T — [) = C, where Nis non-labour in-
come, w is the wage, T 'is the total available time, /is leisure time and C'is con-
sumption. A basic welfare programme provides income B = G - t(wH + N),
where B is the net benefit, G is the minimum income guarantee, # is the tax
rate and H is the number of hours spent working. If we add G to the left side
of the budget constraint and simplify the equation we get disposable income
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w(l - t)H + G — tN = Y. The tax rate reduces both labour income and non-
labour income. The tax rate on labour income also modifies the relative values
of consumption and leisure time: since the net wages gained from the same
amount of work are reduced, the income lost by spending time not working
(i.e., the value of leisure time) will also be lower.

Figures 1.3 to 1.5 display labour supply choices in three scenarios where no
welfare benefit is received and under six scenarios of different welfare pro-
grammes. It is useful to consider these simplified situations and the labour
supply effects they are expected to induce because each of the welfare pro-
grammes under scrutiny in this volume either directly corresponds to one of
these simple cases or can be constructed by combining some of them. Figure
1.3 shows three variations on labour supply with no welfare support: the de-
fault case, the effect of fixed costs discouraging labour supply and the effect
of low productivity. Part ) displays the budget constraint line and three in-
difference curves. Unearned income is assumed to be zero here for the sake
of simplicity. The budget constraint shows the substitution rate between lei-
sure time and consumption given the wages: the slope of the line is defined
asw(1 - ), i.e., higher wages result in a steeper constraint, while lower wages
give aflatter line. The indifference curves represent individual preferences, that
is, the individual’s relative assessment of the utility of leisure time and that
of consumption. Curves further away from the origin indicate increasingly
higher levels of utility. The point of optimization is where the indifference
curve meets the budget constraint: it is this point that provides the greatest
level of utility for the individual under the given circumstances.

Part b) in Figure 1.3 shows a scenario where the worker earns a wage cor-
responding to the market value of his/her abilities (training, age, etc.) but
has to bear a fixed cost, independent of hours worked. Such fixed costs may
include travel expenses, clothing, or child care costs. This cost is represented
by F: the budget line shifts downwards by this amount. The cost has the con-
sequence that labour supply will not be worth the worker’s while below a cer-
tain number of hours of work because his/her income gain might be reduced
to a point where it becomes negative, which is clearly worse than zero. Under
these circumstances part time employment with average market wages, for
instance, will not be profitable. We can see that a significant amount of work
is needed simply to cover the fixed expenses and it is not worth working un-
less these costs can be paid.

The scenario in Part ¢) of Figure 1.3 assumes no significant costs of labour
supply but the individual’s wage w’is below the market wage (w). This situ-
ation characterises those whose productivity is below average (due to their
education, skills or state of health). Labour supply does not necessarily de-
crease in this case (unless some cost or other income acts as a disincentive)
but the level of income gained from work may be very low. A situation where

41



IN FOCUS

the above problems add up is not only conceivable but is in fact frequently
observed: uneducated people living in isolated rural communities in disad-
vantaged geographical regions is an example.

Both of the above problems may be counterbalanced by providing welfare
support on grounds of solidarity and efficiency. The first solution is to grant
a benefit of a fixed amount in the form of, say, a travel allowance. A solution
of thiskind is shown in Part 4) in Figure 1.4, where T stands for a lump sum,
unconditional transfer. The transfer shifts the budget constraint upwards,
thus the individual in the model will work less (have more leisure time) and
spend more.

Figure 1.4: The decision to work with a fixed amount benefit and with wage subsidy

a) Lump sum benefit b) Wage subsidy/Tax allowance

A A

Total income
Total income

Leisure (hours) Leisure (hours)

The second way of providing support is wage subsidy or equivalent tax al-
lowance, intended to compensate for low productivity. This is shown as w”
in Part b) of Figure 1.4. The labour income of the recipient may increase as a
result. A significant difference between the two scenarios is that a wage sub-
sidy decreases labour supply to a lesser extent than an unconditional trans-
fer, if atall.

Parta) in Figure 1.5 displays a welfare programme which provides support
conditional on unemployment. Even short-term employment results in loss
of eligibility and leaves labour wage as the sole income. Holding preferences
and wages constant, the individual in our model will choose not to work and
will only reconsider his/her decision if wages increase substantially. Should
this be the case, labour supply will be nevertheless reduced compared to the
default, unsupported situation.

The programme presented in part b) of Figure 1.5 allows employment but
eligibility is dependent on income level. This results in a high marginal tax
rate on the extra income at point ['— a few hours of increase in labour supply
effects an almost fifty per cent reduction in income in our example. Since this
threshold typically sets in at a low income level, the individual in the model
will fall into a poverty trap. Although in employment, s/he works short hours
and therefore earns little.

The third solution is a tax allowance with an upper limit of income for
cligibility (Part ¢) in Figure 1.4). This method also generates a trap, which is
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different in its details, but essentially the same as before. At the point where
the worker ceases to be eligible, his/her disposable income suddenly drops,
which has the effect of discouraging small increases in labour supply.

Figure 1.5: Consumption - labour supply trade-off
with conditional welfare programmes

a) Fixed transfer for the unemployed b) Fixed transfer with income threshold

A A

Total income
Total income

Leisure (hours) Leisure (hours)

c) Transfer with tax allowance d) Transfer with leisure time reduction

Total income
Total income

Leisure (hours) Leisure (hours)

A fourth solution consists in tightening the conditions on eligibility.? These
regulations ensure that support is given only to those in genuine need: un-
employment benefit, for instance, is granted only to those who are genuinely
unemployed (that is, who are secking employment and are available for work)
and are willing to co-operate with the employment services in an effort to
find employment. Unemployment benefit may thus be conditional on active
job search or regular visits to the job centre, and failure to comply may draw
sanctions (such as the suspension of the benefit). This is illustrated in Part d)
of Figure 1.5. The eligibility condition essentially has the effect of increasing
the cost of claiming benefit by reducing leisure time: the programme effec-
tively constrains the availability of free time while providing support. Giv-
en the recipient’s competences and wage structures, the level of time burden
can be set such that it reduces utility by exactly the same amount as the cash
support increases it. Since the availability of leisure time and income will in
this case be similar to a situation where the individual works, there will be
no disincentive to labour supply.

