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EXPLAINING THE DECLINE IN WELFARE RECEIPT, 1993-199¢'

During the first four years of the Clinton Admimistration, from January 1993 to January 1997,
_the number of individuals receiving welfare fell by 20 percent, or 2.75 million recipients — the largest
decline in over 50 years.* Three potential explanations for this decline are (1) economic growth,
which created 12 million new jobs over the period, (2) Federal waivers, which allowed 43 states to
experiment with innovative ideas to help reduce weifare dependency, and (3) other policies affecting
-work-related incentives, zxzciudmg the 1990 and 1993 expansions of the Earmed Income Tax Credit
{EITC) and the recent rise in federal and state spending on child care. It'is important to determing
the causes of this decling in light of the recently enacted welfare reform legislation. If economic:
growth wes the major contributor, then continued growth seems essential for farther progress in
muaving peopie from welfare to work. [If federal policies played a significant role, however, then
‘continued efforts along these lines are likely to lead to additional reductions. A statistical analysis
(described in the companion technical paper to this report) shows that over 40 percent of the decling
resulted from a falling unemployment rate associated with the economic expansion and almost one-
third from statewide welfare reform waivers (Figure 1)} Other factors (which might include other
policy inttiatives, such a3 the EITC) account for the remainder.

Figure 1
Reasons for the Decline in Welfare Caseloads, 1993-1698
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“We are graeful @ the U8, Depariment of Health and Human Services, Office of the Assistant Secretary for
Planning and Evaluation for providing technical assislmnce im preparing this report.

”I"w szansncai apalysis presented here uses daw en e averags monthly share of the population receiving
welfare in 3 fiscal yoar, Betweer the 1993 and 1996 fiscal years (Ociober 1, 1992 0 Sepremhber 30, 1996), the dverage
manialy shure of the populatos receiving weifare feli-from 5.4 percent o 4.7 pertent. e

*Eight states received waivers dat affeceed ouly a sm&ﬁ*m of the state, typitally & few coundes, Waivers
granmed.o these states are 0ot mcloded i 1his analysis,
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WELFARE CASELOADS AND THE BUSINESS CYCLE

Weltare caseloads tend to fluctuate over the business cycle, nsing when the economy moves
info recession #nd declining once a recovery is underway and the economy i expanding, For

example, the proportion of the population receiving welfare fell during the expansion of the late 1970s
and rose as the economy went into recession in 1980 (Figure 23.° Between 1939 and 1993, the
propartion of the population receiving welfare shot up 25 percent, reaching 1ts highest level ever.
The recession of 1990-1991 and the weak labor market through 1992 certainly coniributed to this
increase, hindering the efforts of those welfare recipients seeking work. One might be tempted to
argue that the subsequent decline between 1993 and 1996 simply reflected the normal retum to work
of welfare recipients who were unable to find jobs when the economy was weak.

Figure 2
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The business cyc%e' alone, however, is unlikely to account for the entire decline in welfare
recipiency after 1993, The 19901991 recession was relatively mild; the annoal unemployment rate
peaked at 7.5 percent in.1992, much lower than the peak rates in the 1974-75 and 1981.82
recessions. It seems improbable that & moderate recession would lead to such severe swings in the
rate of welfare receipt, Moreover, some states with farge reductions in their unemployment rate
duning this peciod did not experience big drops in their welfare caseload, while other states saw z big
drop in welfare receipt even though their unemployment decline was moderate (see attached map).

For that reason it is important 1o look at other i’acmrs including the possible impact of cbanges in
welfare programs during that'time,

*“Two anomalous episodes oconrnd as well, First, welfare recipiency declined sharply in 1982 despite & worsendng
economy. This was Decsuse policy changes entoted in tie Omnibus Budget Reconciliation Act of 1981 substamtislly reduced
welfare eligibility. Sccond, the dramatic swing in welfare recipiency between 1985 and 1996 wes larger than might have
been expected based on the relatively mild 1990.91 recession.
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FEDERAL WELFARE WAIVERS

Ald to Families with Dependent Children {AFDC) was the Nation’s primary welfare program
- until fast year. The AFDC program was adminsstered by the states, subject to Federal requirements,
Since 1962, the Secretary of Health and Human Services has had the authority to walve some of these
requirements if states proposed experimental or pilot programmatic changes that furthered the goals
of the AFDC program. The Bush Administration was the first to use this authority extensively,
especially in its final year. But the Clinton Admunistration expanded the number of waivers
dramatically after 1993, granting waivers to a total of 43 states,

Waivers granted to staies to implement experimental welfare policies generally contained a
number of provisions that varied greatly in scope. Some were pilot programs that could not have had
much effect on the size of a state’s overall welfare caseload. Others covered a larger share of the
staze’s welfare population but inchided some relatively minor provisions that probably had little effect
an the mumber of welfare recipients statewide. Six broad categories of waivers that patentialiy might
have had an chservable effect in reducing state welfare caseloads are: '

. » Termination time limits. States receiving this type of waiver are allowed to limit the length
of time recipients can collect benefits. Once that limit is reached, benefits are terminated.

+  Work-reguirement time Hmits. These waivers are similar to termipation time &mits, but
once the himit is reached, recipients are required to accept work or enter a training program
in exchange for their benefits,

» Reduced JOBS exemptions. The Job Opportunittes and Basic Skills {JOBS) training
. program, enacted in 1988, reguired a share of the welfare caseload io participate in work
and/or training programs, Waivers were granted to some states to reduce the number of

- recipients who were exempt from participating in the program.

+ Increased JOBS sanctions. Some states argued that zanctions for recipients who refused
w participate w JOBS were inadequate and requested the ability 1o strengthen those
- sanctions—ingluding termination of benefits in some cases.

+  Family cap. Welfare benefits are scaled to family size and normally increase when g recipient
has an additional child. Some states requested waivers to ¢liminate the additional henefit for
women who had a child while receiving weifare.

* Increased earnings disregard. For many recipients, a doilar-in earnings led to almost 2
doilar reduction in their welfare benefit, providing a disincentive to work. Some states
requested waivers to increase the amount of earnings that welfare recipients couid keep,
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The number of states with statewide waivers of these types rose dramatically between 1993
and 1996 {Figure 3}, Some states that expenienced large drops in welfare receipt are also states that
. received waivers (see attached map). ‘

Figure 3
Number of Approved Siatewide Waivers
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_THE STATISTICAL ANALYSIS

, Several factors besides economic conditions and watvers are likely to affect the rate of welfare
receipt. An increase in female-headed families will tend to increase this rate because the wellare
system strongly favors single mothers with children. The generosity of welfare benefits also may
affect the number of poor individuals who seek benefits. Labor market returns for less-skilled
workers, national changes in welfare policy, and cultural attitudes towards welfare receipt, also may
play a role, The task of a statistical analysis is to disentangle the separate effects of these factors in
order to identify the relationship between each of them and welfare receipt. :

, The exercise reported here uses state-level data from 1976 through 1996 to estimate the
contributions of economic growth {measured by the change in the unemploymeni rate) and approved
state walvers 1o the recent decline in welfare receipt. The use of State level data allows us to control
for changes that affect welfare receipt across the entire country at 2 point in time, such as aational
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changes In welfare policy.® The relationship between, sdy, economic conditions and the rate of
welfare receipt can still be identified because recessions tend to be worse in some parts of the country
tharn in others and could lead to differences across states in patterns of welfare receipt. Using data
aver several years allows Us to control for long-run differences in welfare receipt that exist across
states. The'relationship between waivers and welfare receipt, for example, can be observed by
following changes in welfare receipt within a state before and after the waiver. Using techniques like
these, a statistical analysis can estimate the effects of economic activity and watvers on the size of the
welfare rolls holding ather things that affect welfare receipt constant.® '

An Example

Figure 4 presents a companson of Florida and Georgia that is intended to provide some
intuition for the statistical methodology and the manner in which the effects of economic activity are
estimated separately from other potential confounding factors. Tt should not be considered a rigorous
test. The figure plots the difference between the two states in unemployment rates between 1984 and
1956 and in the share of the population receiving AFDC over the same period. Taking the difference
between the two states In each year controls for any differences that affect both states simultansously.
Because neither state recetved a waiver until Jate in the 1996 fiscal vear, the difference in trends
through virtually ail of this time peried are unaffected by differences in waiver provisions or their
effectiveness. Throughout most of the expansion of the middie to late 19805, unemplayment in
Georgia had been somewhat higher than in Florida, When the 1990-81 recession hit, unemplovment
‘n Florida rose considerably relative to that in Georgia, and the difference has been slow to recede,
Subsequently, AFDC receipt shows an increase in Florida relative to Georéia. The fuil statistical
analysis uses this sort of approach to identify the effects of both waivers and economic activity on the
rate of welfare receipt in all states over tima, - C

*Although the effects of changes in pational welfare policy cannot be determined using this methodalogy, some
recent palicies mav have contritisted © the decling, The 1993 increase in the Eamned Income Tax Credst increased the
rerimg 1o work, increases in child care subsidies made it easier for parents o work. Eanhanced zfforts e collsct more
© chik! suppon mised te incomes of weme mothers, rz:aizxcing their reliance on weifars, The mpact of dese policies oo
"the rale of welfare recelpt cannot be identified separately in this analysis because they apply eqaalzy in all states at any

tiney it is incorporated into the effsct of oder, unidentified faciors. :

*This methadology does include some Hmitations that may preclude a “causal® imerpreiaton of the estimated
refationship between, say, waivers and the rate of welfare receipt,  First, if factors like out-ofowediock binh rawes
sudenly fell m waiver swates at precisely the time that theilr waivers were approved, a nogative estimated relatonskip
betwess: waivers and the mate of welfars receipt would be misleading. Second, it is possible that the estimated effest of
vraivers on AFDIC receipt may be captuwriag Tie tendency for states with shrinking welfare rolls W be the ones most willing
to experiment wit the sort of waiver policies examined here,

5
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A Comparnson of Florida and Georgia
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The Timing of the Welfare Caseload Response

A number of other tests were conducted to explore more complicated relationships between
sconomic activity, walvers, and the welfare ¢aseload, particularly the possibility that impacts on the
rate of welfare receipt might not be contemporanepus with changes in unemployment or
implementation of waivers: -

+  Delayed responses. Changes in unemploviment may affect the welfare caseload only after a
delay. For instance, the onset of a recession may lead those low-income workers who loge
their jobs 1o spend some time tooking for a new one while drawing down their limited assets
before applying for welfare: When a recession ends, these typically Jess-skilied workers may
be the last ones hired,

* Advance responses. Waiver policies may have some effect on the welfare caseload sven
before the waiver is actually approved. This effect could ogcur if publicity regarding the new
.proposed policies led potential welfare recipients 1o seek work more intensively than they
might have otherwise or because they chose niot to apply for benefits, perhaps concerned that
they would be treated more harshly by welfare officials.
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RESULTS

The results of this avalysis indicate a strong relationship between the welfare caseload and
both economic activity and Federal welfare waivers,

s Changes in the welfare caseload do appear to respond to changes in the tzzxampimfmem rate
with 2 delay.

+ States that instituied 2 major, -statewide waiver did experience a éec!me In the we fare
caseload in advance of the actual waiver approval. '

+ Waivers that included strengthened JOBS sanctions were related to a decling i in the rate of |
welfare receipt that did not precede the waiver a;};}rov&

»  Overall, aver 40 percent of the dechne in welfare rccei;zz between 1993 and 1956 can be
atmbu'cd to economic growth, almost one-third was related 1o federal welfare waivers, and
the remainder was due 1o other, unidentified factors. :

These findings say nothing about the outcomes for those individuals who otherwise would
have collected benehits had waivers not been granted. Additional resedrch that can determine how
individuals fared under the altemative waiver provisions, rather than an aggregate analysis examining

the statewide cadeload; clearly is desirable to help address this issue.
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Reduction i‘n-Welfare' Recipiehis and Unemployment R‘ate‘
- 1993 to 1996 | |

Reduction in welfare recipients

{share of poputation}: R
_ : ' 1.8 percentage points or more
(g Over 25 percent U reduction in unemployment rate

{larger than.national average}
15 - 25 percent :

" [1 Less than 15 percent

W Major statewide waiver approved
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EXPLAINING THE DECLINE IN WELFARE RECEIPT, 1993.1996"
During the first 4 years of the Clinton Administration, from Jzimzary 1993 to Janyary of
1957, the number of individuals receiving welfare benefits fell by 20 percent, or 2.73 million
recipients - the 2arges.z decline in over S0 years.” Three potential factors that may have

contributed (o the dramatic decline in the welfare rells over the period are economic growih,

federal welfare waivers, and other policies affecting work-related incentives. First, the recession

of 1990-1991 may have hindered the efforis of welfare recipients who were seeking work; as the

- Jabor market subsequently became more robust, creating almost 12 million new jobs from January

1993 10 January 1997, these individuals may have found jobs more easily and left the welfare"

rolls. Second, over this period federal waivers granted w states (o experiment with inpovative

approaches (o ending welfare dependence may have also played 2 role. The Clinton Administra-

tion granted waivers to 43 states between 1993 and 1996 that included provisions which may -

'rcqu%m work and/or iraining, sanctions for those who do not comply with these reguirements, and
limits on the duration of benefit receipt, among other things. Third, other policies like the 1990
and 1993 @xpansic%ns of the Earned Income Tax {i‘rcéiz (EITC) and the recent rise in federal an§
state spending on child care made it easier @ cnterr the labor market and increased the rewards 10

work for individuals that might have otherwise chosen welfare.

We are grteful w the U5, Depenment of Health and Human Servicss, Office of the Assistant Secretary for

Planning aad Evaluaden for providing echnical assistance in prepaning (i repott, -
*The statistical apalysis presenied here uses data on the gverage mondhly share of the population Teceiving

welfare i 2 fiscal year. Between the 1993 and 1956 fisca) years (October 1, 1952 w0 September 30, 1990}, the average
mosthly sharg of the pogulation receiving welfare Bl from 5.4 percent 0 4.7 percant,
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It is particularly important to determine the causes of this decline in light of recently
enacted welfare reform legistation that completely overhauls the system of providing aid to the
poor. If economic growth was the major contributor o the dacline, then continued growth is

essential for further progress in moving people from welfare to work. On the other hand, if

federal polivies played a significant role, then continued efforts along these lines are likely.to tead

o additional reductiéns.

This paper will. examine the recent decline in receipt of welfare benefits and provide
estimates of the contributian\ made by ccmgm%c growth and one particular federal policy, welfare
waivers. State-leyel data from 1976-1996 are used in the analysis. The statfsticai methodology

ermployed controls for differences in the rate of welfare receipt across states that are roughly constant

over time, differences over time that are constant across states, and trends over time that may differ

between states. This approach allows us to isolate the effects of econm;nic: growih and waivers on
weilfare recaipt assuming t.i':az none of these other factors had changed. The results indicate that over
44 percent of the decline can be attnibuted to economic g:éwzh and {?z;zz almnst one«:third is related
to waivers, particularly those that saxzz:;{ian recipients who do ﬁat comply with work mquirémentsf
Other factors, which might include additional policy initiatives {like the EYTC), account -fm the
remainder. o

WELFARE RECEIPT AND THE BUSINESS CYCLE

Figure 1 displays the trend in the unemployment rate and the share of the population receiving

welfare benefits between 1976 and 1996, The expansion of the late 19705 is reflected in a deciining

share of the papulation receiving welfare over that perind. As the econoniy fell into a recession in
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1980-81, weifare rolls began to increase. However, the massive recession of 1981-82 acwally -

cotneided with a decline in ti‘ze, rate of wa!t’am recipiency. 'ﬂm exp}anzmn for lhzs paradox ig the

Omruhus Budget Reconcikiation Acz of 1981 {OBRA 1981) which redacad &FD{J x,lxgzbl ity at

exactly the time when one might have expected to see a large increase in AFDC receipt. The

-extended recovery of 1983-1989 apparemly had little effect on the welfare rolls, perkaps because

those who otherwise would have entered the welfare rolls were prevented from doing so in that
recession.

. ihe fe{:essién of 1990-91 had a dramézic impact on the rate of welfare receipt; the shars
of the 'poi}uiazion:réceiving welifare rose 23 percent between 1989 émci 1993 to its highest level
ever. Given r.h}é large increase during that recession, the decline in the rate of benefit receipt

between 1993 and 1996 might have reflected a teturn o work of welfare recipients who were

~unable to find jubs during bad times. But the 1990-91 recession was relatively mild; with a peak
unemployment rate of 7.8 percent in June 1992, much lower than the peak %aies in the 1974-75

and 198182 recessions. It seems émprabéb%e that 2 maderate recession would lead 1o such severe

swings in the rate of welfare receipt,

Mweover, gmgra;}hic variation in changes in the unemployment rate and the rate f;f '

slfare recipiency indicates that factors other than economic growth also cmtrz‘f}uzeé to the fali

in the rolis. Figure 2 dzspiz}s the chazzgc in the sharﬁ of the population receiving AFDC and the

cfzzn gein the unemployment rate in each state between 1993 and 1996, The corretation be:zweefi

z:harzges in unemployment and welfare r&r:eipt is not perfect* For instance, between fiscal years

1993 and 1996, the ynemployment rate in P&nnsyivania fell by more than th& national average of

1.6 percent, yet the decline in the share of the state’s population receiving welfare was smaller




-

than the average. Virginia, by contrast, experienced almost a 20 percent drop in welfare receipt

aver the periog even though it experienced a below average decling in its unemployment raie,

'OTHER FACTORS THAT AFFECT WELFARE RECELPT :
Faciors besides economic conditions Imigi“;t be related o the rase of welfare receipt and
;:ou!d explain recent trends. These factors ihcizziie federal waivers awarded 1o states (o introduce
new wé%fare policies, other changes in federal ?QHC)" that alter the _&néironm‘mz for low-income
?z:}use%zlaﬁds. and changes in demographic composition that may alter the share of the population

eligible for walfare,

WAIVERS ) ‘ B
The most recent policy change directly linked to wglfare receipt, and the fac;ls of much
of the remainder of this analysis, is the substantial increase in federal waivers grana;:é (o states
to implement new and innovai%vc welfare pGiiz;iés. The AFDC program wasl administered by
States, but was subject to federal requirements. Since 1962, the Secretary of Health and Human
Services had the abiviizy o waive some of these tlequircmcnts f{}z_ states proposing g’x;}erimen&ﬁ or
pilot grogrérz}matiz changes that furthered the goals of the AFDC system, The Reagan
Administration made sz:;mé use of this authority, g-ranzin g a himited number of wjaiva;s that cizhér

affected a very small share of 2 state’s caseload or were suparseded by national legisiative

changes.” The Bush Administration granted more waivers, affecting larger numbers of individuals

*Because of s, the asalysis that follows only examines e effect of waivers approved daring te Bush and
Clinton Adminisrations,

*



within 4 state, particularly in its last year or so, Since 1993, hc;wcvar, the Clinton Administration
has used waiver guthority exténsively allowing 43 states to experiment in some way with their
-welfare programs.

