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Introduction

Bruce D. Meyer and Douglas Holtz-Eakin

grown dramatically in size, and it is now the largest antipoverty program

for the nonaged in the United States. In 1998, 19.7 million families received
EITC payments totaling $31.6 billion. As a result, in 1999 the EITC lifted 3.7
million individuals above the poverty line. In addition to directly raising in-
comes, the EITC has sharply changed work incentives, increasing the after-tax
wage by up to 40 percent for those with low earnings. Since the credit is refund-
able, a person without a tax liability receives it as a payment that, by 2001, could
exceed $4,000.

The rapid growth in the EITC in the 1990s Icft researchers with the challenge
of understanding its impact. This book constitutes a large share of the recent
efforts, with chapters examining the history of the EITC, its effects on work and
marriage, and how the credit is used by recipients. These studies also describe
problems with noncompliance and marriage penalties and evaluate the implica-
tions of potential changes to the credit.

S ince its inception in 1975, the federal Earned Income Tax Credit (EITC) has

WHO RECEIVES THE EARNED INCOME TAX CREDIT

The EITC provides an earnings subsidy to family members who satisfy three
criteria. First, a family must have a wage earner, since only those who work are
eligible. Second, the family must have low income. In 2001, a family with one child
could receive the EITC if its income was below $28,281, while a family with two
children could earn up to $32,121 and receive the credit. Third, while a smalt EITC
(up to $364 in 2001) is available to the childless, to receive a significant EITC a
family has to have children. The maximum credit for a family with one child was
$2,428 in 2001, while that for a family with two or more children was $4,008. Since
the EITC is refundable, a family can receive the credit even if they do not have an
income tax liability. In the vast majority of cases, the credit is received as a lump
sum as part of a tax refund early the following year. In summary, the credit
subsidizes work by poor parents as it transfers income to them.



Making Work Pay

FIGURE I.1 / Federal Earned Income Tax Credit Schedule for Families With
Children, 2001
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Source: Authors’ configuration.

The EITC schedule for families with children in 2001 is illustrated in figure
I1. The schedule for families with two or more children (represented by the
upper line) provides a larger credit at all income levels than that for families
with only one child (the lower line). Both schedules provide a large earnings
subsidy initially as the credit is phased in: forty cents for each dollar earned for the
first $10,020 in earnings for those with two or more children. For example, a single
mother with two children who earned $10,000 in the previous year would receive a
credit of $4,000. At the flat part of the schedule, the plateau, the total credit received
does not change with earnings. With additional earnings beyond the plateau,
however, the credit is decreased, resulting in an implicit tax on earnings at a rate
just over 21 percent for those with two or more children. For those with one child
there are somewhat lower earnings subsidies, credits, and implicit taxes.

To paint a statistical portrait of recipients, we examine their characteristics
from several angles and with two data sets. The two sources of data do not
perfectly agree, but they lead to roughly similar conclusions. Table 1.1 is calcu-
lated from the Current Population Survey (CPS), the largest in-depth survey of
the economic status of American households.’ The table shows that a majority of
EITC dollars go to single mothers. Adding in single fathers, one can see that 60
percent of EITC dollars go to single parents. Since poor families with children
are disproportionately headed by single parents, such families receive the pre-
ponderance of EITC payments. The vast majority of remaining dollars go to
married couples with children, who receive 37 percent of the credit dollars.
While a substantial number of recipient couples or individuals are childless (24

2
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TABLE L1 / EITC Benefits Received and Number of Recipients, by Family Type, 1999

Distribution
EITC of EITC Average Benefit
Recipient Category {Millions) (Percentage) Received
Single women with children
Total benefits $12,138 52.95 $1,903
Number of recipients 6.379 39.41
Single men with children
Total benefits $1,570 6.85 $1,701
Number of recipients 0.923 5.70
Married couples with children
Total benefits $8,522 37.17 $1,682
Number of recipients 5.066 31.30
Individuals without qualifying child
Total benefits $623 2.72 $184
Number of recipients 3.384 20.91
Couples without gualifying child
Total benefits $72 0.31 $166
Number of recipients 0435 2.69
Total
Total benefits $22,926 100.00 $1,416
Number of recipients 16.187 100.00

Source: Authors’ caleulations using the Current Population Survey, annual demographic file
2000. All numbers are weighted.

percent), they receive only 3 percent of the credit dollars. This concentration of
97 percent of EITC dollars in families with children reflects the program design
that provides larger credits to these families.

The EITC is also targeted toward large families. Table 1.2 reports total benefits
received and the number of recipient families for families with different num-
bers of children. More than two-thirds of payments go to families with two or
more children. Thirty-eight percent of dollars go to families with two children,
while 27 percent of dollars go to families with three or more children.

Table 1.3 reports descriptive information on the age, race, and education of
recipients and the ages of their children. Single-mother EITC recipients are dis-
proportionately young, less educated, and white, Their children are fairly evenly
spread across the age ranges. Married mothers are slightly older, with even less
education, more likely to be white, and have disproportionately young children.
Recipients without children tend to be even older, but their other characteristics
are similar to those with children.