The same indifference curve is used throughout our examples; that is, the
levels of utility assigned to free time and consumption by the individual are
the same in each of the models. In real life, there may be significant variation
across individual preferences and thus the effects of the same welfare pro-
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gramme on individual worker’s labour supply may vary greatly. These effects
cannot be assessed on the basis of theoretical arguments: empirical research
is needed to investigate labour supply effects based on data on workers af-
fected by the programme.

In real life, the labour supply effects of welfare programmes are influenced
by several factors which cannot be modelled in our simple theoretical frame-
work. Most of these deviations come from the facts that the effects of this
decision extend beyond the current period and that people other than the
transfer recipient are also affected.

1. Rather than make separate decisions, couples often plan their labour sup-
ply together with consideration, for instance, to their preferences in sharing
housework or because they wish to spend their leisure time together.

2. As a general rule, means testing considers per capita income within the
houschold. Unemployment assistance affects the budget constraint of the en-
tire household and it may reduce not only the recipient’s but also other house-
hold members’ labour supply.

3. The basic model cannot account for the long-term security of a given job
or the costs of reapplying for the benefit — which is an important issue with
regard to unemployment benefit and social assistance.

4. The model also disregards the rehabilitation services accompanying dis-
ability pension and unemployment assistance programmes, which are impor-
tant in that they may increase the level of subsequently expected earnings.

5. With respect to programmes targeting families with children, the mod-
el needs to be enhanced by taking an additional preference parameter into
consideration: the fact that parents regard the well-being of their children as
a priority as well.

6. With regard to old-age pension, the neglected time factor and the irrevers-
ibility of welfare participation introduce significant deviation from the basic
model. Because of its irreversibility, pension constitutes a welfare programme
which covers a significantly longer period and gives more security than oth-
er types of support. As long as the long-term income received in retirement
is not accompanied by any disadvantages, early exit may be a sensible choice
even if the decision seems irrational in view of the immediate costs. The regu-
lations on pensions, however, forbid or sanction labour supply in retirement
in several countries, which make it costly to supply labour while receiving a
pension (OECD, 2005). The significance of irreversibility follows from the
importance of the time factor. While simple models of entering the pension
programme can be constructed as a series of static decisions, these decisions
are not independent of time, the accumulation of entitlement or the effects of
earnings on the amount of pension received. As a result, strategies concerning
the timing of retirement affect labour supply preceding the period of retire-
ment as well as human capital investment.
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Finally, we need to point out that the considerations listed above concern
labour supply in general and are not restricted to formal (reported) employ-
ment. The chapter on disability pensions briefly returns to this issue but, on
the whole, we assume that the choice between black labour and formal em-
ployment is not governed by welfare programmes but by a willingness to avoid
risk taking, the social acceptability of black labour and the risks and costs of
being caught. Thus, while black labour is undoubtedly a problem that calls
for alot of attention, it is not of pivotal significance in the context of welfare
programmes.

1.4. The causes of low efficiency in the welfare system and
possible directions for reform

In response to the initiative of policy experts, crisis situations and the persist-
ent calls of international organisations, some attempts have been made to re-
duce disincentives and financing pressures in the welfare system, such as the
repeated tightening of entitlement conditions on unemployment benefit, the
introduction of compulsory community work, or the pension reform of 1997.
The reforms implemented so far, however, have not addressed all of the prob-
lems and have proved to be largely unsuccesstul or even detrimental.

Existing regulations, the functioning of institutions and procedures of de-
cision making in many respects still reflect the forced choices of the regime
change or even earlier patterns from before the transition. Risking the charg-
es of superficiality and subjectivity, we shall sketch the major aspects of this
unfortunate inheritance, since the feasibility of the strategies recommended
in the chapters of this volume is heavily dependent on these surviving insti-
tutional conditions.

The current shortcomings of the welfare system follow from distortions in
both the setting of objectives and in errors of implementation. The process
of identifying targets of social policy may be influenced by a number of fac-
tors diverting it from the social optimum. The strongest of these influences is
inertia, sometimes called the status quo bias, which comes from a tendency
of decision makers and voters to perceive the losses resulting from changing
the system to be higher than either the costs of no change or the expected
gains of change.

Even those would often object to reforms who could otherwise hope to
benefit from them, for the simple reason that they are not aware of the ac-
tual costs of the welfare system and consequently underestimate how much
would be saved by the change. This fiscal illusion was likely to be cultivated
by the complex Hungarian taxation system and the myth of cost-free welfare
provision (Csontos, 1995).* Furthermore, the regime change magnified the
uncertainties of future expectations: people could not predict the precise
consequences of any individual reform, let alone the outcome of a complete
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5 “... the debased upper and
middle classes put all their ef-
forts into maintaining their old
standards and their separate
sense of class” — wrote Istvan
Bibo in 1947 (Bibd, 1990, p. 65.).
See Wittenberg (1997) on the
reality and measurability of
continuity.