This analysis examines the effems.af implementing Six important waiver provisions in
most, if not all, of & state {major, state-wide waivers). Walvers that only a{{;}]ied o pilot sites,
suth as a few counties, are not examined here because the magnitude of any effect on the state’s
caseload will be too smail to detect.” Many siate waivers also include 2 moltinade of provisions
that affect few individuals and are unlikely to have 2 substantial impact on the overall rawe of

: welfare receipt in the state. Thus, we focus on the following six types of waivers: termination

and work-requirement time fimits, reduced JOBS (Job Opportunities 2nd Basic Skilis) exemptions,

- increased JOBS sanctions, family caps, and increased ¢arnings disregards. The data appendix \

describes each‘iype of waiver and identifies the dates that each statewide waiver was approved.
Figure 3 displays the number of major, statewide waivers in effect w fiscal 1993 and 1996.
By the end of the 1993 fiscal year, seven such waivers l;ati been approved; the most common‘ fc;rm
- was an irzcre;:;se in the earnings disregard, If this type of waiver has any effect on the welfare rolls
in the short-run, it would increase welfare recipiency because it increases the number of iew-ea}aings
workers eligible for benefits, -By ﬁséa} 1596, however, 35 states were gz:amed major, statewide
waivers.®  Sanctions imposed upon workers grh; did not %ive up to their work or job search

requiremsnts are the most common. Because these and most of the other types of major waivers

o

" “Resuls of preliminazy analysis indicated that pilot prograims hiad 0o discemible effect on the size of 4 state’s ,
weifare roils. n—
*Siner 1993, 43 states have received waivers, but some of them apphbied o a small share of the stace.
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would be predicted to reduce the likelihood of benefit receipt, their expansion over the 1993-19%6
period may have helped reduce the welfare rolls beyond that brought ’abo‘zsz by economic gromh.“
The map In Figure 2 also shows the states that have implemestied major, statewide walvers,
Some states that have experienced large drops in their welfare rolls without large drops in
uhémg?oymam, like Virginia, have also received waivers. In contrast, other states in which
nﬁezr%pioyfmenz has fallen considerably, but in which large drops in welfare rolis have not occurred,
like Pennsylvania, have st received any major statewide waiver, A systematic analysis ahat.

separately identifies the effects of walvers and economic conditions is reported below.

OTHER WORK-RELATED INCENTIVES -

Several other federal policies introduced over the past several vears also may have contributed
toy changes in the rate of welfare receipt. For instance, the EFTC" was significantly axpzinécd in 1990
and 1593, This tax credit, available to low-wage workers, inc;‘easeéfwm 14 percent in 1990 10
40 percent in 1996 and may have made work a better aliernative than welfare, leading to a decline
i the welfare rolls. "Since 1993, enhanced efforts to collect more child support raised the jncomes
of some mathers, and rz;zéy have reduced their ;e:iiam:e on welfare. Additional state and Federal
spending on day care may have also made it easier for single mothers to work:
| aﬁﬁaages in Medicaid eligibility over the 'past decade or so also r;ay have affected the sizé |

of the welfare rolls. Since 1986 the link betweeﬁ AFDC and Medicaid eligibility has been broken.

and over time the umber of poor children eligible for.Medicaid has risen dramatically, The fact

“Moffin (1998) has argued that the JOBS program {(and, by implication, an exiension of the JOBS program)
may provide incentives for some o participste In welfaze programs so that tey can receive the potental henefiss of
these policies and could lead o #n increase in the caseload.
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that some low-income individoals can now work without losing Medicaid benefits for their
children mi‘i}‘ reduce the rate of welfare receipt.” In f‘aét, Yelowitz {1996) finds that chanpges in
Medicaid eligibility ﬂzraagﬁ 1591 led 10 2 moderate reduction. Although eligibility has .contimza:d
© expand since then, the expm}si{}ns'hava been smaller than thase that 100k place in the Jate 1980s

and are unlikely to account for a substantial share of the reduction in welfare receipt.®

DEMOGRAPHIC CHANGE

The AFDC program was largaiy. targeted {0 sihgie mothers with children and thig
demographic group has grown over time. The share of familits headed by women rose fmrr; 310
percent 1 18 percent between 1970 and 1995, which fully explains the irz{:;'easé in child poverty
over the period. Cut-of-wedlock birth rates have also been on the rise. The refationship between
these faciors and AFDC eligibility suggests that the welfare rolis shz:;u]d have increased over time.
In fact, Gabe {1992) argues that the growsh in never-married femai,c’-headt:d families was largely
responsible for the increase :221 weifare camiaad‘s between | 937 and 1991, These factors azxua:%iy
suggest that we Sboxzidfla% expecied 1o see a continued ex;}ansién’ in the rate of welfare receipt;

the observed decline between 1993 and 1996 means that other offsetting factors were more

important in determining recent trends.

"t fs afso possitile that expanded Medicaid eligibitiny tay have increased AFDC participation. As more people
¢nme nto contact with the social weifare sysiem through Medicaid, they may find dat ey are 2ligible for AFDC
benefits as well, , Lo o

¥This analysis does conuol for some of the retent changes in Medicaid elipibility that have occured af the
national level even tough their effects cantot be separstely identified from ather factors that affect all stases in g given
YERT,



DATA AND DESCRIPTIVE STATISTICS

This analysis employs state-level data between the 1976 and 1996 fiscal years. Deseriptive

statigtics for 1993 and 1996 are reported in Table 1, separately for those states with and without
approved waivers.” Columns | and 2 indicate that the share of the population receiving AFDC in
“nonwaiver stales” fell 0.6 percentage points, from 5.3 to 4.7 percent. The fall in AFDC recipiency
was larger in ‘;waiver states™; the share fel] 0.8 pezr(:@nt‘a@ points, from 5.5 to 4.7 percent in these
states.!® The unempipymez‘zi rate in the two sets of states is virtually identical in. these years,
indicating that the larger fall in the welfare rolls in waiver states cannot be attributed to better

) <egonomic conditions.' Althaugh AFDC beﬁegizs are MOre genarous in nonwaiver states, real benefits

have declined at roughly the same rate in both sets of states over the time span.

Other factors besides unemployment and benefit generosity may be related to differences in

" the relative size of the welfare roils across states. In particular, the categorical nature of the AFDC

"AlAFDC recipients are counzd here, including @82 in two-parent families who receive AFDC-UP. Those
ip 7he laiter category are probably more responsive o business ¢ysie condiions because constraing facing singie-
parenis, lke finding affordable day care for thelr chiliron while they work, are smalier in two-parent families.
Therefore, ey are more able 1 work when jobs are available, Soif, AFDC-UP families represent a very small pan
of the wial AFDC caseload and including them in this anadysis should have minkmal effecis on the estimated parameters,

"®The difference in the average reduction scross waiver and nonwaiver states is ot statistically significant,
The power of dhis iest, however, is very weak ip that walver sues may have had a waiver in effect for a very smuli
part of this three year period. In addition, the normal variation 50ross swates in the share of the populaton eeeiving -
welfare swataps any variaton scress the groups of stales over tirne. The regression analysis reported below adiusts
for these problems ang results from model specificadons that mimic this simple “differenge-in-difforence” tost stadistic
" mndicate that the reducton in waiver states is sigoificantly furger than that in sonwalver states.

¥Tis analysis uses the unemployment vae in cach state and fiscal vear. Because state level unemployment

daia have only beer available since 1976, the 1976 fiseal year unemployment raee 1S measured just for the lagt three
quaness {January through Seprember) of tiat fiscal year, Other measures of ungmployment may. be more appropriae
for this analysis. For instance, 2 measure of ueemployment for younger women may hetter represent the iabor market ~
optorunies of poiendal welfare recipiens. This measure may be somewhat endogenous, bowever, because changes...
thay affect the labor supply of welfare recipienty will 0 some extent, also affect the unempioyment rate of younger

e womien, Therefore, one might want 1o use Se prigie-age male snempioyinent Tate besauss it does not suffer from s
sort of endogeneity. -Unformnaely, neither of these alternative measures is available on 8 state/year basis.
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program that mainly provided benefits to low-income unmarried mothers and their children suggests
that the | extent of poverty and the s%zareia}{ households headed by women. may also matter.
Unfortunately, obtaining réliabic estimates of these measures by state is hampered by smail samgple
_sizesn the miain source of Eaasehc}%d data, the Current Population Survey. Research concerned with
wrends across states in variables such as :bésé generally rely on Census data that are only available
every 10 years. |
The iower block of Table I presents poverty rates and the share of housebolds %‘;ea:dt:d by
women from the 1980 and 1990 Censuses by waiver status in 1996, Tliese statistics <an ,ﬁigh}ig"rzt
whether any long-term trends across states could influence a statistical analysts of welfare recei?az,
In both types of states, both measures have been increasing over time, but increases were targer in

nonwaiver states. Forinstanee, the share of femaieéi‘ze:adeci households increased by 2.0 and 2.5

percentage points in waiver states and nonwaiver states, respectively, If these differential trends

continued through the 1990s, then one would expect th{é welfare rolls to fall in waiver states relative
1o nonwaiver states because a smaller relative share of the population would be eategornteally eligible
“for benefits. These trends would bias an analysis of the effects of waivers on welfare receipt towards
the: finding that waivers matter, Controlg er these {rends were included in the statistical analysis 1o

help remove this form of bias {as discussed below),

METHODOLOGY
The statistical ap{;zrg}ac%z employed in this anal ysi§ is designed to estimate the effects of

econamic condittons and federal waiver policy on ‘the size.of the welfare rolls, holding other

factors that may affect the rate of welfare receipt constant. To that end, we estimated multivariate

9
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models of the natural log of the share of the population receiving welfare in a state/year.”

Specifically, we estimate OLS regression models of the following form: "
inszU3B1+Wg62*ln§3n63*ﬁfa+’?l <+€s& . (I}
in Rax = Un B! + W& gz + In 3:1 53 + ?s + T( + ifeﬁd*“f. + ex ’ (2}

where R represents the share of the population receiving AFDIC, U is the unemployment rate, W
is an indicator variable for welfare waiver s{a{zzs; B represents real maximum AFDC benefits in
1996 doiiars for a three-person family, s indexes states, ¢ indexes time, y, and v, represent state
“angd year fixed effects, and € represents a z*es‘iduhl, Y&%f fixed effects z;:a;;ture time-varying factors
that affect all SE;.ZQS ina gi;ve:zz year. Such factors might include changes in Welfare policy {like
OBRA 1581), other changes in policies targeted to low-income individuals (like the Eamed
Income Tax Credit), or changes in national attitudes regarding welfare receipt that may have b&ca.
linked to the welfare refc;rm debate.™ This approach incorporates the corzzr,'ibzzzian of factors like
t‘hese, although we cannot specifically identify the effects of each one on the rate of welfare

receipt. Similarly, state fixed effects control for time-invariant differences across states, such &s

“Another measure of welfare receipt that conld be used as the dependent variable for this analysis is e
number of families, or cases, receiving benefits. Patterns in the welfare caseload over drag may difer scross sares
as the number of child-only cases hag proliferawed a differendal rates. Al of the models reporied below have aiso been
estimated using the log of the welfase caseload as the dependent variable and mainly find similar resultls. The mais
difference i5 thar JOBX sanctons apparently have a larger effect on recipients than on cases. This is consistent with
the fact that many of these walvers only sanction the parent and wmainiain benefis for e chiidren so that the case
semains open even though the number of recipienss feil. :

“These 1o gressions are weighted by she soate papulaut}zz in zach vear to yield parameter estimates that are
represuntative of the cotire country.

HBrevious studies of the welare caseload that use national tme series data (CBO, 1943} have difficuly

controlling for-thiy type of patera in the dats, The results presented in Mofﬁrt (1287} imply that it is mponant (o
controd for sach “swuctural shifis.”
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differences in industrial composition that may affect less-skilied workers or azzi‘mdas towards
welfare rec‘ipieﬁ(sj |

As shown earlier, it is also possible that changes may be occurring over time in otherwise
unmeasured factors that differ across states, pafticuiaﬂy demographic chmc;eristics like the share
of female-headed households, i}rzfc}rtﬁnately, . pubiished <data ¢n detailed demographic
characieristics such as these are zzﬁavajlablé at the state level each year. Such differences could
be fully accounted for by including thé interaction of st:%ie and year ﬁxeﬁ:eff‘ects, but 2 modeal
including these interactions ig under-identified, As an alternative, we include a state-specific time
trend. If the rate of increase in, say, female-headed households in a state is constant, this _
appmgab will control for these chaagés and provi{ie an unbiased estimate of the effects of waivers
and economic conditions on the welfare rolls.” The effects of such changes, however, cannot 2.33
separately identified. |

Figure 4 presents a z:orf;paris:m of Florida and Georgia that is intended to provide some
inmii;iézz for the statistical methodology ;r;d the manx;ez in which the effects of economic activity
are estimated separately fron; other pﬁzentia.l‘ confounding factors. It should not be considered a
rigorous test. The figure piéts the d:iffere:zca between the two states in unemployment z"’zzjzels

between 1984 and 1996 and in the share of the population receiving AFDC over the same period.

Taking the difference between the two states in each year controls for any differences that affect

I differences across states over time are nonlinear they will not be captured by these trends und, if these
differences are correlated with waiver awards, the sstimated effect of waivers on the rate of welfare receipt will be binsed.
Although few candidates fur such changes are mz%ziy appmnt oz;g: passzbuxtv may be e growth in income aqualicy
gince the lae 1570y, documented ta e Econg 1 ¢ Presigen {2997) Blank and-Cazd (1993) show thag
ihe rate of growdh in inequality bas not bees constant ami has vmd aETOSS regzo{zs of the county; if these differences
ocouyr across swies and are correlawed with waiver policies they may inroduce a bias in the results reported berg. Future
research should investigate this possibility in more desail.
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“both states simultaneously. - Bt;,cause neither state received a waiver unti! late in the 1996 fiscal
year, the difference in trends through virta&ify all of this tim;: pertod are unafiected by differences
1n waiver provisions or their effectiveness. |

:I’hrcsaghaat most of the expansion of the middle to Jate 1980s, uéﬁmpf{}yment in Georgia
had been somewhat higher than in Flonida, Over this pertod, a siéady difference in the rate of
AFDC recipiency is also apparent. This difference t;my be attributed to differences in the two
states” welfare systems that do nc:i change over time, at{itucies tcwg‘rcis weifare receipt and the like
that are controlled for in the analysis conducted here. Wh;en the ‘199{}»‘92 recesston hit,
unemployment in Florida rose considerably relativé to that in Gebrg%a, and the differgnce has been
slow to recede, S'{zbscquerzziy, AFDC receipt shiows an increase in Florida relative to Georgia.
Itis important to note that 3 delay in this response is a;;parent,as Florida's 'f%FIBC caselpad did not
begin o ns,e reiative 1 ‘Gécrgia’s until 1591 or 1992, This timing of the response in the rate of
AFDIC receipt to chapges in uremployment {and waivers) will be examined more ca.refuli}; in the

empirical analysis below,

RESULTS
Table 2 presents estimates from diff&erit statistical specifications based on the regrf:ssisn
éﬂdeis represented by e:quati{}zzs {1} gnd' (2. In columa i, the model does not include state-
slpf:“c:iﬁc finear time trends and. pwviﬁcé a haseline set of estimates to identify the affecAz of
incl;.iding these trends. In this mode!, the unemployment rate ts shown to ha;vc a substantial effect
on the rate of welfare receipt; a cne percentage point increase in the unemployment rate increases

g
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the rate of welfare receipt b}s; almost 5 percent.® States that were granted any ma}ér, statewide
waiver had aimost a>2{} percent fall in the share of the pdpzzlation receiving welfare, based on
estimates in this model. Finally, benefit generosity is shown 1o be significantly positively related
o AFDC receipt; the share of the population receiving benefits incrcésa's by 3.2 percent for every
10 percent increase in maximum monthly benefit payments.

Column 2 presents estimates of the same specification except that state-specific linear

trends are included, Omitting these trends will introduce bias if they are correlated with the rate

of welfare recipiency and any of the other explanatory variables. Estimates presented here

indicate that these conditions are present. As illustrated in Table 1, trends in factors like fermale-

headed households and poverty rates a;mss states are correlated with waiver status, and ignoring
these trends biases the estimated effect of waivers upwards. ’I’?‘za'estimgzed effect of introducing
‘a major, 'szatewiég@aiver falls from 9.4 percent in column 1 o 5.8 percent in column 2. The
estimated rcspo:‘?siveness of welfare receipt 1o unemployment is also smailer i‘n’tizis specification.

One smpmmg finding 1n i%zzs Speczf'zcanazz is that more generous benefits are esz;mated W
- reduce thc welfare rolls, althngh this effect is z:wt significantly different from zers.” This
finding is counterintuitive and is the result of the statistical procedure that has absorbed a

significant share of the variability in the data. In a2 model with state and vear. fixed effects and

state-specific lingar trends, the only type of variation that can provide statistical identification are

*Additonal messures of cyclical activity begides the uneroployment rate méy have  significant effect on
welfare receipt, Freliminary egtimaies using the raie of employment growth within saies over dme, h{}%?er added
no additional explanaiory power in models that also included lags of the unemployment rats, -

Pt s possible that this result is driven by & sort of pel;cy endogeneity where sharp ohanges
gats in benefit levels occur in response to swelling welfare eolls, providing & pegative relationship between these varibles,
~-Benefit itz in Califorrda i the sarly 1990s that cconered us mtaads were rising in that stats tay be an example of this
endegeneity.
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ﬂ}OSﬁ‘Z&SUlﬁng from sharp changes within 2 siate ovér time in the respective variables. Changes
* like this are exactly wh;i: are observed in vanables like unamp’ic}’mer;lt lam:l, pmiéuia&y, in
indicator variables like those representing waiver status. AFDC benefits generally exhibit hittle
of this sort of behé.véor; typically benefit increases are smail and benefit cuts [argely occur as
inflation slowly erodes the pﬁfchgsiag ‘power 'of the benefit. Therefore, with little vaﬁa£§an feft
'to identify the effe;:t__éf changes m AFDC benefits, the estimated effect b&cazﬁesiiass robust. This

“becomies clear in the subsequent model specifications reported in this table where an increase in

AFDC benefits 13 estimated to inc‘{gase welfare receipt, although some of these effects are only-

merginally statistically significant. In essence, these results indicate that the methodology
employed here is not a particularly powerful one to delermine zi;zg effects of the generosity of
AFDC benefits on the Jevel of welfare receipt,

Estimates in column 3 are cbtained from a model that includes a cme;year lagged measure
of the unemployment rate within a state, pmvidi%zg a more flexibie speciﬁt:aitiozz of the timing of
e response -in_weifare receipt to economic conditions. ’Laggﬁé unemnploymeant may I%};e related
o welfare receipt if, for instance, the onset of a recession leads those [ow-income workers who
£{33& their jobs 1o spend some time lmkiﬁg for a new orzt;: while drawing down their limited assets
‘i}eﬁ?m applying for welfare. Asa recession ends, these typicajig less-skilled workers may b\e the
last 0{15; bircd,‘ Evidence appears bto support this intuition, as lagged wnemployment ig strongly
related 1o the share of the population recelving welfare. To izzzé.rprez these findings, consider 2
1 perceniage point incz*easg: n the unemployment rate that lasts for i‘we‘yws, In the second year,
the share of the population receiving welfare will be 4 percent larger (because the coefficients on

14
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the two ummp‘if}}f.mant mieasures are summed). States awarded a major statewide yvaiver are
estimated {0 experience 3 3.2 percentudecliﬁe in welfare recipiency in this model,

So far, waivers have been aggregated into a simple indicator variable that measures
whether any waiver had been approved, Col»uﬁm 4 presents estimates of the effects of eézch of the
siX major types of waivers studied in this a.na%ysi; on the rate of welfare receipt. In this model,

the only type of waiver that significantly affects the exient of welfare receipt is JOBS sanctions.