6 Hankiss (1986) argues that
the lack of trust (social capital)
essential for the proper func-
tioning of collective norms
engenders selfishness, the su-
pression or dysfunction oflocal
democracy and of the rules of
social interaction gives rise to
mistrust, while excessive eco-
nomic and political centraliza-
tion leads to “individualism
beyond control”.

overhaul, in relation to their personal circumstances, which created a barrier
to co-operation between groups which could in principle profit from the re-
forms (Kollé & Nacsa, 2008, p. 9).

Besides information and cognitive barriers, individual interests also exert an
especially strong distorting influence. Reforms aimed at enhancing efficien-
cy involve measures eliminating expenses not justified by either productivity
or need, which offends the interests of all those who have in some way prof-
ited from these. Former beneficiaries are many, since pre-transition welfare
redistribution exceeded national income and access to privileges depended
as much on loyalty, party connections and good luck as on genuine merit or
need (Hankiss, 1986, p. 46; Kornai, 1983).

The phenomenon that competing political parties attach the highest prior-
ity to the preferences of the median voter and thus tend to rate the interests
of the middle classes higher than those of the poor is, far from being unique
to Hungary, by now a classic tenet in the literature on democratic political
systems (Downs, 1957). But this effect is augmented by the pre-war middle
classes’ reviving reflexes of self-defence’ and by the impatience and selfish-
ness engendered in Hungarian society by the dysfunctions of the previous
regime.®

In an effort to avoid an escalation of political tensions, the Hungarian gov-
ernment of the regime change tried to compensate those on the losing side.
This effort, however, was guided by political rather than economic consid-
crations (which is not unique to Hungary cither), and compensation thus
tended to reflect the number, political voice, and self-organising skills of the
losers, rather than their needs. The gap between the actual loss and compen-
sation was further widened by two other factors: 1. the practice inherited
from the Kdddr era where the needs of social groups are assessed by methods
that make allowances for group interests rather than in an open bargaining
process and 2. the poor bargaining power of certain groups of losers follow-
ing precisely from this practice.

A further source of errors is that policy makers often opt for a less than per-
fect means to achieve their objectives. This can also be traced back to the pre-
vious regime: the distorted role perception of politicians that implies control
over choosing the means (not only the objectives) and a culture of political
regulation which attempts to shape and patch the system to suit presumed
needs on the basis of inside information rather than derive rules from mod-
els construed with reference to interests and aims openly negotiated in pub-
lic fora. The single minded focus of politicians on increasing gross output is
conserved in the practice of the government acting on the advice of macro-
economists concerning issues which require expertise in micro-economics or
sociology. Finally, it is equally important that Hungarian state administra-
tion has been barely touched by the change of government style observed in
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most countries in Western Europe, where the emphasis of decision making
has shifted from expert opinion towards empirical evidence and impact analy-
ses and where accountability and transparency are seen as the key to govern-
ment legitimacy and success (Verheijen, 2006).

The occasional reform intitative can easily run aground either on the weak
autonomy of institutions inherited from centralized administration or on
the absence of horizontal co-operation. Also, civil society and the media do
not appear to be powerful or autonomous enough to provide sufficient im-
petus for change.

What the government can do

Relatively little funds would be needed to ease the barriers created by the in-
sufficiency of information. Several thorough evaluations of the costs of delay-
ing reform have been made by international organizations: the government
could gain support for the reforms by the widespread dissemination of these
results. Fiscal illusions could be dispelled by publishing easy to follow infor-
mation on budget revenues and expenditures on a regular basis.

The task of improving the availability of expert advice is undoubtedly more
difficult — as it may offend interests and sensitivities — but not impossible:
more micro-economists and sociologists are needed among government ad-
visors, and evidence-based policy making should be introduced. It could be
fruitful to reform the recruitment, motivation and evaluation system apply-
ing to the body of civil servants, the first difficult steps of which have already
been taken.

What social policy can do

Perhaps the most practicable step for social policy is to monitor results. It
is somewhat more difficult — because it requires more complex action and a
longer period of adjustment — to improve horizontal co-operation within the
government administration, to develop a system of output-oriented incentives
in regulations and to build an expert knowledge and information base neces-
sary for evidence-based decision making. Until this is achieved, it is difficult
to imagine how politicians could relinquish the illusion of infallibility and
assume responsibility for correcting mistakes.

No single, unified solution is likely to exist for individual problems. It is gen-
erally true, however, that a policy can only succeed in the long term if it can
rely on mechanisms that systematically ensure that the goals can be achieved.
This is contingent on a clear statement of the objectives and the regular mea-
suring and monitoring of the results — making results available for scrutiny
by academic communities and civil society.
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1.5. Brief summary of the conclusions of the analysis of labour
supply effects

The remaining chapters of “In Focus” look at the main welfare programmes in
Hungary with the aim of highlighting problems affecting the labour market.

Chapter 2 explores the labour supply effects of parental leave benefits using
individual level data. Although it is often hailed as an achievement, the cur-
rent support system is very costly and it allows paid absence from work for a
substantially longer period than is usual in the western world. While there is
no convincingevidence for the positive effects of an average absence of four or
five years on either fertility or the development of the child, the system keeps
the employment rate of mothers at a very low level — as a forced choice, in
some cases. The receipt of parental leave benefits has increased over the past
15 years. There is a growing number of participants with no previous work
experience and poor levels of education, while the likelihood of employment
among Gyes or Gyet recipients has fallen. Women who work while receiving
parental leave benefits earn less than their peers. These facts suggest that the
human capital of women is substantially devalued over the years spent rais-
ing children, which is an important and previously neglected factor in eval-
uating the social utility of parental leave benefits. A policy allowing a more
balanced choice between family and work would be one which offers a cash
benefit financinga shorter period of staying at home and provides more work
related support (child care voucher, travel allowance, retraining opportuni-
ties), possibly supplemented with subsidies supporting flexible working hours
for parents returning from Gyes.

The results of the study on unemployment assistance discussed in Chapter
3 indicate that this programme appears to function in practice as income sup-
port for the long-term unemployed, and neither the activation rules nor the
community work schemes attached to the programme achieve their goal of
encouraging re-employment. This could be improved by introducing radical
changes in four areas: eligibility conditions should be defined more precisely
and enforced with greater rigour; the incentives of organizations administer-
ing the programme should be realigned too in such a way as to reward efforts
to help the unemployed return to the primary labour market and discourage
the provision of transfers; capacity building to provide the necessary range
of rehabilitation and social services. The fourth component of the reform is
the division of the programme into two schemes: a means tested income sup-
port for those unable to work (with no work test), and an unemployment as-
sistance including availability tests and rehabilitation services for the long-
term unemployed.

Chapter 4 is concerned with disability pension and investigates the ex-
planatory value of labour market causes in the rapid rise in the incidence of

48



SOCIAL WELFARE PROVISION

disability pension claims. An analysis of county level aggregate data indicate
that a high incidence of claims is not restricted to regions with poor health
indicators but also occurs in counties with relatively low employment rates
and more opportunities for informal employment. The recently amended
regulations on disability pension still fail to provide appropriate incentives
to rehabilitation and returning to work. The incentives could be improved by
introducing three essential changes. First, the maximum rate of cash benefit
claimable without rehabilitation attempts or before the statutory retirement
age should be significantly smaller than the expected rate of old-age pension.
Second, a wide range of efficient rehabilitation services should be available to
help those who would like to regain their work capacity. Third, the organisa-
tion providing the services should profit from encouraging the claimant to
choose rehabilitation over pension.

Chapter 5 examines the motivations behind claiming old-age or disability
pension with the objective of quantifying the effects of incentives of a ma-
terial nature. Disability pension and old-age pension are taken together as,
while clearly not equivalent, they are sufficiently similar from the perspective
of labour supply incentives. The investigation is based on individual level data,
which allows a longitudinal analysis of the behaviour and income positions
of people under observation. Using income expected as a pensioner and in-
come expected as a non-pensioner in an econometric model of the decision
to retire, it is found that those who can expect a higher than average income
in retirement and a lower than average income without retirement are more
likely to choose to retire — this also holds for people below retirement age
and is independent of the length of time left until retirement age. The results
suggest that low-income groups find a way to escape the challenges of the la-
bour market and we have evidence that the pension programme functions
as some kind of automatic and permanent labour market refuge. Changing
this practice will require not only the tightening of pension rules but also an
increased awareness of labour supply effects and appropriate measures to re-
duce these effects.

A possible strategy is presented in the final chapter of this volume through
an example from abroad. The programme Pathways to Work is targeted at
increasing employment among workers with reduced work capacity and has
proved to be highly successful in Great Britain. The chapter shows that the
success of the programme is not only due to its carefully designed structure
but also to the way it was introduced: a carefully constructed process, where
the first pilots were followed by gradual expansion with thorough impact as-
sessment — and correction, if necessary — after each step. The chapter closes
by describing some of the barriers to the successful implementation of poli-
cies in the Hungarian welfare system.
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WELFARE RECIPIENTS’ SATISFACTION WITH THEIR LIVES AND INCOME POSITION’

GYORGY MOLNAR & ZSUZSA KAPITANY

The primary goal of welfare provision is to secure
subsistence for people with no access or substan-
tially reduced access to market incomes. This may
be supplemented by the objective to improve access
to employment and other assets necessary for well-
being, or to promote equal opportunities. In short,
welfare programmes provide both income (and
thus consumption) and security. They improve an
individual’s prospects but may also cause depend-
ence, especially if the support is only accessible to
those who are unemployed. Also, means tested ben-
efits may be perceived as humiliating.

As these factors have an impact on the subjective
wellbeing of welfare participants, an analysis of
their perceptions of their lives can provide indirect
evidence as to the success of the programmes.

Wellbeing and satisfaction (especially satisfaction
with one’s financial situation) are related to income,
but it is not the level of income but its — actual or
subjectively perceived — relative value thatis decisive,
i.e., theactual or perceived difference between an in-
dividual’s income and the incomes of other people
or his/her previous income (Molndr & Kapitdny,
2006). Subjective wellbeing is also determined by
several other factors which lend themselves to mea-
surement with greater or lesser ease.® Factors which
are easy to measure include family structure, educa-
tion, health and labour market status. More elusive,
nevertheless significant factors are financial circum-
stances, expectations for the future, security, pres-
tige, social relationships and self-fulfilment. Also

7 This section is based on research by Gy6rgy Molnar and Zsuzsa
Kapitany supported by the EU-COMPPRESS (HPSE-CT-2002-
00149) programme. For further details of the data and the analysis,
see Molndr & Kapitiny (2006).

8 The strength of these effects is dependent on an individual’s
personal values, see Lelkes (2006a) for estimations based on
Hungarian data, which show, for instance, that religious beliefs
decrease the utility attached to income.

9 There is a large literature on the issue; see, for instance, Frey &
Stutzer (1999), (2002), Layard (2005), Senik (2005).

difficult to measure is whether an individual finds
pleasure in work activities or whether a welfare re-
cipient perceives the support as humiliating.

Satisfaction may be viewed as corresponding to
the utility function of the simple labour supply
model discussed in Chapter 1 of this volume: what
the individual seeks to maximise.” The model is
augmented here by considering sources of utility
other than leisure time and consumption, such as
social relationships, security, self-fulfilment and
other subjective factors which may enhance an in-
dividual’s wellbeing.