© This type of waiver is estimated fo reduce the share of the population receiving welfare benefits

by almost 10 percent.” Disaggregation of the waiver categories did not substantially change the
estimated impact of an increase in unemployment. =
Ore poential shortcoming of the model presenied in column 4 is that many walvers include

several of the different types all at once, limiting the ability of the statistical analysis to separately

identify their effects. Column 5 presents estimates of & more parsimonious model that includes

whether the state received any major statewide waiver and whether that waiver included JOBS
sanctions. In this specification as well, no other type of wa’zvér is_she::‘wn to have a significant
effect on welfare rcceipﬁ besides JOBS sanctions. Again, the resporzsivaz;ess of the welfare rolis
0 the basinesé cycle is relatively unaffected by the changes in Waivef specification, The analysis

reported so far has restricted the effect of waivers (o be observed no sooner than the time the waiver

was approved. This restriction does not allow for the possibility that the waiver application process,

the publicity surrounding i, and poteatial changes in case workers' behavior and attitudes may

E

HThis finding is consistent with Paverd and Duke (1995).

“TemminatSH fime bt waivers are also estimatest 10 reduce the rae of welfare receipe, bus the estimated effect
15 anly statistically significant at the 10 percent level,

. 13-

b e by

e,



provide a signal 1o putential recipients that the environment in which the weifare system operates is

aboul to change. Tt may lead some individuals contemplating applying for benefits to find other
scurces of incorme support, whether from wark or elsewhere. "fh%s pbssihiiity ig considered i column

'6, where é‘se presence of any statewide walver and these including a sanction provisi::z:z are included
’irz the model at the time the waiver was approved and, m separate variables, a yeé.r before the waix_zlér

was approved {a “lead”). -

Estimates of models izzcluf;iing leads of the waiver me%sazz‘esﬁre rep;;rtéd in Column & of Table
2. The “threat effect” of appl_yin g for'a waiver does appear 1o reduce the number of inéivﬁiéuals who
receive benefits the vear before the waiver s afpmvczi; the share _of the population ‘raceiving‘ welfare
is estimated to fall by 6.3 peréent in that year. In tiw following year no additional reduction is
chserved. {}z% the other hand, the effect of walvers that include JOBS sanctions is not observed until
the year such a warver is agprbvﬁ& -

One alternative to a causal \imcrpretation of these findings is that those states which
-implemented walvers were among the ones that experieﬁceé the most dramatic ﬁ:ﬁmp in their
welfare rolls tn'the late 1980s and early 1890s. This trf*..rz{i may have ‘irzsg}ire(\:! the waiver Irec;uest
and meaz; reversior% \may be responsible for the subsa:;;icnt decline in the rate of welfare receipt
relative to other szaées, Tests Qf‘ z?z'is hypﬁ:{hasis, however, indicate that walver states dié not
experience a larger-than-average increase in their welfare rolls between 1989 and 1993, In fact,
little relationship across states is a{s*p&rem between the 1989-1993 increase and the 1993-96
decline. )

The results reported 1n Table 2 {:21;1 be used to estimate the share of the rgéuczion in welfarg

receipt between 1993 and 19956 that can be atiributed to economic growth and federal welfare

waivers granted 1o states. The product of the estimated parameters for, say, unemployment and its

16



lag and the respective changes in unemployment in each state ‘h*etweﬁn 1993 and 1596 provides an
estimate of the predicted change in Wﬁifaft? racip%cncy‘ over the pericd basegld' solely on changes in
unempioyment. The ratio of the predicted change to the actual change indicates the share of the
reduction atiributed to ur;employmem‘. An analogous exercise can be conducted to estimate the
extent to which waivers contributed to the decline in the welfare rolls. Other unidentified factors
would be réspons%bie for the difference remzzini'ng after accounting for these two effects 2

Table 5 presents the results of this exercise for several of the statistical specifications reported

in Table 2. The results indicate that the decline in unemployment that continued through the

eCconomic expansion contrivuted about 44 percent towards the decline in welfare recipiency in madels

221

that included both contemporanecus and lagged unemployment, Waivers accounted for roughly

15 1o 20 percent of the dechine n models that ignore the potemial effects of an impending waiver

grant. Once these effects are included (Column 6 of Table 23, eszzma‘ms indicate that waivers can

axpfainﬁl percent of the decline m the share of the population rewi ving welfsre. iz} this model, othez
unidentified factors exi}%zin an additional 25 percent.

A.similér exercise could be conducted for the £939~i993 period that sat;v a tremendous
increase in the rate of welfare receipt. As discussed earlier, the magnitude of the increase is
semewhat surprising given the relatively mild recession in the period. ’fhe: estimates %}ravided here

reinforce the mystery; changes in unemployment can only explain about 30 percent of the rise in

B

. *Simply subtracting the sum of the rwo sffects from (00 only indicates the conribution of other factors if no
ingeracton between changes in usemployment and waiver policy on welfare receipt ocours. It may be the case, for
exawnple, tat waiver policies are more effective In sates with low unemployment rates. Models that incorperated this
possibility were 2l estimated bt the zesolis indicated fat the interactios betwesn uzzempwymem and waivers was
pot yatsdeally significantly different from zero at copvengonal sigmificance fewels,

“Based on estimates from a model of the duration of welfare spells and permanent changes in labor market
conditons, Hoyues (1996} esamates that 2 fypical economic expansion would resalt it 3a 8 10/t percent reghyction
in the welfare coseload. This estimate is somewhat higher than the findings presented bere and the difference is
comsistent with the fact hat the current expansion is sogoing and, thecefore, does nof represent a permanent change
in lahor market conditions, '

17

PR

T

Sm N b ek punds v o ek o o

PRy A—



welfare rolls. Walvers were relatively new by 1993 and are found to have very lintle impact on the
share of the population receiving welfare; in fact, they are expectad 10 lead to a-small decline. That
leaves roughly 70 percent of the rise unexplained by this statistical analysis. Other forces that are

more difficult to quantify must bave been changing over this period, contrbuting to the increase.

DISCUSSION

The findings presented in this paper inéic&ie that a robust economy and %’eﬁera! waivers
glioﬁng states 1o experiment with new welfare policies have each made large contributions towards
rechucing the rate of welfare receipt. Th;z estimates provided here sugpest that over 40 percent of the
decline in welfare receipt berween 1993 and 1996 may t;e a;izz%.bgz;ed to the falling unemployment rate
and almost one-third ca;n be attributed to the waivers. Other factors that are not identified in this
analysis are responsible for the remainder. -

The methodology empk}y%(f in this anai}lsiﬁ poses' two problems in interpreting these resuits..
First, it s passihie that the estimated effect of waivers on AFDC z‘ecei;:;z may be capturing the
tendency for states with shrinking welfare rolls to be the ones most willing to experiment with waiver
policies. Another shortcoming of this research is that it cannot determine the outcomes for those
individuals who otherwise would have Collected benefits ha_id waivers not been granted, Additional '

research that can determine how individuals fare under the alternative waiver provisions, rather than

-

an aggregate analysis examining the share of the population receiving welfare, is clearly desirabie to

help address this issue,

“One might expect states with difficuldes in bolding dows their welfare rols 1o experiment with approaches
ta achievs that end. This sort of palicy ¢ndegensity would bias the results towards finding a positive relationship
berween waivers and the rate of weifase receipt.
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DATA APPENDIX, DEFINING AND CODING WELFARE WAIVERS

Muost waivers awarded to states include a multitude of provisions t%‘:a:t vary in the degree of |
their %zng}%icrztilc ns. Some affect the entire caseload while others affect a very small segment, like those
that were introduced m pilot sites, such as a few counties. Some contain generally standard
provisions while others are more complicated and require some judgement in ;:azegorizing them. In
this paper, six major types of waivers that were implemented in most, if not all, of the state are
considered. This appendix will provide some background regarding each of these different types of

waivers, and how they have been coded for this analysis,

Termination and Work-Requirement Time Limits. Under AFDC, f’amiiieg were gntit]eé to
receive benefits a3 tang as they met the eligibility requirements; states could only 2;21 pose a time Hmit
- on the émﬁtion of bienefit receipt if they were granted a waiver. Several states received such a waiver
to izﬁy%ement to two main types of time limits. Termination time fimits result in the foss of benefits
' for the entire ff"amily or just for the adult members, depending cr&‘ the individual state’s plan. While
most states set a limit of 24 months or 5o for all recipients, other states had variable time hmits, For
example; lowa’s plan called for recipients to déve%op a self-sufficiency plan that included individustiy-
éased timg limits, and Texas limited benefits ta ‘12, 24, or 36 months éependiﬁg on the reci;}éent’s
education and w&k experience. {llinois provides an example of a state z%zgt cbntai;wé zixia type of
;xamr provision but that is not coded as such here because it applied to a small fraction of the

recipients {those with no children under age 13). -
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Work-requirement time limit waivers continue to provide benefits to adult recipients who
reach the time limit as long as they comply with mandatory work réc;airem&mtsx For example,
Massachusetts mquiz‘eé recipients unemployed after 60 days of AFDC receipt to do community
service and job search t0 earn a cash “subsidy.” California rgquires individuals who received AFDC
| for Z2 of the previous 24 months o participate in 2 ;::Qmmpniiy service program f;':,r 100 heurs per

month,‘ New' Hampshire alternates 26 weeks eézah of job search and work-related activities for
reciplents. West Virginia’s plan only requires participation "’m its Wofk eﬁperience pmgmm;}y one
parent in two-parent AFDC-UP cases, which are 3 small share of the total cassload, so it is not coded
. &s a work-requirement time Hmit, )

Some time Hmit waivers contain mof& complicated provisions that make them ditficult to
code. For instance, Delaware rcz;{:ircs “efzployablé” adults to participate in a pay-for-performance
work experien;:e grdérém after réceiving b;&neﬁzs for 24 months; aﬁe:r 24 mtmthsv of program

participation, the f;amiiy completely Ioses cash benefits. Time limits with provisions such as this have

been coded as containing both termination and work requirement provisions. Washington’s plan is

a grani-reduction time limit, subtracting 10 percent of the benefit for those who have received benefits

for 48 of 60 morths, then 10 percent for every 12 months thereafter. Because the time frame before

a significan? reduction in benefits could occur is so long, no time limit is coded for Washington.

Family Caps. . Under AFDC, a family’s benefit level depended upon its size, soifa recipienz had a

baby the grant amount rose. Family cap waivers ellowed states to eliminate or reduce the increase
in benefits when an additional child was born. A few states, like South C&roiina, provide vouchers

for goods and services worth up to the amount of the denied benefit increase.” Others allow chiid
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support collected for the additional child to be excluded from AFDC income caleulation. All family
cap waivers except New éarsey"s exempt children concetved as a result of rape or incest fram the
family ca;;:, Several states, such as Wisconsin, Massachusetts and Ilinais, specify that a child bors
or conceived after 2 family no Jonger receives AFDC can be d'z‘:rziez.i benefits if the family returns to

AFDC. -

JOBS Exemptions. The Job Opportunities and Basic Skills Training Program (JOBS), part ¢f the
1988 Family Support Act, provides education, training and work experience activities to AFDC
recipients who did not fall mto one of the exernption categorniés. " The exemption categories were
rather large, however. For instance, parents with children under age 3 were ¢xempt and those with -
c}éiidza;z under age & could only be z_'elquired to paﬁicipatc if the state guaranteed child care. Some
states requf::%ed A walver $o narrow the examgiiou criteria. The most cemazﬁy requesteé.w&yer‘
required parents with youz;g children (sometimes as young as 12 Qeeks) to participate in JOBS.
Gther waivers allowed !;ean parents attending school and peopig ‘working 30 hours a week to be

Considered as JOBS participants, Hawail had a JOBS waiver approved for a pilot site in Qahu, where k

a large share of the state's population lives, so it was coded as statewide,

JOBS Sanctions. Some states found that the sanctions for n_cé»cam;}liance with JOBS were not

strong enough to motivate unwilling participants; they requesté{f and were granted waivers to impose -

*

harsher sanctions. Twenty-two of the states were allowed to impase full-family sanctions {such as

suspension of the entire family’s AFDC grant) after a continued period of noti-compliance. Other

states requested tougher sanctions imposed upon the recipient only, leaving the childven on the
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weliare rolls regardless of the parent’s behavior.  An informal survey of state welfare agencies
conducted by the Council of Economic Advisers indicates that the use of :s:anciiens has varied
considerably across sta£es. Some states have been very aggressive, sanctioning large numbers of
recipients while others have s%mtian&d few, if any, Fo:: example, over the 1996 ﬁséal year Missouri
reported sanctioning an average of 3,100 &eegie: per month, including sazzczic‘:ors;:: c;f’ different severity
levels, Massachusetts terminated benefits for 1,200 families in 1996 for fai]u;e to comply with

training/work requirements. On the other hand, Georgia sanctioned few recipients in 1996,

Earnings Iﬁisregur{i. Without 2 waiver, individuals are allowed to keep 330 plus one-third of all
additional earfiings for the first three months of benefit receipt (the “standard AFDC disregard™,
After that almost every dollar of earnings results in a dollar reduction-in benefits. Some‘ states
received statewide waivers to improve the ecanomic incentives for recipients to work by %%wreasing
earned income {:.i_isnr’s:g;iz“{;&}° The changes ranged from removing the time limit on the standard AFDC

disregard 1o disregarding all eamed income up 1o the poverfy line,
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Approval Dates of Major Statewide Welfare Waivers in the Bosh and Clinton Administrations

Smcii{m‘ ‘n

Sgate Any Major $erm, work req. famiiy oap JOES Earmings Disregard
Statewide Waiver time Homt time Hmbt
SR27%9% 502195 5123195 B2195
415/ ‘ 475794
10729503 G911 1195 RI19/48 941 11?5 8719196 10/29/92
Bragfod, 127184893 12718795 12718495 RIZOH4 12138 RIZa#4 872994
SRS SBM5 SRS 518/95 378195 S/R195 S18/95
2 - :
Yhuide 826156 BG4 616896 [I
Georpis Ilf‘lf%,{ir“?*if%v N - 11737498 - " &n4m4 173723
Hawaiy 524734 BII6/96 BI16/96 Gf24/54 B/i689G
1daho 8/19/96 8115596 $/19/96
Hlinois 11/23/93, *.?3'30195.“6?26!9& S3095 |95 1723893 SIIHM6
tndiang 1271594 816/96 12115194 1 2415794 12715794 gn6ms |
Tows RA3MY 441096 . ®A3/23 RI3AT 41756 8413593 871393 u
K&jnsas “
Kentueky o
Lastistapa E :
Maine &/11/96 H/E0%4
Marvland 8714595, 8116/96 8714795 8716196 BILGY6 8/16/96
Masgachssetls \ RIS RS R4793 B/4795 874795 8441598 "
gﬁ«‘liuh%gau B/1/92 1046/94 814592 10#454 8/1/92 10/6/54 “
Minnesols : - “
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State - Any Majdr term, work req. fassily cop 55}85 Eamings Disregard Sanctions
Siatewide Waiver time Hmit e timit :

i Mississinni 971795 9195 - __
hisssour 47184595 4/18/95 418795
Montana 471895 4418495 4718193 ARG
Nebraska AR 227495 22795 3137653 252185 TGS
Mevada )

New Hampshire 6/18/98 5/18/96 B89 - 6118196 6418796
New Jersey 1892 152 7192 T1/92 741492
Mew Mexico g
MNew Yok

Morth Carolina 245498 A6 2456 245006 25796
North Dakots '

Ohio | 3713496 3413196 31396 3/13096
 Oklahama ’ '
| Oregon 15192, 32896 AZRIG FI1592, WRR96 172856
 Permseivanis

Rhode Island '

I South Crrolina 51356 SRK56 $13556 §/3556 543196

|| South Dakota 311494 ' 314194 : VI4/94
Tennessee 7125096 705196 25/96 728096 15156 7425196
Texas 3122496 34272/96 - F22/96 ’ 3122796
Utah V52 107592 1045192 10650692
Verment 4712493 4712193 4712/93 412 411203

 Virginia 195 4 195 7/1/95 701095 TS 741495
Washington 9129495 9129/95

| West Virginia IS ' 331095

| Wisconsin 6124194, 14795 6l24194 8114793 8114m5 E

£, : " . -
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Table 1: State Characteristics Over Tims, by Welfare Waiver Status

‘ States without Major States with Major Statewide
Statewide Waiver ’ Waiver
Short-Term Changes, 1993-19%6
(1) (2 (3) (4}
Characteristic 1993 1996 1993 1956 -
% of population receiving 5.3 4.7 5.5 - 47
AFDC ’
unemployment rate 7.1 55 7.1 54
max AFDC benefit (3 person 453 421 420 386
family, 1996 dollars)
- Long-Term Changes, 1980-1850
1980 1990 - 1980 1990
Poverty Rate 13.1 14.0 12.3 12.9
| % of Families Headed 14.5 17.0 13.7 157
ﬁ)f Women
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Table 2: Effect of Economic Activity and Federal Welfare Waivers
on Rate of AFDC Recipigncy
(ccefﬁmems multiplied by 100, standard errors in parentheses}

'VARIABLE () @) )] (4) - (5) (6)
log of maximum 3223 | -5® 7.93 11.03 9.99 8.6
AFDC benefit (5.10) | (4.80) | (4.80) | (4.88) | (4.82) (4.83)
unemployment rate 4.73 3.10 090 | 086 -0.91 -0.77

©35) | (0.26) | (043) | (043) | (042) | (0.42)
Jagged 497 4.86 4.94 4,79
unemployment rate - (0.42} (0.42} {0.41) {0.41)
any statewids -9.40 -5.78 ~5.17 -1.64 226
walfare waiver (2.28)  (1.99) {1.74) (2.85) {2.38)
JOBS sanctions 969 | 835 | -696
(3.00) | {259 | (3.1D)
JOBS exemptions 2.564
3.09
termination 6,37
time lmits (3.74)
work reguiremernt 2.86
fime lmits {2.83}
family cap’ (.45
- (2.76)
earmings disregard L0 B
{2.16}
lead of any -6.28
statewide waiver {221)
tead of JOBS - ~1.50
sanction waiver (2.60)
state fixed effects X X x X X X
year fixed effects X X X X Cox X
state-specific trends X X b9 X %

natural {ogs.