This section discusses some factors affecting the
subjective wellbeing of welfare recipients based on
Molndr & Kapitdny’s(2006) results. Our data, asin
the reference paper, come from the Household Bud-
get Survey of the Hungarian Statistical Office.

Table K1.1 shows the average values of subjec-
tive wellbeing for groups of people with different
sources of income. Unemployed people, disability
pension recipients, people living on casual labour
incomes and welfare participants are far more dis-
satisfied with their financial circumstances and
their lives in general compared to other groups.”

The average values in Table K1.1 reflect the com-
bined effects of labour market status, welfare provi-
sion and differences in group composition. To iso-
late the various effects, a logistic regression model
was used to control for age, education, health sta-
tus and level of income (or mobility): the results
are displayed in Table K1.2.

10 The category of unemployed status used here is based on self-dec-
laration, i.e. it does not correspond to the ILO definition because
the necessary information is not all available due to the structure
of the Household Budget Survey. The category of unemployed
people with no supportincludes those who do notreceive any kind
of welfare support and consider themselves to be unemployed
(rather than home-makers, for instance). The classification is
based on the status reported at the point of data collection each
month; note that often the same person is sometimes unemployed
and sometimes engaged in casual labour over the year, so that
the two categories are very close to each other.
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Table K1.1: Average satisfaction with financial circumstances and life according to activity status,
in order of level of satisfaction with financial situation (N = 3398)

Satisfaction
Activity Financial situation Life
Pensioner in employment 2.96 297
Student 2.78 3.24
Employed, self-employed 2.63 2.86
Old-age pensioner 2.63 2,77
Other inactive 2.36 2.68
Widow's or orphan’s pension recipient 2.36 2.57
Receiving parental leave benefit (gyes, gyed, gyet) 222 2.59
Unemployed on insured benefit 2.13 2.65
Disability pension recipient 2.09 2.43
Casual labourer 1.96 1.73
Unemployed with no support 1.85 1.98
Unemployed on means tested benefit 1.65 1.86
Receiving nursing benefit” or other benefit 1.46 1.75

Notes: The following questions were asked: “How satisfied or dissatisfied would you say you are
with your life on the whole?” and “How satisfied or dissatisfied would you say you are with the
financial situation of your household?” Average values were calculated by assigning values on a
scale of 1 (very dissatisfied) to 5 (very satisfied) to respondents’ answers.

" A cash benefit available to those looking after an ailing family member.

Table K1.2: Financial and general satisfaction in Hungary in 2002
(ordered logit estimation with objective variables, N = 3398)

Financial General
Activity Satisfaction
Casual labourer -1.06 (0.30)" -2.06 (0.27)""
Other welfare participant or nursing benefit recipient -1.40 (0.42)" -1.30 (0.39)""
Unemployed with no support -1.10 (0.38)" -1.38 (0.35)"
Unemployed on means tested benefit -0.87(0.24)" -1.15(0.28)"
Unemployed on insured benefit -0.30 (0.49) 0.11(0.42)
Disability pension recipient -0.51(0.18)" -0.28 (0.18)
Adult family members of people with marginal activity status® -0.55 (0.17)" -0.61 (0.15)""
In 2nd or 3rd income quintile in 2002 0.92 (0.18)" 0.51(0.17)""
In 4th income quintile 1.00 (0.21)" 0.59 (0.19)"
In 9th income decile 1.36 (0.26)" 0.68 (0.23)"
In 19th income ventile 1.98 (0.29)" 1.32 (0.30)"
In 20th income ventile 2.32(0.38)" 1.84(0.32)"
Young (18-39 years) 0.54 (0.12)" 0.65 (0.13)"
Elderly (55 years and over) 0.54 (0.12)" 0.48 (0.12)""
Student (in full-time higher education) 0.32 (0.28) 1.16 (0.25)"
Completed university degree 0.39 (0.15)° 0.67 (0.15)"
Couple in household (married or co-habiting) 0.37(0.12)" 0.42 (0.12)"
Child aged 0-3 years in household -0.71(0.22)" -0.46 (0.21)°
Person with long-term health condition in household -0.27 (0.12)° -0.28 (0.12)°
Pseudo R2 0.09 0.086

" Coeflicient significant at S per cent level, ™ coefficient significant at 1 per cent level.
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* Adult members of households that include a casual
labourer or a member receiving disability pension or
social benefit, who themselves do not belong to any
of these groups. Reference groups: employed, in the
poorest income quintile, middle aged (40-54 years).

The coefhicient of welfare programmes only shows
subjective effects in this estimation: those of relative
security, income ambitions (relative to previous in-
come and to the incomes of others), a feeling of being
stigmatised, idleness and future hopes. As the stigma
effect does not apply to insurance-based welfare par-
ticipation and there is likely to be less motivation to
supply labour, so the effects of these factors mainly
reflect the value of security and ambitions.

We shall focus on the results which are important
with respect to the success of welfare programmes.
As can be seen in Table K1.1, people in relatively
low income groups are less satisfied with their finan-
cial situation and with their lives in general, which
corresponds to our expectations. Controlling for
income (and some other variables), certain welfare
programmes cease to have a significant effect on con-
tentment: the satisfaction of people receiving old-age
pension or parental leave benefits do not differ sig-
nificantly from that of the employed. This suggests
that the security offered by old-age and widows/or-
phans’ pension or parental leave benefits compensate
for low income as well as for the loss of the possible
subjective utility of labour supply. People receiving
disability pension are on the whole as satisfied with
their lives as old-age pensioners and working people
but are less satisfied with their financial circumstanc-
es (with the effects of poor health controlled for).
However, if we look at the subgroup of people on
disability pension who presumably chose disabled
status to escape unemployment rather than due to
poor health, we find a perceptibly lower level of sat-
isfaction with life as well.!

That welfare participation is perceived to be stig-
matised is indicated by the finding that in contrast
to insured benefit, means tested benefit has a stron-
ger negative effect on general satisfaction than on
financial satisfaction. The negative perceptions of
people on subsistence benefit are not only related

Note: The equations included variables of wealth and
mobility, which are not shown above. Standard er-
rors of robust estimates clustered for households are
shown in brackets.

to the stigma, however, but presumably to their
insecure prospects as well, since the groups most
similar to them, unemployed people with no sup-
portand people doing casual work, report the low-
est levels of satisfaction.

The satisfaction index of casual workers, unsup-
ported unemployed people, means tested benefit
recipients and people on other benefits continues
to remain the lowest even after controlling for the
level of income: we believe that this result is related
to the insecurity of their status. People on unem-
ployment benefit do not display this effect, which
suggests that insecurity increases and future hopes
decline with the duration of unemployment.

The results therefore indicate that long-term un-
employment or insecure employment prospects cre-
ate a position where the growth of personal welfare
is greatly hampered. In other words, it is a situation
where there are strong constraints to maximisingutil-
ity, and welfare support is not the best but the least
bad solution: given their education, skills, age and
health status, living on welfare support is not an op-
tion but a forced choice for the majority of people.

Our results also provide indirect evidence for the
hypothesis that the majority of unemployed people
and disability pension or means tested benefit recipi-
ents are not motivated by a prospect of ancillary black
labour in claiming welfare support. Ifblack labour in-
come had a substantially greater weight for this group
compared to the unreported incomes of other social
groups, and if it could counter-balance the negative
effects of unemployment (or quasi unemployment),
there would be no significant difference between lev-
els of satisfaction. Our conclusions are further sup-
ported by the fact that lower satisfaction also applies
to other adult members of these households.

11 The relatively small sample size and the scarcity of information
on health status do not allow for more specific conclusions.
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2. THE LABOUR SUPPLY EFFECTS OF MATERNITY BENEFITS
MONIKA BALINT & JANOS KOLLO

On returning from their regular yearly visit to Hungary in May 2007, the
OECD delegation made a recommendation on the reform of the Hungarian
maternity leave system and its implications for the labour market. The rec-
ommendation was expressly rejected by the Minister of Finance in the name
of the Hungarian government. The firm reaction was unusual in the general
context of Western practice and it was downright astonishing in the specific
context of this issue considering the statistical data on which the recommen-
dations were based. As shown by the OECD Family Database,'? a) Hungary
spends more than any other member country on benefits supporting parents
staying at home with young children, measured by the amount of benefit
per child as a proportion of GDP per capita. Hungary spends three times as
much as the OECD average, almost twice as much as Austria and one and
a half times as much as Sweden. b) A very low proportion of children under
the age of 3 attend childcare institutions (similarly to children in Eastern and
Southern Europe, Turkey and Mexico). The generosity of provisions is also
reflected in low employment rates. ¢) While the employment rate of women
is only slightly behind the OECD average," that of mothers is lower than in
any other member country. d) The Hungarian rate of employment among
mothers with children aged 0-2 years is the lowest in the OECD and the
rate among mothers with children aged 3-S5 years is the second lowest (after
Slovakia). Hungary also has the largest gap between the employment rate of
mothers with children of 0-2 years of age and that of mothers with (their
youngest) child aged 6-16 years."

It is unlikely that the firm rejection by the Minister was motivated by pro-
fessional convictions or that any expert on family policy would consider the
current family support system to be an exceptionally efficient and extremely
promising solution to the problem of balancing the objectives of population
policy, child welfare and employment policy which deserves a financial in-
vestment two or three times greater than what is usual in the West. The fam-
ily support system is a legacy from the Kddar era and its major reforms after
the regime change (1995, 1999-2000) were clearly motivated by ideological
considerations, as convincingly argued by Ignits & Kapitdny (2006) and Sza-
kolczai (2005). None of the interested parties — including those in favour of
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2007, http://www.oecd.org./
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13 Itis substantially higher than
in Southern Europe but signifi-
cantly lower than in Western
Europe.

14 See Figures PF7.2, PF11.1.,
LMF2.1. and LMF2.2. in the
OECD database for statements
a)to d).
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15 Even demographers them-
selves are divided as to the
question of whether family sup-
port had an enduring or only a
transient effect on fertility. The
latter opinion later “... became
independent of its professional
roots, lost its support among
demographers but continues to
pop up in places today. Its cur-
rent supporters — most of whom
are not demographers — often
use this practical argument to
implicitly call the legitimacy
of the pronatalist population
policy itselfinto question while
avoiding open ideological con-
flicts.” (Ignits & Kapitdny, 2006,
p. 388.) We shall here refrain
from ideological criticism and
present strictly methodological
doubts only.

16 The indicator of total fer-
tility rate captures the num-
ber of births per reproductive
woman in a given year, while
the indicator of completed fer-
tility rate shows the number of
children born to a woman up
to the end of reproductive life.
The Gabos-Gal-Kézdi model
uses the immediate effect on
total fertility and the effects
appearing with a one year lag
to draw conclusions as to long
term effects.

regarding child benefits as a social transfer, those who prefer to view it as a
means to supporting reproduction and families, those who are engaged in the
practice of pragmatic policy making (nor the authors of this chapter) — have
a good idea or, indeed, even a rough idea of the effects of this unique system
has on population growth, child welfare or the labour market: whether fam-
ily benefits paid in cash increase fertility, whether raising children in their
3rd or 4th year of life at home has additional benefits — beyond those offered
by nursery schools — with respect to their cognitive and emotional develop-
ment or what individual and social consequences may be expected from the
mother’s prolonged absence from the labour force (which is a forced choice
to some extent as the provision of day care in nursery schools has greatly de-
clined). These questions could not, and still cannot, be investigated — with a
few exceptions — because no data have been available.