Note: The dependent vanable is the share of the population receiving welfare, measured in




© Table 3; Percentage of Change in Welfare Recipieﬁ;:s

Attributable to Different Factors
{Standard Errors m Parentheses)

" Based on Results in Table 2, Column:
2 ) (5) - {6
15993.1996 -
change in unemployment | 313 447 444 aa.1
' 2.7 (3.2 (3.2) (3.2)
welfare waiver approval 149 133 218 309
: G0 | @5 L (62 0.5
other - 538 42.0 .. 338 25.G
1589.93
change in unemployment 239 o308 30.5 - 304
2.0) an 2.7) (2.7)
other 7%1 1 882 695 69.6
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| ~ Figure 2
Reduction in Welfare Recipients and Unemployment Rate.
1993 t0 1996 '
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Figure 3
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- THE ECONOMICS OF CHILD CARE

A Report by the Council of Economic Advisers
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EXECUTIVE SUMMARY

Large increases over the last twenty years in the numbers of emploved mothers
young children has more than doubled the number of young children in non-pare.
by 1995 there were almost 10 million children under § with employed mothers ir
parental care. This trend is likely to continue as welfare reform moves many mot
young children off welfare and into the workplace.

Meany families with young children and employed mothers rely on informal, low
cost care supphed by relatves. But over half of these families purchase child can
those without access to subsidized care, child care costs can be a sizable finapcia
This burden is particularly heavy for poor families: Poor families who pay for ch
for their young children spend an average of 18 percent of their income on Chliii

compared to 7 ;;ezz:em for non-poor families.

There is also reason to be concemed about the quality of care: Recent surveys of

care centers and family day care homes found that the majority of child care was

high encugh standard to have s positive impact on child development, and a dist-
fraction was of a level that could threaten the ¢hild’s health and safety. Quality p

are particularly serious for infants and toddlers and for children from law-mcoms

families. x

Potential economic arguments for intervention in the child care market include e
benefits, information problems and redistribution. This paper reviews these argw
and the related evidence.

Subsidizing work-related child care expenses raises the effective retumn @ workis
thereby increasing the incentive to work. Evidence suggests that child care subsi:
increase both the employment of mothers and the use of paid care among workis
mothers. Based on the estimates from the empirical literature, it appears that 2 2(
decrease in the cost of care for working mothers with young children who are be
percent of poverty is associated with an increase of 122,060 to 490,000 more mo
warking and 124,000 te 318,000 more young children in paid care. Regulations
increase the quality of care but may also increase provider casts and the price pa
thus driving some providers out of the market and inducing some gazems to swit
wrregulated care. .

Remaining gaps in knowledge prevent comprehensive analysis of policy options’
are virtually no studies that examine the responses of the low-income population
care policy; most of the evidence reviewed in this report is based on studies of 2
general population, Since the responses of the low-income population are likely
from thase of the populatian as a whole, our ability 1o estimate the responses of
income population to child care policy is necessarily imited, In addition, there a

i



areas in which additional information is needed to evaluate policy options. First, while
there is a large body of evidence on the relationship between child care quality and child
development, policy design would benefit from more specific information about the
nature of the link between attributes of care and child sutcomes; one unresolved question,
for example, is how different attributes of care interact with each other in affécting child
outcomes. Second, we lack information about the effect of regulations on the price of care
and on parental use of regulated care. Finally, we have only limited — and incomplete —
evidence of the effect of child care subsidies on the quality of care purchased; although
the existing evidence suggests that parents do not respond to ¢hild care subsidies by
purc‘aasing higher quality care, there have been only a few studies on this topic, Finally,
there is virtually no information about the quahity and supply of unregulated care. These
areas should receive mgh priority in future research.

il



OVERVIEW OF CHILD CARE

Between 1977 and 1993, the number of children under 5 with employed mothers in non-parental
care more than doubled! (see graph). By 1995, there were almost 10 million children under 6
wath cm;zieyz,ci mothers in non-parental care.” This surge is atributable to a combination of
-increases in both the number of young children in cizza} ~earner families and the numbe-' ir one~
parent familiss with an employed parent?

Nurnber af Children with Employed Mathars in Ron-parental Care Molées of care
8

Non-parental care can take many
7 different forms. A distinction
: should be drawn between unpaid

care and paid care. Care provided
by relatives is usually unpaid - in

. 1993, only 17 percent of care
provided by a relative involved

- payment -- while 80 percent of care

‘ . provided by centers or family day
care homes involved payments.*
Qver time employed mothers have: *
shifted their care arrangsments from
parents or relatives to modes of
child care more likely to involve

direct payments.” In 1993, about 56 percent {}1 families with an employed mother and a child

under 5 used paid care.® Some families use multiple modes of care for a given child; for example,

in 1995, 9 percent of parents used multiple child care arrangements.” Multiple arrangements are

Millions of children

! H i : N ] i . H H 3

3 r
. 4977 1979 1981 1883 1985 1587 1889 1581 1883

'Casper (1996).

UL S Department of Education (1995) Numbers refer to children not yet in kmdergaﬁm -
In adém{m there were approximately 3 4 mzilwn children zzzlder & with non-employed mothers in
non-parental care,

*Hermandez {1993}
*Casper (1995).
‘Hofferth (1956).
SCasper {1995),
Hofferth (1996)



. patticuiarly cormon for Jow-income smgie mothers: 45 percent of fow-income preschoolers i in

farilies headed by an ernployed single mother were in more than one care anangemems ona
regular basis.®

Pzid care comes in several varieties. The most common are child care centers, family day care
homes (in which a non-relative cares for one or more unrelated children in the provider’s home), .
and in-home, non~relative sitters, There has been a shift over ime toward more use of center care
and less use of family day care. In 1988, 26 percemt of young children with an emploved mother
had their primary care arrangement in center care and 24 percentin g family day care home; by
1993, zftzase murabers had changed to 30 percent and 17 percent respectively ? (see graph). Use of
center-basad care tends to increase.
Parcent of Cmid‘mn of Enplayed Mothers in Oiffemr‘ Types of Care, 1993 with the age of the ciuld and with

 NonRelatve ip . the income of the family. '
Chind's Moms
% Centars it
‘ 28.9%

Fandy Day Care The cost of gare
14,8% - '
The price of paid care represents a
1% substantial financial burden to
i parents who lack subsidized care,
t and a proportionally much larger
burden for lower-income families.

© Non-parental A ek In 1993, among families with
Relative Care . -

3% 2 employed mothers and young
e s sy s children who paid for care, those
eaming less than §14,400 per year
spent an average of 25 percent of their income on f:fnld care compared to under 6 percent for
_families with annual incomes over $54,000, This financial burden varies with the mode of care;
the average weekly cost of care in 19973 was $57 for family day care, $65 for organized child care
{center or preschool/nursery), and $83 for an in-home sitter.!

The quatlity of care

In addition to concem about the financial burden of care, there is concemn about the quality of

*Phillips (1993),
*Casper (1996).
PHofferth (1996).
Heasper (1995}



- care, If children are placed-in child care settings that are unsafe or unsanitary, they can be in
grave danger of harm. Care that endangers children’s health and safety imposes costs on the
children, thelr parents and society as large. Among these costs are the financial costs of
children's illness and hospitalization, and resultant parental absences from work.”? In addition to
making sure that children are not harmed in their care environment, there is a concern over
whether the care promotes and enhances the child’s development.

- ‘Quality” is & melti-dimensional concept. It is not easy to give a uni-demensional ‘quality rating’
to a child care setting when a wide variety of factors interact to determine the quality of care
received. Additionally, a dearth of information about unregulated child care providers
compounds the problem of accurately assessing the ‘quality” of care that children are receiving,
However, two recent studies of regulated providers -- one of child care centers and one of family
day care homes -- produced some disturbing evidence of the quality of child care. The study of
centers found that 86 percent of the centers surveyed provided mediocre or poor-quality care -
when judged from the perspective of child development — and 12 percent were of such poor
quality that the children’s basic health and safety needs were only partly met. The family day
care study found similar results: 91 percent were judged to be of inadequate or of only adequate
guality. ™ it is not clear whether centers or family day care homes are on average af higher
guality. Centers tend to have more kghiy trained staff but also have Iarger gvonp sizes and lower
staff-chiid ratos than family day care.'
The guality of care varies with the age and income of the children. Evidence suggests that infants
and toddlers may be disproportionately in unsafe and unsanitary care settings. The study of
centers, for example, found that almost kalf of infants and toddlers were in reoms where
" children’s basic health and safety needs were not met.'* And while the distribution of ¢hildren
across centers of differing quality does not appear to vary with the income of the children, there
is evidence that the informal and home-based care for low-income children i3 of lower quality
than that received by higher-income children.'® Given that poor children are much iess likely to
use center-based care,'” this observation suggests that these children tend to be in lower quality

B8es ¢.g. Beli et al. (1989).
YHelburm and Howes {1996].

“Walker (1992); Blau and Hagy (forthcoming); Blau (under revision); Waite et al.
(1991} ‘ *

15C0st, Quality and Child Qutcomes in Child Care Centers (1995).
"Phillips {1995).

PCasper (1996}, Twenty percent of poor children under 5 with employed mothers were in
center-based care in 1593, compared with 31 percent of non-poor children.
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- care than higher income children.

CURRENT FEDERAL CHILD CARE POLICIES

Federal policies to reduce the cost of care

Several policies of the federal government reduce the costs of child care for working parents.
These include the Child and Dependent Care Tax Credit (CDCTC), the Exclusion of Employer
Contributions for Child Care Expenses, and the Child Care and Development Block Grant
(CCDBGQG). (see box on next page).

Although we know what the state income eligibility requirements are for CCDBG funds, we do
not have any available data on the percentage of their eligible population that states are currently
funding. Some data from the four programs that preceded the current CCDBG suggested that
approximately 1 million children under the age of 13 were receiving federally subsidized care,
out of approximately 10 million children under 13 with working mothers and family income that
was less than 200 percent of poverty.!® Although some of these families can benefit from the '
CDCTC, many do not; they either cannot claim the credit at all because they do not have any
income tax liability, or they do not receive the full benefit of the credit because of low income
tax liability. Consequently, the vast majority of children with working mothers below 200 percent
of poverty receive no -- or almost no -- federal subsidies for their child care.

Government policy that pertains to the quality of care

The 1996 Personal Responsibility and Work Opportunity Reconciliation Act requires states to
spend no less than 4 percent of their CCDBG funds on ‘quality-enhancing’ activities.” The
federal government also requires states to certify that they have requirements to protect the
‘health and safety’ of children served by CCDBG providers. States, however, are free to design
the actual requiremnents that meet these aims.”

"*Child Care Bureau (1997).

1%11.S. House of Representatives (1996). No data are currently available on how much the
states spend and how they spend it. However, under the earlier program, 7 percent of CCDBG
expenditures in fiscal year 1995 were used to improve the quality of child care. Of these funds,
two thirds were used for monitoring and child care resource and referral (Child Care Bureau -
1997). :

Child Care and Development Block Grant Act Section 658E.
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Federsl Policies to Reduce the cost of child care

gram Drescription Average Eligibility Total Federal
award "Bxpenditures

e Non-refindable tax credit for taxpayers | $443 in fiscal | Those with federal income tax liability . According to Treasury estimates, this Estimpied ta be
who incur work-relaled child care year 15498, generally Includes taxpayers with income above the poverty level, Due to low $2. 8 biflion in
expeases. Rate phased down for higher -1 tox Habilities, & texmayer may not receive the full amount of the credut uatii ks Fiscal Year
incomes: ar her income exceeds -- depending on family composition - 140 to 160 percent | 1998,

of poverty. o

ployer Exclusion Employers zre allowed to exclude the For families | Families with participating smployees, Hstimuated o be

provision of child and dependent care with high $89G miilion in

or employes contributions to such care
accounts from employees” taxable

marginal tax
rates, worth

fiscai vear 1998,

income and social security eamings, mhuch more
than
CRCTC, ‘
pBaG Block grant (o states that can be used Averpge’ "Federal law ensures thal states can only use block grant funds to serve families £2.9 billion in
to subsidize child care for parents who | federa with incomes below §5% of state madian income and must nse at least 0% of FY 1997..
are working or participating in work- subsigy iz «heir mandatory and matching funds for families on TANF, ansitioning from :
related activities or education 856 par TANF, or at fisk of becoming eligible for TANF. Within these requirements,
programs.’ week.? states have se a wide range of eligibility thresholds.”. Daa on who ~-ameng the
eligible -~ has been funded are not yet available for the current program, bul
1995 data on the old CCDBG program indicate that over 85% of familiss funded
were under 150% of poverty, and 3l but 1% were under 200 percent of poverty.
NF PRWORA stlows stales to transfer up The (ntal aanual
e 30% of their TANF block grant inte TANF block
e child cnre or social services block gragt (o the
rants, but no more than 10% of the states is o4 ped
npicd bifiwa

"ANF block grant can be used for the
social gervices block grant,

*Source: Treasury majerials,

*This prograsm is a consolidation {under PRWORA 1996} of four provious subsidy programs: Aid to Families with Dependent Childien, Transitional Chilg
Care, At-Risk Child Care and the Child Care and Development Block Grant Program. 1 has been estimated that PRWORA Increased feders} fiinding compared to the
programs it replaced by about $4 billion aver the six years FY 1987 FY 2002, (1.8, House of Representatives 1996},

YIS materials based on CCOBG duta from Fiseal Year {995,

*American Public Welfars Association {1997),

*Child Care Bureau (1997).




- Regulations and licensing provisions are determined at the state or local leve) and vary widely
Licensing standards apply only o licensed or regulated child care providers, and states are free to
determine the providers to which licensing standards will apply. In the case of family day care
homes, most states exempt small providers from licensing requirements.® Conseguently, an
estimated 82 to 90 percent of family day care homes were unregulated in 1990.%* These

unregulated homes are all eligible to receive CCD{%G ﬁwézr‘ g, as long as they fulfil the state's
‘health and safety’ requirernents.®

ECONOMIC RATIONALES FOR INTERVENTION -

Child care is a rapidly growing indusiry, involving substantial costs to large numbers of parents.
The government currently intervenes in this market, as discussed in the previous section. Here,

. we review the economic rationale for government intervention in tha child care market, as well
as the choice of policy instrument.

OVERVIEW: WHY AND HOW DO GOVERNMENTS INTERVENE IN MARKETS?

From an economic perspective, two issues must be addressed in thinking about child care policy,
First, is there an economic rationale for the gavemment 1o intervene? Second, if so, what is the
appropriate fipe of intervention?

Reasons for government intervention can be broadly grouped into two categories: market
imperfections and redistribution. Market imperfections fall into two types: external effects and
informational imperfections, If private actions impose benefits or costs on society which the
market participants do not reap or bear, then the decisions of private individuals may not be
socially optimal. If consumers do not have the information necessary to make appropriate
choices, the government may be able to provide information that improves their ability to make
choices. Govemment intervention on redistributive grounds might be motivated by a desire to
decrease income inequality, or to ensure that access to a particular service or commodity is not
conditioned on income.

Thé economic justification for government intervention requires more than the identification of a
market failure or redistributional geal. In the case of an intervention 1o correct a market failure,

*'U.8. House of Representatives (1:996}, $ez also CCDBGA Section 658E.
BCCDBG Act Section 658E. |

PU.S. House of Representatives (1996} and Children’s Foundation (1997).
¥National Association for the Education of Young Children {1991).

BCCDRG Act Section 638F
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. the government must also be able to identify a policy that allows it to intervene in such & way
. that the costs of intervention are less than the benefits. Even when the goal is redistributive, it is
important {or the government to seck policies that achieve the desired redistribution at the lowest
cost. :

The government has z variety of toals at its dispssz%i including regulation, mandates, information
provision, subsidies, and direct provision of the good in questior.. The appropriate policy tool
depends on the rationale for intervention, '

. If the problem ts one of an external benefit, then the government might want to induce
greater consumption through subsidies or through direct provision. Which is meore
appropriate depends on the responsiveness of consumers to the relative price of the good,
as well as to the government’s efficiency - refative to the private sector- in producing the
good. Regulations or mandates are also g possible tool for addressing extemal benefits
although the benefnts from regulation must be weighed against the costs of regulation,
These costs include the potential for regulations o drive up the cost of the good and to
drive providers of the good out of the market; in addition, the government incurs
administrative expenses in regulating and enforcing the regulation. Providing
information is unlikely to be an effective instrument for addressing under-consumption
caused by external benefits,

« [ the issue is one of information irnperfcczicﬁzé, then the provision of information, or of
regulations that reduce unceriainty about quality are possibilities. Subsidies are unlikely
to prove useful in addressing an information problem. |

. If the goal is redistributive, then subsidies or direct provision could be appropriate,
Further consideration shouid be given to whether the governmernt should provide a
gencral income transfer ora subsidy that is specifically tied to the good or service in
questicn. ' :

GOVERNMENT INTERVENTION IN ."E‘I{E CHILD CARE MARKET
External benefits from ehild care

In recent years there has been a growing awareness of the substantial and long-lasting effects on
children of their experiences in their first few years, Children’s health and emotional well-being
in these early years are critical to their future behavior and development. Consequently,
government investments in young children can vield substantial returns over the child's 1ife.®
Such government intervention may be desirable if parents do not invest enough in children since

#See Council of Economic Advisers {1997) for a discussion of the long lasting effects on
children of investrnents made in the first fow years,
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- the parents are not the only beneficiaries. Such an external benefits argument has often i
made to justify government intervention in education.” If child care in the early years ¢
also produces benefits to the child and (o society in the form of the child’s current and
subsaquent development and behaviar, then the government might want to inlervene to
that children receive such care. Given the 1mpazzazzca of the early years far future devel
if a link can be established between child care and developmental outcomes, arguments
government intervention in elementary and secondary e{iucazza}n apply with even mom i
the child care market, :

The question of whether child care can enhance child development is separate from the
unsafe and unsanitary child care can endanger children. There is no question that unsafe
- unsanitary child care can harm children, and another section of this paper examines pote
government policy to protect children from harmful care environments, Here we examin
whether child care can promote child development. The link that is usuallv made - the ¢
is reviewed below -- 15 not between child care per se and child developmernt, but betwes
quality child care and child development. Therefore, govemment intervention for reason
external benefits should be designed to promote high quality child care, rather than child
‘more generally.

Evidence of benefits of child care

Children's development is determined by many factors; characteristics of the child, the f
environment, care ouiside the home, and the larger social environment all influence
development. But as part of this intricate, interactive process, child care can bave import
effects on child development. Much of what the field has leamed about the effects of ¢ch
quality on child development come from studies of programs such as Head Start and oth
educationally-oriented programs designed o promote child development and improve ¢t
readiness for school. Such pragrams, which are typically offered as part-day programs f
to five year olds** are different from the full-day care needed by many employed mother:
provision and promotion of educationally-based programs such as Head Start is an impo
topic beyord the scope of this report. Here we examine what is known about the effects .
attributes of child care more broadly on child development.