This chapter looks at the system from the perspective of the labour market;
population and child welfare issues will only be discussed briefly.

2.1. The effects of family support schemes

A simple visual inspection of the time series data on fertility gives the im-
pression that the introduction of the universal flat rate parental leave benefit
(Gyes, 1967) and later, the insurance-based benefit (Gyed, 1984,2000) acted
as incentives to childbirth (Tdrkdnyi 2006) or, at least, had an effect on the
timing of childbirths." Ignits & Kapitdny (2006, p. 388) argue that “there
is well-founded empirical evidence indicating that both general transfers and
income support compensating for loss of income have a positive effect on fer-
tility.” This claim would, however, be difficult to defend in front of a researcher
specialising in the cause and effect analysis of time series data. A “visual in-
spection” cannot tell whether there is a cause and effect relationship behind
the correlation between measures of family policy and fertility or they are
both explained by some common factor (e.g., good economic prospects have
a positive effect on birth rates and create resources for ambitious measures
of population policy at the same time, while the threat of a recession leads to
the postponement of childbearing and also to a tighter budget). Neither can
avisual inspection tell whether the effects of measures of population policy
are statistically significant or robust.

More reliable conclusions may be drawn from econometric analyses. The
Granger cause analysis of macro-time series in Gdbos (2003) and Gdbos, Gl
& Kézdi (2005) indicate a statistically significant long-term positive effect
on birth rate: a one per cent increase in cash benefits has led to an increase
0f 0.2-0.25 per cent in total fertility in Hungary over the past four decades.
This result is important but not decisive since direct evidence could only be
provided by an analysis of the effects on completed fertility, which is await-
ing further research.'®
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The magnitude of the effect indicated by the model also suggests that the
results should be treated with caution: it would follow from the estimated
elasticity that the current birth rate of 1.3 children would not increase fur-
ther than 1.6 even if the cash benefits were doubled in value.

Furthermore, there is — of course — no way of judging whether another
benefit of shorter duration or of a different kind would have had the same
impact on fertility. It is not the case that birth rates can solely be encouraged
by schemes financing a prolonged absence from the labour market. Sweden,
for instance, successfully achieved a turn in demographic trends by imple-
menting a policy of precisely the opposite nature: it focuses on supporting
working women in child raising by providing a carefully planned network
of childcare facilities, introducing the requirement to share home childcare
between the parents (a condition of claiming child benefit), supporting indi-
viduals rather than families and emphasising the equality of the sexes (rather
than the traditional roles of wives and mothers) in public communications
(Hoem, 200S).”

The impact of mother and child support on child development has not been
investigated by quantitative empirical research in Hungary. The international
experiences are summarised in the literature review by Déra Benedek in the
next section of this volume. The studies discussed there as well as other re-
lated studies highlight the risks of returning to work too early. This problem
concerns the United States first of all, where around a third of mothers with
young children return to work within three montbs of childbirth. This con-
trasts with the practice in developed European countries (Germany, Sweden,
the United Kingdom), where barely five per cent of mothers enter employ-
ment after such a short period of maternity leave (Berger, Hill & Waldfogel,
2005). Research results suggest, on the other hand, that the negative effect of
returning to work on the cognitive development and the emotional stability
of children is substantially reduced if the parent enters flexible or part-time
employment after the child has reached one to one and a half years of age or
even earlier. There are no quantitative studies, however, on how the well-being
of children or mothers is influenced by the exceptionally longleave character-
istic of the Hungarian family support system (and in the absence of systems
similar to the one in Hungary, there can be no such studies).”® In Hungary,
only 14 per cent of mothers with children in their third year of life are in
employment and this ratio still remains below 45 per cent among mothers
with their youngest children in their fourth year of life (average figures for
1993-2005 from the labour force survey of the Hungarian Statistical Office
[CSO]). Although there is no consensus among professionals with respect to
the “optimum” duration of staying at home with the child (Herczog, 2007),
available data and expert opinions both suggest that the positive marginal
effect of the third and fourth years spent at home on the development of the

55

17 These include symbolic
gestures — those which are not
motivated by financial reasons
but are meant to emphasise the
equality of the sexes — such as
the elimination of the institu-
tion of widow’s pension.

18 The full-time equivalent
parental leave (the number of
weeks multiplied by the re-
placement rate) is highest in
Hungary among the OECD
countries. See Figure PF7.1./C
in the OECD database cited
above. The Hungarian system
of maternity leave is closest to
the one in Romania.
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19 “.. from approximately 18
months of age, children need
social interaction with peers as
wellas professional care froman
adultteacher. The reason being,
thatlearning and development
processes require support and,
occasionally, guidance, which
need to be given by a trained
teacher. This cannot be provided
by parental care, love and at-
tention,” write Bass, Darvas ¢
Szomor (2007) in their as yet
unpublished study.

20 This statement does notapply
to occasional complementary
surveys targeting mothers with
young children, which provide
information on labour supply
intentions and labour market
expectations. The complemen-
tary surveys have given rise to
a series of detailed analyses:
Lakatos (1996), Frey (2001,
2002). These, however, cannot
replace research on maternity
pay claims and actual labour
market consequences.

child is much smaller than that of the first two years. The returns to profes-
sional institutional care are at the same time much higher in this period than
in the child’s earlier years."”