Comprehensive reviews of the large literature of the effects of child care report that the «
child care -~ in both centers and family day care ~ is closely linked with children’s socis
cognitive and language development, both at the time of receiving care and in later -

TSee Cohn and (reske (1990) for an overview,

#Gomby etal. (1995).
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development.® Children from low-income families may benefit the maost from high quality
programs.® ‘

However the reviews note several problems with using this Iiterature a3 a policy guide. Most of
the studies use global or summary measures of quality {i.e. high, medivm or low), which do not
clearly identify the aspects of child care quality that affect development. Additionally. there has
been little analysis of the magnitude of improvement in children’s development associated with
measured improvements in guality; hence these studies do not make 1t possible to conduct a cost-
benefit analysts of policies designed to improve child care quality.”

Some research has addressed the relationship between child care quality as measured by specific
child care atributes and child outcomes. For these purposes, measures of child care quality can
be broadly grouped into two categories. One approach measures the quality of the child’s
experience in care; ‘child experience measures’ examine the way in which the care giver

" interacts with the child {including verbal and empathetic behavior) and the children’s exposure to
materials and activities that enhance leaming; the continuity of child care with the same providér
is another Lmportant aspect of the child’s experience. A second approach focuses on phystcal and
structural features of care {“strucrural measures y such a8 stafffchild ratios, group size, and '
provider education. Child expearience measures are more broadly accepted by developmental
osychologists, For practical reasons, state regulations are based an structural measures.”
Although child experience measures have a closer link to developmental outcomes than do
structural measure, ™ stractural attributes appear to support and facilitate the type of optimal
interactions that child experience anributes measure X For example, low staff-child ratios may
make it easier for providers to develon warm and caring relationships with the children; such

BHayes et at. {1990 and Howes and Helbrun (1996). See Cost, Quality & Child
Outcomes Study Team (1 995) for a recent study that confirms these findings.

phillips (1995)
7See Hayes et al, (1990) for 2 further discussion.

33§-Zei¥3arﬁ and Howes {1996). See also Hayes et al. {1990y and U.5. E*i{z%zse of
Reprasentatives (1996).

¥In some sense, the relationship between child experence measures and child
development is tautological, since the child experience measures were designed as measures of
aspects thought important for child development (Blau 1997}

#Havyes et al {1990}, More recent evidence of the effect of child experience measures on
- child development is provided by the Cost, Quality & Child Outcomes Study Team {1993).

g
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rel wzzsmps in turn &ffect child development

i}cs;zmz encmragzng f'mdxngs, szzz‘s*é:}’s of this literature pote several shortcomings: Many studies
are based on small, unrepresentative sampies, Additionally, they often do not properly control for
developmenial inputs received by the children at home, as well as other socio-economic factore
that may affect child development and may be correlated with the quality of care* Thus, while
there is broad evidence that high quality child care is beneficial to the child and society, better
understanding of the relevance of spesific inputs {or combinations of inputs), as well as the
magnitude of their impact, could greatly improve the design of appropriate policy.

The above smdies all compare child outcomes scross paid chiid care settings.of different
qualities. Hence they are only able 10 address questions about effects of low versus high quality
paid care. Two separate issues are the relative effects of different modes of non-matemal care,
and the effects of maternal versus non-matermal care. Studies have established that non-maternal
care 13 not & source of harm to children and that aspects of it can be beneficial. Stronger evidence
that child care had positive developmental outcornes relative to maternal care would provide an
argument for government intervention not just to provide child care for children of working
parents, but possibly for all children, Consistent with this principle, intensive early ecducation
programs for low-income children like Head Start do not make alzgxbihzy contingent on tzmatal
employment™

If the government wanted to increase use of care that has external benefits, its options would
include regulating the quality of care, subsidizing care, subsidizing ¢nly high-quality care,
_ directly providing care with developmental atiributes, and subsidizing the wages or training of

. child care providers. It iy important that policy is designed to increase usage of care with external

enefits, Policy designed simply to promote use of child care irrespective of quality would riot be
appropriate if only high-quality care has been shown to have external benefits, More research is
needed 1o dztermine which atributes - or combination of attributes -- have impacts on child
‘outcomes, and the magnitude of these effects. .

SHowever a recent study -~ Blau (1997) - calls into question whether improvements in
structural measures have ¢ffects on child experience measures; the study, using data from the
National Child Care Staffing study, fails to find any robust effects of child staff ratios or staff
education aa child experience measure. The author potes, however, that this does not mie aut the
possibility that structural inputs have a direct effect on development. ‘

%See Hayes et al. (1990) or Blau (19%7) for discussions of the problems with this
Titerature. See also Kisker.'The Importance of c;zzalxt}' in child care’ in *Child Care Challenges for
Low-Income Families®

1.8, House of Representatives (1996).


http:settings.of

Information imperfections

_ Several types of information imperfections may exist in the child care market. A free market may
not provide information to parents on the advantages and atwributes of quality child care.
Providers may be unable to obtain current information needed to ensure quality care. It may also
be difficult for parents to find out who provides zzay eare in zhe;r area, a:zé what the attributes of
the various choices are.

Indeed, there is evidence that parents lack information. For example, parents report that they;'
value good quality child care, but it turns out that they substantially overestimate the quality of
care their child is receiving;®® in other words, parents have trouble evaluating the quality of care
their child is receiving. Some indirect evidence of information imperfections is provided by
Hotz and Kilburn (1594} who find that, holding the price of care constant, more stringent quality
regulations are associated with an increase in the demand for non-parental care; they interpret
this finding as evidence that the increased standards provide a higher degree of quality assurance
and hence parents demand more non-parental care ™

If information is the issue, then government proviston of informaticn could be appropriate. One
role for government is o provide information - or encourage private agencies o pravide
-information - that educates parents and providers about the aspecis of care that are important for
child health and safety, and for development. Another possible role is to provide information to .
parents about the attributes of various care options. Such a role'makes sense if government or
private agencies have access 1o better information than the individual, or at least the ability to
acquire this information at & lower cost. Regulations that increase the minirum guality and
therefore reduce the uncertainty faced by parents are another possibility. Regulations may also
set minimum standards for health and safety and thereby reduce parents” uzf{}rzzzatz:}n and search
costs.

Bistributional Issues

Twao sorts of distributional arguments could be made for policies designed to increase the
affordability of child care. First, such policy could serve as an employment-related income
transfer to working parents. Policies designed to increase the affordability of child care may
complement other redistribution programs. For example, the 1996 welfare reform legislation is
intended 1o help move welfare recipients into the workforce. Since child care costs are a sizable
burden to low incorme families, reductions in the cost of ¢hild care would gase the transition. ]
Second, in 0 far as there can be benefits o children from child care ~ or high quality child care -

BCost, Quality & Child Outcomes Study Team (1993).

¥ A weakness of this study is that - 2s discussed above -~ a substantial amount of non-
parental care operate legally but it not subject to licensing standards. ’
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- child care ;;t}lxcv could also ensure that children whose ;";a:‘en*s have low resources have “equal
opporwnities.” Again, such an argzsmam ha.s been made to explain government involvement in
primary and secondary education.®

Whether the goal is w provide an ernployment-related income transfer or equal opportunities to
children, ™we questions must be addressed in designing a redistributive policy. First, should this
tranisfer be tied 1o the good in question {i.e. child care) or provided s a cash transfer? And
second, if the wansfer is tied o a particular good, should the government dirsctly provide the -
good, or reduce the cost to parents of purchasing the privately-provided good?

A cash transfer provides a working family with additional cash that they can choose to spend s
they wish. Child care subsidies or government-provided child care, on the other hand, provide
money that can be used only for child care, Economic theory suggests that recipient well-being
car be increased more efficiently through a cash transfer. It is well-known that the utility gain
from transferring a bundle of goods (such &s child care) cannot be more and is frequently less
than from the equivatent amount of cash.®t This inefficiency results from the distortionary nature
of an in-kind transfer, By distorting the relative prices of various goads, the wansfer influences
recipients’ decisions concering how much care to purchase and how much to work. If we
believe there are benefits to child care that are not being taken into account, there is an argument
for distorting the cost faced by the parents. But a3 a pure transfer policy, th:s represents an
inefficiency compared with a cash transfer,

Hawever, there are redistributive reasons 1o favor an in-kind subsidy. Qne reason for tying the
subsidy o a particular good is 1o ensure that the money is spent on that gond. Making the
subsidy only for child care ensures that the parents spend the money on their children.
Particularly if we think that there are "equal opportunity’ arguments for child care, such an in-
kind transfer might make sense 10 ensure that parents do spend the money on child care. A
second reason for tying the income transfer to purchases of child care is horizontal equity:
‘Working adults with children have greater costs than those without. Of course, they presumably -
also receive benefits ffom having children. But if the government wanis to target people with g |
specific need that places an additional burden on them, it would make sense to alleviate some of
the additional financial burden to those working adults with children, Finally, if the increased
demand for paid child carz increases employment opportunities in child care for workers who are
frying to move off welfare, this s a redis mbutwc benefit from a:hzid care subsidies worth
considering

¥See, for example, Poterba (1996}
3¢¢, e.g. Rosen (1995)

ndeed, the initial federal involvement in the child care industry - federal funded
aursery schools for poor children were established during the New Deal - was motivated not 50

B¥!



Even if an in-kind transfer is chosen, there remains the question of whether the government

~ should subsidize the cost to parents of buying private care, or provide public care. One reason it
makes sense for the government 1o be a direct provider of education is that parents do not appear
very price responsive in their demand for their child’s education.®? Hence, subsidizing the cost is
unlikely to produce ‘equal oppormunity.” However, there is svidence of a fairly responsive
demand for child care.* In addition, were the government to provide care, it could only nrovide
center-based care, As discussed previously, many families choose family day care homes, and
since there is no clear quality tradeoff, It does not seem wise for the government to-distort thesé
choices by providing one kind of care. ‘

THE EFFECTS OF INTERVENTION

" We have seen that the current quality of child care is often very poor and this may have adverse
effects on children, that there may be information problerns in the child care market, and that for
those without azcess o significant subsidies for ¢hild care, ¢hild care costs can be a significant
financial burden. All of these provide potential economic rationales for further government

- intervention in the ciuld care market. In order to understand some of the effects of different
policies, we need to understand how parents and providers respond to changes in the price of
care. To this end, we review the effects of subsidies on matemal employment and the demand for
child care, and of subsidies and regulation on the quality of care purchased.

THE EFFECT OF SURSIDIES
The effect of subsidies on the cost of care

Subsidies lower the cost of child care to parents and are therefore likely 0 increase the demand
for care, If the amount of child care available were fixed, the increase in demand would drive up
prices. The price would rise by the amount of the subsidy, so that parents would end up paying
the same arnount as they had been before the introduction of the subsidy, and the providers of
care would receive an increase in fees equal to the amouns of the subsidy. The benefit of the
subsidy policy, in other words, would acerue entirely to the providers.

However, the available evidcno&;'izzéicatés that the supply of care will rise to miest an increase in
demand for care without much of a change in the cwrrent price, For example, although the '

rmuch 1o provide child care for working families but to provide jobs for unemployed teachers and
nurses and others as well 23 a wholesome environment for children in poverty. (U.S. ‘mz.;ss: of
Representatives 1996}

BPoterba (1996)
*“See the next section for evidence of demarxd responsiveness,
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- number of children in paid child care has approximately doubled over the past twenty vears, the
real price of care has ot changed ™ In addition, direct estimates indicase that small changes in
the price of child care induce large supply responses.*® As a result, in the absence of other
changes, the benefits of a subsidy accrue to the consumer,

How will consumers respond to a decrease in the cost of child care? We consider three dscisions
that may be influenced by the price of child care: the mather’s decision to work; the decision
whether to purchase paid child care or to use unpatd care; and, if paid care is chosen, the choice
of the quality of care. ‘ ‘

The effect of subsidies on employment decisions

Appendix | summarizes a number of studies that indicate that lower child care prices are

’ ~associated with a higher probability that 4 mother will work. The magnitude of this effect varies
across studies; a 10 percent reduction in the price of child care increases the provability that a
married mother will work by 2 to 8 percent.*”” However, given that the mother is working, there is
lirtle evidence that the child care price affects the decision of the number of hours to work.*

There is Jess evidence on the employment response of poor mothers or single mothers. A GAQ
study®® estimates the response of different income groups, and finds that a 10 percent decrease in
the price of child care increases the probability that 2 poor mother will wark by $ percemt,
compared to 3.4 percent for near-poor mothers, and 1.9 percent for non-poor mothers; the study
does not report whether thege differences are statistically significant. Another study finds that the
employment response is somewhat greater for single mothers than married mothers, but the

“Blau (1992), Casper and O'Connel (1997). U.S. Department of Education 1990.
“Blau 1993.

"Blau and Robins (1988}, Connelly (1992), Ribar (1992}, Averett et al. {1997). Ribar
(1995)'s estimate les ontside this range. Blau and Hagy (forthcoming) look at a sample that
includes both single and married mothers and find an effect at the bomm of this range. For more
information on these studies, ses Appendix 1.

*See Michalopoulos et al. {1992), Berger and Black (1992), Chaplin and Hofferth (19935).
One study estimates the unconditional effect of the price of child care on the mother’s hours of
work;, Averett et al. {1997) report that a 20 percent decrease in the hourly cost of care is
associated with about a 16 percent increase in the mother’s hours of work. This estimate, which
takes into account both increased howrs from mothers who enter employment and those already
_working, is broadly consistent with the other {indings reported here.

BGAG (1995).
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difference is not statistically significant™ Furthermore, ance she controls for whether the single
mother receives AFDC, the response for single mothers falls to that of married mothers, This
suggests that the greater response 1o the price of care by single mothers (and perhaps also by

" poor mothers) was due to a vzai}le non-emplovment option.

The effect of subsidies on the demand for paid care

Parents chotse among a variety of modes of care, some of which are paid and some of which are
unpaid. The bulk of research has focused on the effect of the price of care on the use of paid care
among working mothers. Hence, in order to get a sense of the total effect of 2 decrease in the
price of child care on the demand for paid care, one must combine estimates of the increase in
labor supply with those of the increase in the demand for paid care among mothers who work. %t

Studies find that in places with lower prices of care, working mothers are more likely to use paid
care. Again, there is a large range of magnitudes but most of the studies suggest that a 10 percent
decrease in the howrly cost of care results i a 1.5 10 2.3 percent increase in the probability that a
.working mother with a young child will purchase care.®

As the price of paid care falls, mothers are likely to substitute paid care for unpaid care. Such
substitution is particularly likely given that parents tend to express more dissatisfaction with non-
paid care ® Unfortunately, we cannot infer from the avatiable evidence how much of the increase
in the propensity of working mothers 1o use paid carg 15 due to & higher propensity to use paid
care among the newly entering mothers, and how much is due to a change in the propensity 6f
those mothers already working to use paid care, as a result of the price change!

A useful supplement to these studies of utilization is the effect of child care subsidies on the
hours of paid care purchased as a result of a change in the price of care. Some parents use
multiple modes of care. An increase in utilization of paid care may therefore reflect the decision

DK imemel (1994).

- *'There is also evidence (Blau and Hagy (forthcoming), Hotz and Kilbum {1992) and

" Hotz and Kilburn {1994)) that among all mothers {including those that do not work) the demand
for paid care is sensitive to the price of care. These estimates are nat as useful for evaluating the
likely impact of government policy since this policy currentiy affects only working mothers and -
there is evidence that the response of zwzz-worhn g mothers is considerable (Hotz and Kzibum
(1992} and (1994)}.

SHotz and Kilbum 1992: Ribar 1995; Ribar 1992; Blau and Hagy (forthcoming). Studies
lying outside the range are Hotz and Kilburn 1394 and Blau and Robins 1988. See Appendzx p
for more details on these studies,

“Hofferth (1995)
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of some parents to purchase only a few hours of paid care, rather than no paid care. On the other
hand, parents that were already using some paid care may crease the number of hours of paid
care in response to the price decrease, adjusting the relative amounts of paid and unpaid care
purchased; such behavior would niot show up In utilization measures.

_ Three studies lock at the effict of the price of care on the howrs of paid care used by working
mothers. This measurement considers both the effect caused by switching from zero hours to
positive howrs, and also changes among those already using positive hours.™ Again, there isa -
range of estimates; a dollar decrease in the hourly cost of paid care is associated witha 3 0 22
hour per month increase in the use of paid care. Ribar {1992} finds that the increase in hours of
paid care and the decrease in howrs of unpaid ¢are among working maothers are roughly stmilar in
magunitude. This suggests that the result of price decreases is a relative increase among working
mothers in the usage of paid versus unpaid care, rather than an increase in the total amount of
non-maternal care used. Such a conclugion is consistent with the fin cimg that hours of work
among working mothers appears unresponsive to the price of care.

PUTTING IT ALL TOGETHER

How much will the use of paid care increase in response 1o a policy that reduces the cost of
care? The fact that the supply of child cars will respond to meet increased demand without much
of a change in the price of care suggests we can consider g subsidy as transiating almost dollar
for dollar into a decrease in the price to the consumer i the long run,

As an example, consider the effect of a 20 percent subsidy for child care expenses. Our analysis
below suggests thot a 20 percent reduction in the cost of paid care would result in 500,000 to 1.3
million more children under 6 with emplayed mothers using paid care. If the 20 percent subsidy
were applied just to mothers below 200 percent of poverty, the result Wcuz’d be 124,000-318,000
more low income children under 6 in paid care.

Increases in the use of paid care by working mothers with young children®

%Sec Hotz and Kilburn (1992), Ribar (1992) and Kimmel (1992).

3Throughout this section, ‘young children’ are defined as those under 6. We-have chosen
to base this analysis on the responses of mothers with children under 6 because almost two-thirds
of the children served by CCDBG-funded child care were under 6, according to the most recent
available data {Child Care Bureau 1957). In so far as subsidies are provided t mothers with
children above 6, the total response would be larger than that estimated here. All data are based
on tabulations from the 1993 SIPP unless otherwise indicated.
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- About 9.4 million mothers with children under 6 {56 percent of mothers with children under 55‘*)
worked full or part time in 1994, A 20 percent decrease in the cost of care is associated with a 4
to 16 percent increase in the probability that a mother works. In other words, between 380,000

and 1.3 million more mothers with children under 6 would take a Job in response to thxs decrease
i the gost of care ¥

In addition to this employment ¢ffect, the 20 percent decrease in the price of paid cars would also
have an effect on the demand for paid care among working mothers. A 20 percent decrease in the
price of ;:azd care is associated with a 3.8 percent increase in demand for paid care among
working mothers. In other words, the percent of working mothers with young children who use
paid care would increase from 51 percent o 53 percent.®

Combining these two estimates, a 20 percent decrease in the price of care would increase the |
number of working mothers with young children who use paid care by 380,00 10 1 million.*
Since families who have children under 6 have on average 1.3 children under 6, this means that a
20 percent decrease in the cost of care will be associated with an mcreasc of 500,000 10 1.3
million more children using paid care.

Breaking down this effect

How much of the increase in working mothers’ use of paid care is due to an increase in maternal
employment, and how much is due to an increase in the working mothers’ average propensity to
use paid care? It depends on what the employment response is assumed to be. When the lower
bound of the employment response is used, a little over half of the increase in young children in
paid care can be attributed ¢ mothers entering employment, without a change in the average
propensity to use paid care. When the upper bound of the employment response i3 218%33. about 80
;}ez”cmt of the increase is dus to mothers entering employment.

*Tabulations from March 19935 CPS.

*"The following calculations apply: A 4 percent {véspectively, 16 percent) increase in the
probability the mother works brings the probability that the mother works from 36 percent to
60.3 percent {65 percent). Since the total number of mothers with choldren under 615 16.7
million, the resultant 2.3 (9) percentage poins increase in the prebability that the mother works is
equivalent to 380,000 (1.5 million) more mothers working,.

| *The 38 percent increase is an average of the 3 and 4.6 percent increases from the lower
and upper bound estimates of the response in paid ¢are use to a change in the price of paid care.
Because this range is 5o small, we take the average rather than reporting upper and lower bounds.

% The calculations are as follows:
(0.53 * 9.8} - (0.51 *9.4) = 380,000
(6.53 * 10.9) - (.51%9.4) = 1,000,000
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Increases in the use of paid care by low income working mothers with young children

CCOBG recipients are nearly all belaw 200 percent of the poverty line, It is therefore worth

- considering the ingrease in paid care use from subsidizing mothers below 200 percent of poverty,
most of whom are currently not receiving any CCDBG subsidy, Although we lack estunates-of -
the responses of the Tow-income population to changes in the price of child care, we estimate {;1e
employment and paid care utilization from estimates for the general population,

3.1 million mothers below 200 percent of poverty with young children (43 percent of the total
number of mothers below 200 percent of poverty with young children) worked full or part time
in 1993.% 39 percent of these working mothers paid for care. By a similar set of calculations to
the previous ones, a 20 percent decrease in the cost of care for low income families would be
associated with an increase of 124,000 to 318,000 more low income voung children using paid
care.* The CCDRG subsidy to families is considersbly larger than 20 percent;® larger subsidies
would be expected to have even larger effects on maternal employment and use of paid care.

How sure can we be?

The estimates presented here are based on a review of the evidence from numerous economic
analyses. These analyses are aimost unanimous in their conclusions about whether there is an
-effect, and the direction of the effect. However there is considerable variation in the magnitude of
the effects reported. We present the full range of estimates, and when applicable, a description of
where the bulk of the estimates lie, But we are left at best with only a range, and the ability (o
suggest an upper and Jower bound to the effect.®

OThe 2.6 millior} is from SIEPP 1003 data . The tota] number is from 1894 CPS.

$'Based on the following caleulations: A 4 percent (respectively, 16 percent) increase in
the probability the mother works brings that probability from 43 percent to 45 percent {50
percent). Since the total number of mothers with young children below 200 percent of poverty is
7.2 million {CPS Masrch 1995), the resuliant 2 (7) percentage point increase in the probability
that the mother works is equivalent to 122,000 (490,000} more mothers working. In addition the
decrease in the price of care would result in 41 percent of these employed mothers using paid
child care. Therefore the total increase in the number of these mothers using paid care would be
95,000 10 245,000, With an average of 1,3 young chzidmn in such families , we amive at the
number in the text.

52The average weekly cost of cars was $74 in 1993 (Casper 1995), and the z&‘vcz‘agc federal
subsidy administered through the CCDBG was $66 in fiscal year 1995, '

% One issue with almost all of these studies is that they predict the hourly price of care
using selection correction mechanisms, since data are ofien available on the price of paid care -
only for working mothers who purchase care, The instruments used vary across studies, and there
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[ addition 1o the lack of consensus among the various estimates, caution is also in order in

- drawing inference about the likely effects of current policy changes. First, these estimates are of
the qverage response to price changes; if the response does not vary linearly with the change in
price, our estimates of the response to different price changes will rot be accurate. Second, these
estimates were made in the pre-welfare reform era. One might expect responses 1o be different in
a world where work requirements are stronger and in which non-employment alternatives may be
more bmited, And third, the studies reviewed did not generally focus on the low-income
populaton. [f we want to estimate the effect of subsidies targeted-at this population, we must -
consider how applicable the results from a broader population are to a low incomie population.

In general, one might expect the employment responses of low-income families and single
mothers 1 be less respongive to child care prices, as the need for income is greater. However, the
studies that {ooked at such responses found that single and low-income maothers’ employment
decisions tended to be more responsive to the price of care, One plausibie explanation is that,
under the previous welfare system, low-income single mothers deciding whether or not to take a
* job had the fall-back option of welfare. Therelore they were more free to choose whether or not
work was werthwhile on the basis of child care prices; and we have seen that child care costs are
a proportionately larger burden to low-income mothers. But as welfare reform makes non-
employment less of an option for these mothers, it is likely that the employment decisions of
low-income single mothers would become less sensitive to the price of child care. Indeed,
Kimmel (1994) found that controlling for AFDC recipiency reduces the employmert
" responsiveness of single mothers to the price of child care, and brings it into line with that of
married mothers. . V

Although we might therefore expect that the employment response of the low-income population
would be less than that of the general population, we should also expect that the demand for paid
care among working women would be more sensitive to the price of care for low-income
warking womnen, since the costs represent a larger fraction of their monthly income. O balance
then, it is not clear whether the total effect of the price of care on the demand for care {including
both the employment ¢ffect and the demand effect among working women) would be larger or
smaller for low income women compared with the general population. Without any further
evidence to guide us, it is simply important to note that this limitation of the evidence should
dictate caution in making precise predictions of the effects of subsidies.

POLICIES THAT mDRESS THE QUALITY OF CHILD CARE

s reason to believe that the results are very sensitive o the choice of instruments (see e.g. the
large difference in estimates obtained by Hotz and Kilbum (1992) and Hotz and Kilburn (1594)
who use the same data but different instruments and estimating procedures). In general, the
results will be affected by whether the instruments are truly exogenous, as well as how correlated
they are with the original variable. The variation in the predicted price of care is used t0 estimate
the employment, care, and quality responsiveness 1o the price of care. -
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We have reviewed the evidence that the current quality of care may be too low, thathigh quality
child care can have important, positive effects on children, and that substandard care can place
children as risk for harm, Here, we consider why the current levels may be too low, and hence
haw policy can be designed w iraprove quabity, We focus in this section on attributes of care that
may be related to child development; the next section considers issues of child health and safety,

Parental demand for quality child care

Evidence suggests that parents do not demand the structural attributes of quality that policy .
might address. For one thing, the level of trainer education, staffechild ratics, and group size have
little effect on provider fees.* In addition, there is evidence that center fees are not responsive to
quality as defined by child experience measures.®® The fact that the staff-child ratio and the group
size do not affect the cost of care is particularly surprising, given that these attributes must affect
the marginal cost of providing care. A common interpretation of these findings is that they
suggest that parents are not willing to pay for these attributes of quality care,*

Thus, even though parents say that they care about quality,” they appear not 1o be willing to pay
for ‘quality’, at least as researchers have been able to measure it.. There are several possible
explanations for this finding, although we have little evidence that allows us to choose among
them. First, if there are extermal benefits associated with high quality child care, parents may in
fact not derand as high a level of quality as is optimal for their child and society. Some evidence
of this is the fact that when parents say they care about the ‘quality” of child care, they may in
fact be placing the cost and convenience of the care at 2 higher premium than warm interactions
with care givers and other aspeats of the child care program that developmentalists believe
promote positive owtcornes®® A second possible explanation is that parents do care about child

* care quality that is important for child outcomes and development, but that the attributes that
they care about -~ and are willing to pay for - are not the structural attributes that are easily
measured and that government policy can target. In other words, parents may choose their child
care and pay based on the warmth of the child care provider, the organization of the facility, the
structure of the daily routine, or other attfibutes that these studies do not measure. Third, parents
may care about structural attributes of quality, but lack information about these features. And
finally, parents may-care about these structural atmibutes of quality, but not be able to afford

%Hagy (forthcoming); Blau and Hagy (forthcoming); Walker (1992); Waite et al, (1991).
“Cost, Quality & Outcomes Study Team (1995).
SInerpretation in Waite et al (1991), Blau (1991) and Helbum and Howes (1996).

See e.g. Cost, Quality & Child Qutcomes Swudy Team (1995) or Kisker and Maynard
(1991). » | |

$33ee for example Kisker and Maynard (1991) and Hofferth (1991).
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them.

Possible governmental policy responses include information provision, regulation, and subsidies
to reduce the price of care. Again, the aporopriate policy response depends on the reason ;}m
parents do not purchase high quality care.

Effect of subsidies on the qun‘lity of eare purchased

If the low parental demand for quality child care is due'to an affordability issue, or to the
existence of extemal benefits, then policies that reduce the price of child care might induce
parents to purchase higher quality care. Empurical evidence is scant, but it suggests that when
prices are reduced, parents ¢o notrespond by purchasing higher quality care, as measured by
structural attributes.® As a result, subsidies alone appear unlikely to increase the demand for
structural attributes of child care. Of course, subsidies may allow parents to purchase care with
aspects of quality that are difficult to measure — panticularly the child expenence measures that
" developmentalists emphasize. However, no evidence 1g available on this point.

If child care subsidies do not appear 1o induce parents to purchase higher quality care, perhaps
subsides targeted to high quality care might have an effect. For examgle, a subsidy might be
available only for care that met a certain child-staff ratio or group size. Empirical evidence an the
effect of targeted subsidies is limited. One study finds that the implicit pncc of staff- chlld ratio
does not affect the demand for higher s*aff»chxid ratzos

We do know, hcwever that subsidies that lower the price of child care induce mothers (o work,
and induce warking mothers to purchase more paid care relative to unpaid care. Thus subsidizing
‘child cars is likely to resuit in more non-miaternal care, and more paid relative to unpaid care. A
comprehensive survey of the literature concludes that there is no evidence that non-maternal
child care has adverse effects on children. Furthermore, given the current policy of
encouraging mothers to enter.or remain in the workforce, such women have hittle choice but to
place their children in non-maternal care, There s little améence about the relative merits for the
child of paid versus unpaid care.

‘ “Rlau and Hagy (Forthcoming). A problem with drawing conclusions based on this paper

{s that the datz are cross-sectional and if places with lower prices of child care draw in mare low
income families who cannot afford high quality care, the result would not really illustrate the
effect of price reductions on the quality of care purchased by a given family that is already
purchasing care. For this, we would need longitudinal data,

*Hagy (forthcoming).
Hayes et al. (1990).
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Effect of regulations on the quality of care’

~ If the low quality of care purchased is a result of information imperfections or the externa)
benefits associated with child care, a possibie approach is for the government to regulate the
quality of child care. Regulution, if enforcezble and binding, is likely to increase the quality of ©
regulated care.” However, regulations are also likely ta drive some providers out of the Heensed
market and raise prices among remaining providers, thus lowering the avatlability and
affordability of regulated care.” Since compliance with regulations can be costly - particularly
regulations that impose minimum group size or child staff ratios and hence raise the marginal
cost of providing child care - providers will have to raise their prices or suffer profit losses.
However, we have seen that parents are unwiiling 10 pay for these aitributes, and that they are
willing to substitute among modes of care in response to relative price changes. Hence providers
will be limited as to how much they can raise their prices. But since maost child care providers
have very low profit margins,” those that cannot raise their prices may be driven out of business,
or at least into the unlicensed sectar. - '

Children whose providers shut down because of regulations, or whose parents switch to another
mode of care becauss the regulatad care has become too expensive, do not enjoy improvements
mn their care quality. However, for children who remzin in regulated care, a quality improvement
may be enjoved. Empirical evidence on the relation between quality regulation and costs is scant
and inconclusive. Studies have looked at the effects of criminal record checks, child staff
regulations, provider education regulations, and group size regulations on the cost of care. The
results differ both across and within studies as to whether a given regulation increases, decreases,
or has no significant effect on the cost of care™. And there is essentially no evidence of the effect
of regulations on the use of regulated-care. Both issues deserve further smdy.

- We must acknowledge a tradeoff between the gains from regulation in terms of quality

RFor example, Cost, Quality & Child Qutcomes Study Team (1995) finds that states with
mare demanding licensing standards have fewer poor-quatity licensed centers, and that centers
that comply with additional standards beyond those required for licensing provide higher qualiry
services. Here, quality is measured in terms of ‘child care experience” Also Howes et al. (1595)
find that regulations in Florida on staff-child ratios and provider education improve both child
experience measures of quality and child davelopment. :

BChipty and Witte (1997) find that minimum standards regulations increase the
- probability that providers exit certain markets (e.g. care for certain age groups).

“Cost, Quality & Child Outcomes Study Team {1995).

HRibar {1993}, Chipty (1995}, Hotz and Kitburn (1994). Although such regulations may
translate into higher costs to parents, they do not appear to improve the wages of child care
warkers (Blau 1993, Blae 1992)
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improvements in the regulated sector and the likelihood of incceased child care costs and
substinttion out of regulated care, which could adversely affect the quality of care some children
receive, Different regulations are likely to have different effects on costs. [t is probable that some
regulations would have net benefits, but cach sheouid be evaluated separately.

Information provision and petworks

Another possible remedy 0 information probiems are information and refermal services to help
parents make berter decisions. The government couid either serve as the provider of information
“or encourage private sector agencies o collect and disseminate the information. However, the
high turnover rates of providers and the lack of effort by many family day care providers to find
clients could make it difficelt to provide and maintain comprehensive and aceurate lists of
providers in each neighborhood.™ It is unclear whether unregulated providers will be
fortheoring in response to requests to register with an information agency. I providers are
responsive and comprehensive lists are maintained, this would be 4 useful service to the extent
that the information agency is more informed than potential consumers about the guality of care
offered at each provider; given the concern apout whether collectable indicators are ndicative of
quality, this deserves further consideration, Furthermore, if there is a dearth of demand for
quality care, the benefits from providing information are somewhai decreased, However, if this
information stimulates demand for better quality care, it may help alleviate the current quality
problems, - \

Effects of policies aimed at influencing child care providers

The qualifications and behavior of child care providers affect both siructural and child experience
measures of child care quality. Therefors another important policy lever that the government
could potentially use to improve the quality of child care is policy that affects child care
providers. Child care providers’ education and behavior are aspects of child care quality, In

addition, the continuity of child care recetved is thought 10 be an important aspect of the quality
of care.” '

Child care providers are mostly women. They tend to have low levels of education and high
turnover rates.”™ Their wages are very [ow compared o other women and there is some evidence
that they receive lower wages than similar female workers in other sectors.” One reason for the
fow levels of education may be that child care providers appear not 1 receive 2 ‘reum’ o

W alker {1991},

TPhillips (1993).

Rlau 1992; Walker 1992.

Blau 1993; Cost, Quality & (}u:\;::omcs Team Study 1595,
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ecducation in the form of higher wages.®¥ In addition, their iow wages may be at least partly
responsible for the high levels of tumover, which in tum distupts the continuity of care.

Possible interventions include subsidizing or regulating child care providers” wages, subsidizing
or providing child care training, or setting minimum standards for child provider education.
(Given the low profit marging of centers®, regulations that raise wages are likely to force some
centers to shut down or to raise their costs. In addition, the low wages of child care providers
may be best met through more general poiicies aimed at raising wages at the boitom of the wage
digtribution.

(iven that child care providers appear not te receive a wage premium from investments in
education, policies that set higher minimal education requirements will likely result in a decrease
in the number of (legal) child care providers, at least in the short nin.¥ Gavernment provision or

subsidizing of training for child care workers may be a more promising route. Finaneial
constraints can make it difficult for workers to invest in needed skills and the government
therefore ts:z»:z*en‘cl\.r subsidizes training for some adult workers. The high mumover among chiid
care providers, however, can reduce the return to the government o its investment in ;}mmder
gdusation.

ADDRESSING CONCERNS ABOUT CHILD HEALTH AND SAFETY

- In addition to-the impact of high quality child care on child development, we have also seen that
children’s health and safety are currently endangered in some care facilities. This is an area of
grave concem, with patentiaily high costs to the chiliren and to society. The health and safety
problems may result from an information problem or limited ability of parents to monitor
‘guality. Another possibility is that parents are aware of the health and safety problems but cannot
afford better care. If the issue is an information one, provision of information ot regulations that
impose minimum standards combined with monitoring w ensure that these standards are mes sre
potential solutions. Such regulations again have the potential to drive up the cost of care, but they
can plausibly be expected o have less of an effect on cost than minimum staff/child ratios or
group size, which directly increase the marginal cost of providing care. However, if ensuring
basic health and safety does increase the cost of care, and hence parents may not be able to afford
care that mests these standards, subsidies for care that meets the standards could alse be useful.

BWalker 1992; Blau 19972,
¥ Cogt, Quality & Qutcomes Team study 1995,

%01 course, the longer run effects will depend on how responsive the supply of skilled
.child care labor is, since the decrease in supply will drive up wages for slkalled child care
workers. There is as yet no research on this question.
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Thers is currently no available evidence of the effect of minimum health and safety regulations
on the cost of care, or of the effect of subsidies on the safety of care purchased. '

"THE NEED FOR MORE RESEARCH

Employment and care responses to the price of child care

There is a little evidence on the employment responses of low income parants. There is 2 critical
need for such evidence since direct federal subsidies are targeted to this group. Furthermore, -
there {5 a need for studies of employment responses of low income families in the pew
environment created by welfare reform. Random assignment studies are a promisiang approach,
Because subsidies are limited, and waiting lists tend to develop,” random assigrment to eligible
parents would enhance our ability to study the effects of subsidies on parensal choices. Ancther
unresolved question is to what extent working mothers respond to subsidies by substiruting paid

- for unpaid care; ap investigation of this issue would require longitedinal data, Finally, there is
little evidence on the effest of the cost of care on the demand for quality, Evidence on this sffect
is important in understanding whether child care subsidies will induce parents to purchase higher
quality care. . '

The link between child care quality and child sutcomes

Although there is ample evidence that high quality paid child care can benefit children, there is a
need for more information on the relationship berween specific attributes of care -- or groups of
attributes ~- and ehild outcomes. We lack information on the magnitude of the effect of changes
in measured inputs on child cutcomes, on the ways in which improving one attribute of care may
have implications for the effects of other attributes, and on where to draw the threshold for
acceptable and unacceptable jevels of different atributes of care. It is important that research on
such topics properly controls for family inputs and uses representative samples,® |

The existing studies have looked at varations in guality among paid care facilities, Yer we know
that one of the effects of child care subsidies is to induce an increase in paid relative to unpaid
earg. We have no information on the developmental effects of paid versus unpaid care, Or even
on their relative quality. Finally, there is a need for more research on the effects of chiid care on
low income children 2s compared with the general population of children ®

#See e.g. Berger and Black (1992) for evidence of waiting lists with one subsidy
program. : ’

HHayes et al (1990)
% Phillips and Bridgman (1955},
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Effects of regulation

Very little work has been done on the effect of regulation ~ and, more imporiantly, of different
types of regulation - on the child care market. We lack information on how regulation of
different stroctural attributes of care affects the supply of regulazed care; for instance, do
providers leave, or enter, the regulated child care market in response to regulation? We also lack
information on the effect of regulations on the prices charged by child care providers. And
finally, we lack information on how regulations affect parents’ use of regulated care,

. Information on unregulated child care

Information sbout the unregulated child care sector is, not surprisingly, much less availabie than
information about regulated providers. But it is important to get a better sense of this sector, As ,
noted previously, CCDBG subsides can go o unregulated providers, which in some states could
be a family day care home with up to 12 children.® We lack information on the quality of this
care, and on how responsive its supply is to changes in demand. Since more stringent regulations
may result in regulated providers moving to the unregulated sector, information on tins sector is
critical for a c&;zzzpieie analysis of the effe\,z of regulations.