The accurate assessment of labour supply effects would require a survey
recording the child’s date of birth; whether the mother was in employment
prior to birth; if so, the date of leaving employment; the type of support re-
ceived by the mother or the father and the period of receipt; the date when
the claimant returned to works; if the parent has not returned to work, the
reasons for this decision and the current activities of the parent; whether the
parent returned to the same job he or she left before birth; how much they
carned before and after the leave; who took care of the child while the par-
ent was on maternity leave and thereafter, and so on. Decision makers and
researchers in a mature democracy would probably find it difficult to believe
— but it is true: not one survey of this kind has been made in the forty years
of operation of the parental leave system annually serving a quarter of a
million people. The Hungarian budget has conferred approximately a hun-
dred and twenty million monthly maternity leave transfers amounting to
thousands of billions of Hungarian forints but has failed to allocate, say, fif-
teen million forints for a survey allowing researchers to carry out an impact
analysis. The cost would be roughly equivalent to the amount of maternity
leave benefit paid every hour.

The analysis presented below is based on the labour force survey data of
the Hungarian Statistical Office (CSO). The survey was designed to assess
labour market participation and its applicability to a study on maternity
leave is therefore limited.*® It is difficult to establish with reasonable accuracy
whom each child belongs to in a given family and with which child a parent
is staying at home. Answers to questions on the type of parental leave benefit
received (Gyes, Gyed or Gyet) are obviously imprecise. There is no informa-
tion on the starting date of benefit receipt. The year and month of leaving the
last employment before the survey is recorded rather than the date of leaving
the last job before child birth. The sample is also too small for our purposes
and there are several other problems. Nevertheless, we believe that, given our
current complete collective ignorance, even the limited information supplied
by the labour force survey may prove to be useful.

2.2. Parental leave benefit as a labour market institution

The flat rate benefit (Gyes), the insurance based benefit (Gyed) and the extended
paid leave (Gyet) are not simply schemes to assist parents in child raising but
constitute by far the most significant form of support for inactive women under
the age of 40. This is shown in Figure 2.1, which displays the distribution of
the non-employed (unemployed or inactive) female population across various

mutually exclusive social transfers as a function of age in 2003. It can be seen

56



MATERNITY BENEFITS

that maternity leave — and later disability pension — is a far more significant
form of support than unemployment benefit or unemployment assistance.

Figure 2.1: Non-employed women aged between 15 and 62
by transfer receipt and age
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* Respondents in this category may have received other types of support not
recorded in the LFS.

Note: Curves in the figure were smoothed by using a multinomial logit func-
tion with support type on the left hand side (six outcomes) and age and
squared age on the right hand side.

Source: Based on CSO LFS of 2003 last quarter.

The well known disincentive effects of unemployment benefit come into play
in the case of paid maternity leave as well. The returns to caring for a child
at home immediately after birth obviously exceed the benefits expected from
employment but the joy, contentment and financial advantages associated
with staying at home to raise a child gradually diminish with time. A gen-
erous system of maternity leave delays the point in time where the utility of
remaining at home equals the utility of returning to work for a mother pre-
viously “habituated to employment.”

The optimum period of receiving maternity benefit depends not only on the
amount and duration of benefit entitlement but also on factors influencing
the returns to work: wages, the fixed costs of employment and non-material
benefits of employment. The net benefit to employment is also reduced by fac-
tors such as insecurity over the employer’s attitude towards any absences due
to child sickness; worries about whether the mother risks her job by returning
“too early”; doubts over the employer’s general attitude towards mothers with
young children. Assistance may also be provided to mothers by reducing the
costs of returning to work: in the form of nursery schools, home care, travel
subsidies and income support. It is important to recognise that the types of
supportavailable both to parents staying at home and to working parents (such
as family allowance, childcare assistance, child protection assistance and Gyes
since 2006) enhance the value of staying at home: similarly to other non-la-
bour incomes, they reduce the optimum supply of hours of work.
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As far as we are aware, empirical studies on the labour market impact of ma-
ternity leave systems allowing prolonged paid absence — in accordance with
expectations — uniformly find a negative effect in the sense that relatively
longer and more generous maternity leave schemes result in longer absences
from the labour market. In kind provisions — typically allaying the costs of
employment — are expected to exert the opposite effect and international com-
parative data corroborate this expectation: while cash benefits reduce labour
market participation, benefits in kind increase it (Scharle, 2007).

Cash benefits may also have positive effects on the labour market which are
difficult to measure empirically. Similarly to other types of unemployment
benefit, it is justified to ask whether parental leave benefits improve the qual-
ity of match between employer and employee: through allowing workers to
devote more time and effort to job search, benefits have the effect of crowding
out less productive jobs (Mortensen—Pissarides, 1999; Acemoglu—Shimer,
1999; Pissarides, 2000). As we shall see, however, in Hungary, mothers re-
turning to work after Gyes receive significantly lower wages than other work-
ers with similar observable characteristics (and this still holds when endog-
enous selection is taken into account). We therefore believe that the negative
effects of the amortisation of human capital outweigh the positive effects of
a (potentially) longer job search period on productivity and wages.

The Hungarian system of maternity leave was first introduced with the
aim of giving mothers the option of a long period of economic inactivity.
The frequent changes to the system primarily affected coverage rather than
the conditions of receipt. Gyed has always been tied to employment before
childbirth but the entitlement regulations on Gyes and Gyet have been modi-
fied on a number of occasions. The most important changes occurring with-
in the period under study are summarised in Table 2.1 (based on Table 2 in
Ignits—Kapitdny, 2006).

The Bokros austerity package tightened entitlement by abolishing Gyed
and introducing means testing for Gyes on the one hand, and substantially
extended entitlement by revoking the requirement of employment before
childbirth. Over the period from 1996 to 1998, the government essentially
treated maternity leave as a social assistance scheme. The Orban adminis-
tration first made entitlement to Gye