SUMMARY

Matemal eroployment has been rising over the last few decades and with i, the use of non-
maternal child care, particularly paid child care. There is no reason to expect a change in this
trend, and as welfare reform moves mothers into employment, the demand for child care services
15 hikely 10 grow. Child care costs place s large financial burden on those without access to
subsidized care and many low income working families recerve little or no government subsidies
. for child care expendime.s. There 15 also reason 1o be concerned about the quality of care.

We discussed three possible motivations for intervention in the child care market: external
benefits, information imperfections, and redistribution. What can we say of the relative merits of
different policy tools in meeting these di ferent goals?

Care that does not provide for basic health and safery of children can have large costs to thess
children, their parents, and society. Potential policy responses include providing parents with
information about the safety features of &ifferent care options, and enforcing strooger misimom
standards in licensed care settings. If mindimum standards drive up the cost of care, subsidies to .
low income working parents for care that meets the standards might also be needed.

In addition, there 15 substantial evidence that high quality child care can have 1 positive impact
an child development. But we Jack information on the precise nature and the magnitude of the

¥ hild Care and Development Block Grant Act Section 658E.
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link between child care atuributes and chiid outcomes; this makes it difficult to design policy to
promote the use of child care with external benefits. Subsidies, even those tied to particular
aspects of care, do not appear likely to increase the purchase of *high quality care’, at least as we
can measure it. Subsidies for paid child care are Jikely 1o induce working parents to use relatively
more paid care. The relative quality of paid and unpaid care, however, is not well understood.
Regulations can serve to increase quality, but the likely increases in costs will induce
substitution away from regulated care, However, we lack information on the magnitudes of the
various effects of regulations, Subsidizing provider training may also increase quality, and is .
uniikely to increase costs; however the high rate of turnover among child care providers raises.
concerns about the refurn on subsidizing investments in provider education. . -

There is alsc evidence that parents lack the information necessary 1o make %ppmpriatc selzctions
of ¢hild care for their children. The government could serve a useful rale in directly providing
this information, or in encouraging private sector agencies 10 do 56. Any increases in our
knowledge about the links between care and putcomes would enhance the government and the
private sector’s ability 1o provide useful information. There is also some evidence that
regulations that establish mintmum quality levels help overcome the znfematzon g2p, although
potentially they have the downside of increasing the cost of care.

Finally, from a redistributive perspective, we have seen that child care costs impose a substantial
burden on working families, particularly on Jow-income working families. Policies that make
child care more affordable for working parents can help alleviate this burden. Policies targeted to
the low income population complement other efforts to encourage wark, since mothers’ work
decisions are responsive to the price of care, Such policies also seem likely to increase the use of
paid care among wori{mg mothers, but not the amount of non-matemal cars among working
moihers. :
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Appendix L ‘The eifeet of child exre prices an matersal employment (all effects statistically sighificint Tidess matcaten; -

A, Studies thal wye an estimation of vhifi-care costs

Study Dhata source Group studied Bsiimation procedurs Measure of labor Mzeasure of cost of | Estimated elasticity of employment
fyenrd : supply child cars with respect to child care costs
e — et e ettt —— e — st
Blau and 1990 MCCS and 1590 PCS Married and Multinomsa! logit. Whether motheris | Uses data o fees to | -0.20 {ealouinted by computing the
Hagy single mothers employed estimate hourly fees | glasticity for each individual and then
{farth- with children averaging over the sample.)
roming) undder 7 not in Significance cannot be determined
school from avaifable information,
Blau and 1986 EOPP Maurried mothers | Maltivomia) logit Mother doss not Average child-care | -0.38 (average price elasticity of
Robbing with at Jeast ons work versus four expenditures amoeg | employment aver a ronge of examined
(1988} child under 14 combinationg of families in the child care costs) Significnnce cannot
mother warkiog community who be determined frons avaiiable
with purchased care | purchased care infrmation,
or not, other : "
relntives working ar
]
Connelly | Wave 5 of 1984 S$iFP Married mothers | Probit Employed or not Selevtivity- -0, 20 (calouinted at means)
{1952} wilh children “corrected pradisted : '
ander 13 hourly cests from
’ gmployed who
purchase care
Ribar Wave 5 of 1984 SIPP Married mothers | Bimultancous maximum | ditto ditte -83,74 {calculaled 2t means)
{1992} ’ with children Heelihood probit of
urider & fabor force participation
and tobit of demand for |,
paid and unpaid child
care services
GAQ Urban Institute’s 1990 National Mothers in Prohit ditto ditto ~Q.5 for poor mothers, -0 34 for near-
{1595) Child Care Survey and Law. sumple ’ poor mothers, and -8.19 for non-poor

Income Sub-study

mothers., (Caleudated atmeans)
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Ribar 1984 SIPP, | Married women Maxigmum likelihood, ditto ditto 0,08 {funder 15). -0.08 funder &}
(1995) with children Extimates a structural Elasticities are means of effects
under 15 . muodal of hours of work evaluated at each observation.
. Signifivance cannot be determined
from svatiable Informsation.
Kitnrmel 1987 und 988 SIPP data Single mothers Probiz ditto ditto -0.346. Also eatiraated elasticity
(1995) : ia poverty separalely for white single mothers in
paverly (~1,362) and black single
mothers ig poverty {-.343; npot
‘ statistically significan)
Cleveland | 1988 Caondian Natisnal Child Families with Probit Engaged in paid ditta -).388 (evaiuated at means)
et &l Care Survey young children . ermployment or not ;
{1996)
Averettet | 1986 NLS-Y Married mothers Pual-error model Asnnval hours of ditto 078 {evaivated of means of data)
o (F947) with at least ans work ’
child under 2g¢ 6
B. Snudies that use an exogenous source of variation in the cost of child care
by {year) Data Group studied | Source of variation in child care Measure of lsbor Measure of cost of child care | Estimate of employment
Source N - LLosts __Laupnty - 1 elfee :
o and Teolephone survey Low-income Thase receiving day sare Suhsidy Whether mother Duminy for reccipt of subsidy § Atteibute an incresse in
k {1992} ’ singie mothers in twd Kentucky programs versus empioyed or not (amt of subsidy varies with - | esyployment of 12% 10
those on subsidy waiting Hst. income) program
:afssonand | Swedish data sel Families in Exogenoys variation due 1 lecal Whether mother Locally-set price {per month) Estimated mean elasticity of
ford {1592) | plus selephone different government seiting subsidy rates works ‘yubstantially” of pubtic child care employment with respect to
sUtVeY Swedish for public child eare, {rnore than 30 hours) : child care cost -1.88

comemunities
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sowitz et al
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HLE-Y

Firsttime
mothers

Yariation smong siates and nver
tine i state and federal income
fax gredits for child care

Whether maother is
empioyed when child
s 3 months old, and
whether mother s

employed when child-

i3 24 nnnthe

Subsidy available through
state and federsl income tax
credits; o svoid endogengity
issues, assumes woman works
full-time at hier predicted wage

Greater tax credifs increased
early returs to work (w/in 3
mes) but bad liitle effect on
gmployment of women with
older children
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Appendix 2: Effect of child eare price on use of market care, given maternal employment’

Study

fiaia and Methods

*

Measures of price of care and mode of care.

Price efasticity of market care
yhitization conditional on

_emplovinent’

Hotz and
Kiiburn
1992

1986 NLS72. Black and
while mothers wih
preschoul age children,
Probir - .

Parental versus non-parental care.
Selectivity-correcied predicied hourly price of nnn»pmmzai cure |

.17 to -0.20 depending on
specification, Sigaificant,

otz and
Foitbom
1a54

1436 NL872. Black and
white mothars of pre-schoul
age children. Maximum
tikelthood switching
regreasion model.

Parental versus non-parental care,
SBelectivity-comrested predicted hourly price of non-parental care (using
different Instrizments from 1992 paper}.

-1.7. Signpificant,

Clcveiaﬁzi
et pi

{1890)

1988 Canadian Naticnal
Child Care survey, Famities
with young children. Peobit.

Whether family purchases market care or non-market cace at zero cost.,
Selectivity-corrected predicted hourly price of care from employed who
purchase care,

-1.036. Single coe{fivient used in
cormpinting elasticity {s significant,

Ribar
1943

1984 SIPP, Married women
with childres uoder 15,
Maximusn likelihood.

Direct report of whether Tamily pays fir care,
Seloctivity-corrected predicled hourly price of care from employed who
purchase care.

Elasticity for paid cars utilization i
-8.608 or -0.42 depending on
specification, When look st moms
with kids under 6, elasticity drops to
-8.235 or -0.224 depending on
specification. Can't determine
significance.

Blau and
Robins
{1988)

1980 BEOPP. Married
mpthers under 45 with
ghildren under 314,
Multinomial logit.

Murker versus non-market care; care coded as madket il provided by n

aot-relative of in & group facility or day care center, or if family reports

any dirvet expeaditure on child cars.
The weekly cost of marke! cave reported by families is used $o vonstruct
the site-average weekly child care cosis; these are dwlded by 3G w0

-£. 17, Can’t determiag significance

estimale hourly price of care.
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Blav and 1990 NOCS snd PCCSS, Whesher family pays for care or not, - 15, Can't defermine significance

Hagy . | Women with children under | Estimates howrly fees using regression results,

(forithcom | 7, not in schoel. .

ing} Multicomisl jogit.

Ribar 1984 JIPP. Married females [ Paid versus unpaid care. ‘ - 210, Underlying cosfficients
{1992} with children 8-6. Tobit Setectivity-correcied predicted hourly costs from employed who significant.

purchase care. )
i, Elasticities for Blau and I{nbms {1988), Ribar {1992) and Blau and Hasgy (forthcoming} are all taken from Blan {undcr review) who recalvulates the elasticities
- using variable meany from the data In Blau and Hagy (forthooming).

2.AH elastichlies caloulated at sample means except for Ribar {1995} who caloulates mean of elasticities for each individual
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June 199§

. A Report by
" The Council of Economic Advisers



EXECUTIVE SUMMARY

Although the gap between women and men’s wages has narrowed substantially sinck the
signing of the Edual Pay Act in 1963, there still exists a significant wage gap that cannot
be explained by differences between male and female workers in labor market experience
and In the characteristics of jobs they hold,

After hovering at about 60 percent since the mid-1950s, the ratio of women'’s to men’s
-median pay began to rise in the late 19705 and reached about 70 percent by 1990. The
gender pay ratic is currently on the rise again, massmg 75 percent in 1957.

The gender gap has narrowed faster among younger women and among married women
‘with children, The data that permit disaggregation by demographic groups show the
overall gender pay ratic rising from 57 percent in 1962 to 68 percent in 1996 (the last year
for which these data sre available). In contrast, among women under 40, the gender. pay
ratio rose from 58 percent in 1969 to 74 percent in 1996, Among married women with
children, the gender pay ratio (relative to all male workers) rose from 53 percent in 1969
to 68 percent in 1956, Relative to all male wnﬁcers, wage gains have been faster for non-
Hispanic black and non-Hispante whits women t%zan for ﬁispamc women,

The most recent detailed longitadinal study found that in the late 1980s about one-third of
the gender pay gap was explained by differences i the skills and expenence that women
bring to the labor market and about 28 percent was due to differences in industry,
occupation, and union status among men and women, Accounting for these differences
raised the female/male pay ratio in the late 19803 from about 72 percent to about 88
percent, leaving around 12 percent as an “unexplained” difference. ‘

Over the last twenty years, increases in women's accurmudated labor market experience
and their movement into higher-paying ocoupations have played a major role in increasing
women's wages relative to men’s. Changes in farmly status, in industry structure and in
unionization also worked to narrow the gender pay gap, while increasing economic
bencfits from skills and increasing wage inequality would have, by themselves, widened
the pay gap. In addition, the decrease in the pay gap that remains “unexplained” after

. controlling for measured differences between men and women has been 2 large contributor
to the narrowing of the pay gap.

The evidence is that labor market discrimination against women persists, although it 1s
difficult to determine precisely how much of the difference in female/male pay is due to
discrimination and how much is due to diffierences in choices or preferences between
women and men. One indirect and rough measure of the extent of discrimination
remaining in the labor market is the “unexplained” difference in pay. Some studies have
tried to measure discrimination dirsctly by looking at pay differences among men and
women in very similar jobs or by comparing pay to specific measures of productivity.
These studies consistently find evidence of ongoing discrimination in the labor market and
support the conclusion that women still face differential treatment on the job.



L INTRODUCTION

Thirty five vears ago, President Kennedy signed the Equal Pay Act into law, making it illegal to
pay men and women employed in the same establishment different wages for “substantially equal” -
work?, At that time, the ratio of women's to men’s average pay was ahout 58 percent.? Although
the gap in average pay between men and women has decreased since then, the “gender gap” in

pay persisis. Decreases in labor market discrimination towards women may be partly respensﬂ:slc :
for these improvements, but continued dzscrmnamn may also oonmhutc 0 the remaintng
Sarmings gap.

The long-standing diffarences in the average pay of men‘and women in the labor market are the
result of many forces, including differences in the characteristics {such as average labor market
 experience) that men and women bring to their jobs, differences in the characteristics of the jobs
in which men and women work, and differersial and discriminatory treatment of women by

_ employers and co-workers.

All of these factors interact in complex ways.” Hence it is difficult to determine precisely how
much of the difference in female/maie pay is due to discrimination and how much s due to
differential cholces and preferences by female workers. For example, i women have less
experience than men, they may choose occupations where extensive experience is less necessary.
If women consistently choose different ocoupations than men, stereotypes about women’s abilities

" may.be reinforced and discriminatory behavior by employers may be perpetuated. If em;)loycrs
make it difjctlt for women to enter certain cccupmazza women's mcmmes to mvesz in traiming
for those cccupations may be reduced.

Warmen and men differ, both in terms of the jobs in which they work and in their responsibilities
for children (svhich affect work at home and in the market). Mevertheless, over time, women's
skills have become more similar to men’s. The occupations and industries in which men and
women work have aise become more similar, But, as of the late 19805, the date of the most
recent detailed study, there were still large differences between men and women in personal and
job characteristics that influenced their relative wages, And even when all of these differences
were taken into account, 2 significant gender wage gap remained. As we discuss below, this
suggests that there i continuing discrimination against wornen in the labor market.

b

Schultz v. Wheatoh Glass Co., 421 F.24259 (3rd Cir. 1970),

Based on calculations from the March 1964 Current Population Survey (Bureau of the
Census). Data are for weekly wages of full-time, year-round workers aged 25-64. _
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IL TRENDS IN THE GENDER WAGE GAP
Trends in the overall gap-

Figure 1. Medisn Weekly Eamings of Fomaies Relative o Males After hovering around 40 ;;ercezzz since the mid-
w0 1950, the ratio of women’s to men’s pay
began to rise in the late 1970s, surpassing 70
] percent by 1990 (sex bottom line of Sgure 1), ..
b PO After a pause in the mid-1990s, the gender pay
U e ratio has begun to rise again, reaching more -
p A than 75 peccent in 1597 (see top line of Figure

1).* Although the size of the gender pay gap
varies across countries, many industrial
econondes have seena narmwmg of the gap -
‘over the last two decades
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Trends in the gender gap by demographic characteristics

' Figure 2. Rilﬁﬂ' of Female/Male Average Weekly Wages

10 In order to compare trends in the gender pay
. * | ratio across different- demographic groups, a
a8k S data series is needed that permits such

disaggregation. Figure 2 shows the aggregate
* gender pay ratio in this data series, based ona

Ratlo

- *Goldin, Claudia. 1990, Understanding the Gender Gap. New York: Oxford University

‘ “The data shown in the top line of the figure are ratios of median weekly wages for full-
time workers aged 25 to 54, published quartedy by the Burean of Labor Statistics since 1979, The
© bottom line shows the ratios of median weeldy wages of full-time, year-round workers aged 25 to
54, calculated from the March Current Population. Survey data files. Unfortunately, the former
series is not avallab!e befire 1979, and the latter series is not currently available affer 1996. .

5Wa§dfagel Jane. 19938, “‘Understandmg the ‘Family Gap’ in Pay for Women with
Children.” Jowrnad of Ecorromrc Perspectives 12(1):137-55.
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slightly different group of workers.® Although the level of the gender pay gap in Figure 2 is
slightly different from that in Figure 1, the overall treads are similar.

'%Z % Ratia of Femaie/ituie Avermge Wesicy Wages by Rae a0t B7052Y Tigure 3 shows pay ratios for women workers

by race and ethnicity, relative to all male

ash workers, Relative to all male workers, wage
E gains have been faster for non-Hispanic black
so8k and non-Hispanic white women than for

gm Hispanic women.

k- . ‘.

%;2 Waomen of all ages and education levels

~ experienced gains in pay relative to their male
counterparts. The gender gap varies linle

8,

Fi TR R ; ¥ : b
ol i iy across educstion groups’ but is substantially (
Whxran, Black Women - K Wormen smaller for younger women {(see figure 4), This

Ttmmtene ey TR Fanperiniiveh Sovvery, Siou v

] _ was not always the case. In 1963, the gender
gap was similar for those under and over age 40. But the gap narrowed much faster for younger

oo women. The targer gap among older women
Figrvrs 4, Ratio of Famala/Male Averages Waakly Yages by Age

f e may be a generational effect, indicating that the
‘ | cumrent younger cohort of women has made
osh | choices more similar to those of men and/or is

rot facing as much diseninination as the cohort
tefore them. Alternately, the gap for older
women could reflect growing differences in
accumnulated work experience a5 wWomen age or
1. a™glass ceding” effect by which women achigve
.smaller pay gains over ime, Indeed the
hipartisan Federal Glass Cetling Commission
1968 47 a9 199a €05 179 1060 1Re found that “in the private sector, equally

Under 40 40 and cvwt qualified and similarly Situated citizens are being

| Tt GomS e S an e denied aqual access to advancement into senior-
level management on the has;s of g::nder race, or eﬁnziczty *

84
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. *Data in figures 2 throngh 5 are based on tabulations from various years of the March

“Carrent Population Survey (Bzzman of the Census). The data refer to full-time, year-round
workers aged 25 10 64,

"Blay, Francine, 1998, “Trends in the Well-Being of American Women, 1970-1995.”
Journal of Economic Literature 36: 112-65.

*U.S. Department of Labor Glass Ceiling Commission. 1995, “Good for Business!
Making Full Use of the Nation’s Human Capital,” March. Washington DC,

¥
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F‘f“: 5 Fiako of FormieiMaio Avorage Woely Wages by Pamiy Sty Traditionally, women with children have had

‘ ' lower wages than childless women. However,
gains in average pay have been greatest for
married women with children (see figure §), It
is worth noting that this is also the group of
‘women among whom labor force participation
has increased the most since 1970, Although
their pay relative to men has climbed, single -
mothers continue to have the lcmest average
rate of pay. ’
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by *‘"’i::m e Gender gaps izz fringe benefits

’ mamwwwmpn

The male-female difference in wages is also
visibie in fringe benefits, which currently make up about 30 percent of total cnmpcnsazzazz As
with wages, some of this gap is related to differences between men and women in homan capital
and job characteristics, and some remains unexplained. Among younger workers, the gender gap
in total compensation appears to be smaller than the gap in wages.” Much of the female-male gap
in pension coverage can be accounted for by differences in their labor market histories and is
much smaller among vounger ivqricm‘ In addition, ameng those who have pensions, the gender
gap in benefit levels is largely explained by gender differences in income. *® Therefore, lower
wages, and hénce lower lifetime earnings, result in lower pension benefits upon retirement. For
some women, the lack of coverage or lower benefit levels may not be a problem, since they
receive benefits zfzrough a spouse. For other women, lack of adequate health or pension benefits

from their job is a sertous problem. More research is needed to uaéerstand the impact of iow&r
ﬁ“mge benefit ciavcz“age on female employees.

[0 EXPLAINING THE TRENDS }N mﬁ‘, GENDER GAYP

In this section, we examine changes in the z“ciazi;:e characteristics of female versus male workers .
and in the jobs in which they work, and relate these changes to the decline in the gender gap. The
next section considers the role of discrimination.

'The: gender gap has declined both because gender differences in measured characteristics have
narrowed, and because the “unexplained” difference in pay (which may be discrimination, as
discussed below) has also fallen, Among the measured charactedstics, the two most Important
factors conm?}zz:mg toa na:mmg of the gemder wage gap between 1970 and 1995 have been
improvements in women’s relative labor market experience and improvements in their relative

*Solberg, Bric and Teresa Iaughh& 1995, “The Gender Pay Gap, Fringe Benefits, and
Occupational Crowding.” Industrial and Labor Relations Review, 48(4): 692-708,

WEven, Witliam and David Macpherszm 1994, “Gender Differences in ?mszons * Journal
of Human Resources, 79(2).555-587.



occupational status. Changes in unionism also benefitted women relative to men, but have played
a smaller role. Although substantial, shifts in employment across industries have had relatively

lirtle effect on the gender pay gap. Increases in the retums to skill and increasing wage differences
&CTOSS occl.pazzcms and industries -~ particularly in the 1980s ~ dampened women’s ralative wage

gains, since women were dxsprap:zztzanateiy rcpresented among the less-skilted and in lower-
paying ocmpatwns

The Role of Human Capital ' :
Human capital, which includes education and labor market experience, is often viewed as the most
important determinant of wages. An additional year of schooling is estimated to increase wages by
5to 15 p;:rcezu.“ An additional 25 years of work experience increases wages by an estimated 80
percent. : : S

Differences in labor market experience between men and women are far greater than differences in.
their educational attainment. But in the 19805, the difference between men and women workers

in average labor market experience began to fall. The increase in women’s relative experience by
itself would have reduced the pay gap by about 3.5 percentage points over the 1980s. Sdll, as of
the late 1980s, when such data were last analyzed, remaining differences in work experience

between men and women were found to ex;:rlain about ane-third of the pay gap that existed at that

time‘” -

The Role of Family Status and Children :

The relationship between family status and pay is ézﬁaent for men and women. ‘While married
men, most of whom have chﬂdren, typically earn more in the labor market than unmarried men,
for women the relationship is reversed. Children are associated with lower wages for women but

not for men, in part because children tend to reduce women’s war}c experience and time with their .
em;ziﬁycr

The pay premium for married men appears to have shrunk during the 1970s and 1980s.™
However, trands in earnings differences between mothers and women wzzéimt children are less

MCouncil of Beonomic Advisers. 1996, “Pmmtmg Ec{}mrmc Growth: Bmkgmwzd
Bneﬁxmg Paper.” July, ‘

. “Freeman, Richard and Lawrence Katz. 1994, “Rising Wage Inequality: The United
States v, Other Advanced Countries.” In Richard Freeman, ed. Working Under Different Rules.
New York: Russell Sa@ Foundation, -

MBlag, Francine and Lawrence Kahn, 1997 “Swmmmmg Upstream: Trends in the Gender
- Wage Differeatial in the 19808 Journal of Labor Ecommrcs 151, Part 1): 142, ’

“Blackburn, McKinley and Sanders Korenman, 1994, “The I}ccizmng Marital Status
Eamings Differential.” Jowrnal of Popidation Economics T:247-79,
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clear. Out of all women, gains in average pay over the last three decades have been greatest ?cn.'
. mamried women with children {see Figure 5. But there is evidence that for younger womery, the
wage gains for mothers were much less than for non-mothers over the 19805,

The Role of Occupation

Men and women tend to work in differem :}ccupanons And wages differ substantially according
1o the gender composition of the occupation. In particular, men and women whe work in
predominantly female occupations eam less than comparable workers in other occupations.

ngure & mdicates how men’s and women’s occupational status have chmgeé over time. Women
have increasingly moved into traditionally male occupations. Between 1583 and 1997, the
proportion of employed women who worked in

Figure 8. Cocupational Distribusion of Employmert managerial and professional occupations
M srangonial and probess E Sued T3 Cpmeaton

Bl Yoctwical saien, & aein, [l rrmimm proekeson | E3rame i0CTEasEd from 23 to 32 percent, while the
. i 7 proportion of men in these occupations rose
E e only from 26 to 29 percent '’ But women are
£ still much more likely to work w service and

“glerical jobs than men, while men remain more
likely to be in blue collar {craft, operator, and
labor) jobs.

cx
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Oeeupational segregation by gender began to

o 0 PR % e decling noticeably in the 1970s. Such changes .
o et ot o et may be due to imegmti{m of formeriy male or
Seurin s o ok S, ATacy Emsaseet vt €ominge. .

fernale occupations or to mcreases in the total

-employment share of occupations that have traditionally been more integrated. Movement of
women into teaditionally male occupations was the predominate cause of the decrease in
occupational segregation in the 1970s and 1980s, In the 19805, growth of overall employment in
more infegrated occupations was somewhat more important than it had been in the 1970s.** The
decline in occupational segregation alone in the 1980s would have reduced the gender gap by
gbout three percentage points.” Although occupational desegregation has continued in the 1990s,
the rate of desegregation through the mid-1990s appears 1o have been somewhat slower than the

“Waldfogel, op. cit.
*Blau, op. ci.. .

' Pata begin in 1983 due to a major change in the mgzazzcnal classification syste:m
mnplemented in that year, -

¥Blau, op.-cit.-
“Blau and Kahn, op. cir.
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rate during the 1970s axi{l 1980s5.%

The Role of ’(;mexxs :
Union membership is estimated to boost wages of union membez‘s relative to non-unjon members
by 10 to 20 peicent.” Men have traditionally been more likely to be union members than women,
“which helped increase the gender pay gap. The decline over the last 25 years in the fraction of the
workforce that is unionized has raised women's relative pay as fewer men receive union wages,
In addition, the share of unionized workers who are female has increased as unions have declined
less {or even grown) in certain public sector and service-related occupations that have a greater
- share of female workers.” These fernale union members have benefitted from Hgher union wages.
But, overall, the decline of unions has had a relatively small role in the declining gender pay gap;

by 1tself, it would have caused the gender pay gap to decline by about one percentag& poim over
the 1980s,

The Role of Indusiry

Differences in wages across industries are substantial and persistent. For example, wages for
similar workers are 37 percent higher than average in the petroleur industry but about 17 percent
lower than average in retail trade.” - Recent shifts in employment across industries (notably, the
decline in the refative empioyment share of blue-collar jobs, where women are under-represented)

have benefitted women zz:‘iatzvc to men.* However, the industry shifts had relauveiv {ittle effect on
the gender gap in the 1980s.% . '

The Role of C_hanggs in the Wage Structure
Trends in the above factors have boosted women’s wagss relative to men's, However, two major
trends have worked to widen the gender gap: increases in the pay premium associated with gher

Woorw:z, Barbara, 1997. “Gender differences in occupational r:m;}ioyment " Bﬁreazz 0]"
Labor Statistics, Monthly Labor Review, Apnl, pp.15-24,

2 Freeman, Richard and James Medoff. 1981, “The impact of Collective Bargaining:
Tusion or Reality?” in U.S. fncdustrial Relations }950-1980: 4 Crifical Assessment, IRRA.

- ®Blau and Kahn, op. ¢it. See also Even, Wiltiam and David Macpherson, 1993. “The
‘ {)&cbne: of Private Sector Unionism and the Gander Wage {}ap * Jowrnal af Human Resources
" 28(2):279-96.

%egcr, Alat and Lawrence Summers. 1988, “Efficiency-Wages and the Inter-Industry
Wage Structurs.” Econometrica 56(2), 259-53.

Q' Neill, June and Selomon Pelachek, 1993, ‘Why the Gender Gap in Wages Narrowed
in the 1980s.” Journal c;f Labor Econonsics 11(1): 205+228.

2’}32&3 and Kahn, op ¢it..
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“skills™ (i.e., higher levels of education and labor market experience) and increased pay differences
across industries and occupations.® This has served to widen the gender gap because female
warkers continue to have less labor market experience, on average, than male workers, and are,
on average, in lower-paying occupations. The rising wage inequality and increasing economic
returns to skills slowed women's progress during the 19895 and alone would have increased the

X gemz:: pay gap by aizout four to six percentage p{smzs

The Role of Policy '

A number of policies in the 19605 targeted gendcr discrimination i the labor market, The }:“Zc;ual
Pay Act of 1963 proscribes gender-based pay discrimination among employees within the same
establishment who do “substantially equal” work ® Tile VII of the 1964 Civil Rights Act (and
subsequent amendments) proscribes employment discrimination on the basis of sex in a broader
set of categories, including hring, promotion, and other conditions of empi(}ymenz Executive
Order 11246 (issued in 1965 and amended in 1967 to include sex).requires that non-exempt
federal commvtors and subcontractors take affirmative action in empioyment, -

- Few swdxcs have examined the effects of these policies on the gender pay gap. One difficulty in
makmg such an assessment Is that these policy changes tock place at & time’of enormous changes
in gender roles and expectations. Isolating the effects of a single policy change from these
broader social and economic changes is difficult. One study estimared the effects of affirmative
action on hiring by comparing hiring in firms that are Federa! contractors to those that are not
{and therefore are not subject to affirmative action provisions). Employment of women increased
somewhat faster in contractor firms.® Afthongh no such studies of the effect of policies on the
gender pay ratio exist, it is clear that a role for these policy changes cannot be ruled out mboth

the increase in the gender pay ratio and the other c?zangss that have served to increase the gender
pay ratio.’

*Blaw, op. cit.
“Blay and Kahn, op, cit.

BSehuidtz v. Wheaton Glass Co. op cit, The Equal Pay Act, 29 U.8.C. § 206(d) (1), makes

it ziiegal to pay men and women employed in the same establishment different wages for “equal -
work on jobs the performance of which requires equal skill, effort, and responsibility and which
are performed under similar working coml*mzzs

®1 eonard, Jonathan. 1984 “The Impact of Affirmative Actlon on Employment,” Journal
~ of Labar Econonics, October, 2, 439-463. ‘
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IV, DISCRIMINATION

What is gender discrimination in the labor force? -

Gender discrimination may take a variety of forms, from practices ‘that reducs the chasces that a
womar is hired to differences in pay for men and women who work side by side doing the same
tasks equally well. There are a variety of theories about how and why women face discrimination
in the labor market, An émployer may dislike female employees or underestimate their abilides;
customers may dislike fernale employess or underestimate therr abilities; or male co-workers may
resist working with women. These attitudes may not be dirested roward all workers but may only
focus on women In higher stetus occupations. For instance, male employees may not object (o
having women work for them but may object when women are their superiors.  In addition,
employers may eagage in what is called “statistical discrimination,” meaning that they assume an
individual woman has the average characteristics of all women. For example, because women on
average have higher turnover rates than men, an employer may assume that a given female job
candidate is more likely to leave the firm than a similar male candidate. Statistical discrimination,
like other forms of discrimination, is ilegal. An employer is required to base hiring or pay
decisions on specific information about an individual, not on presumptions based on gender.

The unexplained portion of the gender gap

Although the gender gap has narrowed since the late 19705, 2t 25 percent it is still substantial {see
figure 1}. And as late as the 1980s, the date of the mest recent detailed longitudingl study, a
gender pay differential of about 12 percent remained unexplained even after adjustmernts for
gender differences in education, lebor market experience, broad occupational and industrial
distributions, and union status. According to this study, the gender pay gap ratio in 1988 was 72
percent. Women's lower full-ime experience explained roughly one-third of the pay gap, and

© gender differences in industry, occupation, and union status explained about 28 percent of the pay
" gap. This left about 2 12 percentage point pay gap unexplained. This unexplained differsntial,
after adjustments, declined by half over the 19805, from about 22 percentage points to about 12

- percentage points. This decline alone woz.zid have reduced the gender gap by about 10 percentage
. points.* :

The unexplaired porticn of the pay gap is nftezz interpreted as the result of discimination. In this
view, once differences between men and women in the relevant determinants of wages are taken
into account, any remaining difference in pay must be due to discrimination. But this explanation
may be too simplistic, To the extent that discrimination affects women’s educational, job, and
family choices, the “unexplained” differential will understate the true effect of discrimination,
And, to the extent that an analyst cannot adequately measure all the determinants of wages using
" available data, there may be significant unmeasured labor macket skills that differ between men
and women. For instance, if women's labor market experience is less likely to be continuous (for -
example, due to childbearing), then just controlling for years of work may not fully control for the
differential effects of experience on male and female wages. In this case, the “unexplained”

*Blau und Kahn, op. ¢it.
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differeatial will overstate the true effect of discrimination,; because it includes the effect of relevant
unmeasured factors that influence the relative productivity of male and female employees.

The decline in the “unexplained” portion of the pay gap over the 1980s could eitherbe duc o a
relative improvement in wormen’s unmeasured labor market skills or a decline in discrimination,
Both explanations are plausible. Women's unmeasured skills may have improved relative to
men’s over the 19803, (For instance, women have entered elite private universities ~- many of
which were closed 1o women before the mid-1970s - at an increasing rate in recent decades,
perhaps increasing the quality of their schooling.) But reductions in discrimination may also have
played a role w reducing the “enexplained” difference between men’s and women's wages. For
example, a5 women increased their commitrment 1o the labor force and improved their job skills,
statistical discrimination against them may have diminished. In addition, reduced discrimination
could also have contributed to the decline in the expim‘ned portion of the pay gap if earlier anti-
discrimination efforts encr:zzzraged women {o invest more in Eabor market skifis and to move into
maonally male oceupations.

Studies of gender pay discrimination

Gender pay discrimination under the Equal Pay Act is said to ocour when male and female
workers employed in the same establishment receive different pay for “substantially equal” work ™
A small but growing area of research attempts to collect direct evidence on-gender pay
discrimination in the labor market in two ways. While none of these studies alone is definitive,

taken together they pmsem compelling evidence of the continued existence of gender
discrimination in the labor market. :

First, a harddful of studies have examined whether female workers earn fess than comparable male
workers withon the same establishments and narrowly defined occupational categories, Although
evidence is mixed, some studies find substantial pay differences between men and women working
in the same narrowly defined occupations and establishments. One recent and thorough study of
this kind takes advantage of a unique data set that matches workers i the 1990 Censusto
informnation on the establishments in which they work, using the U.S. Census Bureau Standard
Statistical Establishment List. Unlike previous studies of this type, the data inchude workers from
all sectors of the economy, The study decomposes the gender gap Into a part that is the result of
the concentration of women in particular occupations, industries, establishments, and “Jobs” {an
occupation within an establishment) and a portion due to differences in pay between men and
women working in industries, occupations, establishments, and jobs with a similar percentage of
fermale workers. The authors find that a substantial portion — at least one-quarter — of the pay

gap is the result of dzﬁ'&rcnces in pay b&v.ecn men and women working in sinular jobs and
establishments ® - -

Schultz v. Wheaton Glass Co., op cit.

PRayard, Kimberly, Judith Hellerstein, David Neumark, and Kenneth Troske. 1998,
"New Evidence on Sex Segregation and Sex Differences in Wages from Matched Employee-
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Second, an even smaller set of studies attempts to measure productivity of female and male
warkers directly to determine whether gender pay differences can be directly linked to

. productivity differences. This approach is rarely implemented because it requires information on
wages and a reliable (and non-gender-biased) measure of productivity such as physical output per
hour or sales. But a recent study of this sort found that pay differences between comparable
womern and men are too large to be explained by producuvity differsnces: Using a large linked
employer-employee data set, it concluded that “at the margin” women were 85 to 96 percent as-
productive as men but were paid only 66 to 68 percent as much as meg®

Finally, studies of discrimination in hiring offer additional, albedt indirect, evidence related to the
gender pay gap. For example, the introduction of “screens” 1o conczal the zémzzzy of candidates
from | Jums in auditions for symphony orchestras markedly increasedd female musicians’ chances of
~ suecess in such competitions and raised their odds of being hired ™ An avdit study ~ in which
male dnd female candidates submitted essentially identical resumes for restaurant jobs - found
that female applicants were less likely than their matched male counterparts to be interviewed or
hired as wait-staff in high-price restaurants (this was not true in low-price restaurants).** There is
same informal evidence that eamings tend to be higher in high-price restaurants; therefore this
difference in hmng could contribute to gender aaﬁ‘erences i pay. :

V. CONCLUSION

There is both good news and bad news with regard to gender pay differences. The bad news is
that thers remains a significant differential between women'’s and men's pay. On average, women
earn about 75 percent of what men eamn. Even after controlling for differences in skills and job
chmctmstu:s, women still earn less than men, While there are a variety of interpretations of this
remaining “unexplained” differential, one plausible interpretation is that gm&ay wage .
discrimination continues to be present in the labor market. This interpretation is buttressed by

- pther more divect studies of pay discrimination, which also show continuing gender differences in
pay that are not explained by productivity or job differences.

Employer Data.” Paper pfepared for the U.S. Bureau of the Census’ International Symposiom on
Linked Empl{)yer«‘ﬁmpinym Data, Washington DC, April. ’

| “Hellerstein, Judith | David Neumark, and Kenneth Troske. 1996, “Wage:s Productivity
and Worker Characteristics.” National Bureau of Econorric Ressarch Working Paper 5626, June.

% Goldin, Claudia and Cocilia Rouse: 1997, “Grchestrating Impartiality: The Impact of

‘Blind’ Auditions on Female Musiciang” Natzcnal Buz*eau of Economic Research Working Paper
No. 5203, January,

Neumark, David, Roy Bank and Kyle Van Nort. 1996. Sex Discrimination in Restaurant
Hiring: An Audit Study, Quarterly Journal of Economics, August.
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" The good news is that these differences have decreased in recent decades. This is true not only
for the “raw” gap in average female/male pay, which has decreased from about 40 percent to

about 238 percent over the past two decades, but it s also true for the “unexplained” differsnce in

female/male pay once factors that affect pay are controfled for, This suggests both that women’s

skills and job choices are becoming more similar to those of men, and that discrimination may be
lessening as well.
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