While the CPS is the best source of detailed information on the characteristics
of families receiving the EITC, data from the Internal Revenue Service (IRS) pro-
vide better information on numbers of recipients and credit amounts. Table 1.4

I3
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TABLE 12 / EITC Benefits Received and Number of Recipients, by Number of

Children in Family, 1999

Distribution
EITC of EITC Average Benefit
Recipient Category {Millions)  (Percentage) Received
Recipients without a qualifying child
Total benefits $696 3.03 $182
Number of recipients 3.819 23.59
Recipients with one qualifying child
Total benefits $7,300 31.84 $1,432
Number of recipients 5.096 31.48
Recipients with two qualifying children
Total benefits $8,789 38.34 $2,046
Number of recipients 429 26.54
Recipients with more than two qualifying
children
Total benefits $6,141 26.79 $2,064
Number of recipients 2.976 18.38
Total
Total benefits $22,926 100.00 $1,416
Number of recipients 16.187 100.00

Source: Authors’ calculations using the Current Population Survey, annual demographic file

2000. All numbers are weighted.

TABLE 1.3 / Demographic Characteristics of EITC Recipients, 1999

With Children Without Children

Recipient Characteristic Single Married Single Married
Average age (years) 34.839 37.432 40.458 56.055
Educational attainment (percentage)

High school dropout 231 36.3 26.9 37.7

High school graduate 40.5 35.2 37.6 37.7

Some college 30.2 204 28 16.5

College graduate 06.1 08.1 12.7 081
Black (percentage} 240 07.7 154 7.6
Average number of children, by age

0 to five years old 0.506 0.725 — —

Six to seventeen years old 1.051 1.248 — —_

Total 1.557 1.974 — —

Source: Authors’ calculations using the Current Population Survey, annual demographic file

2000. All numbers are weighted.

4 |/
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TABLE 1.4 / EITC Benefits and Number of Recipients, 1998, Comparisons of IRS Data to

CPS Data
IRS CPS
Distribution Distribution Ratio
Recipient EITC of EITC EITC of Credit (CPS $EITC /
Characteristic (Millions)  (Percentage) (Millions) (Percentage) IRS $EITC)
By filing status of
recipient
Head of houschold
Total benefits $21,215 67.15 $13,634 59.94 0.64
Number of
recipients 10.42 52.88 7.318 45.00 0.70
Joint
Total benefits $9,683 30.65 $8,532 37.51 0.88
Number of
recipients 5.73 29,10 5.589 34.37 0.97
Single
Total benefits $694 2.20 $581 2.55 0.84
Number of
recipients 3.549 18.01 3.357 20.64 0.95
Total
Total benefits $31,592 100.00 $22,747 100.00 0.72
Number of
recipients 19.71 100.00 16.264 100.00 0.83
By number of
qualifying children
Returns without a
qualifying child
Total benefits $694 2.20 672 295 0.97
Number of
recipients 3.549 18.01 3.894 23.94 1.10
Returns with one
qualifying child
Total benefits $11,818 37.41 $6,860 30.16 0.58
Number of
recipients 7.803 39.60 4,949 30.43 0.63
Returns with more
than one
qualifying child
Total benefits $19,080 60.40 $15,215 66.89 0.80
Number of
recipients 8.353 42.39 7421 45.63 0.89
Total
Total benefits $31,592 100.00 $22,747 100.00 0.72
Number of
recipients 19.705 100.00 16.264 100.00 0.83

Source: Authors’ calculations using data from Current Population Survey, annual demographic file
1999; IRS 2000, figure H; U.S. House 1998, table 13-13.
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provides a less detailed breakdown of the characteristics of EITC recipients and
compares CPS and IRS data.” The IRS data indicate that an even larger share of
EITC dollars go to single parents (those filing as heads of households): 67 per-
cent of all payments in 1998. Almost all of the remaining dollars go to married
couples, who receive 31 percent of all payments. Again, families with more than
one child receive most of the credit dollars, but the IRS data indicate that they
receive 60 percent of payments, a somewhat lower share than that indicated by
the CPS. Overall, we can see from table [.4 that the IRS paid out $31.6 billion
dollars under the EITC in 19982

HOW THE EITC AFFECTS THE DISTRIBUTION OF INCOME

Because its effect on the income distribution is among the most important conse-
quences of the EITC, we provide a brief description of the distributional effects
of the credit.' Figure 1.2 reports mean income with and without the EITC for
single parents in various income groups. For those with incomes under $6,000,
the EITC raises average income by about 30 percent. For those with incomes
between $6,000 and $12,000, the increase in mean income is about 25 percent.
Together, these two income groups include 23 percent of families with children
that are headed by a single parent. For single-parent families with incomes be-
tween $12,000 and $20,000, the EITC raises mean income by between 3 and 4
percent. For other income groups the effects are smaller, with little discernible
effect on the incomes of those with pretax income of more than $35,000. In short,

FIGURE 12 / Mean Family Income With and Without the EITC, Single Parents

$20,000 to $34,999 I
$12,000 to $19,999 '
B Other income
W EITC
$6,000 to $11,999
Less than $6,000 I

$0 $5,000 $10,000 $15,000 $20,000 $25,000  $30,000
Mean Family Income

Income Range

-

Source: 1999 income data from the Current Population Survey, annual demographic file 2000.
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the EITC goes primarily to very low-income single parents, and it amounts to a
large share of the resources this group has available to consume.®

A second way to gauge the distributional effects of the EITC is to ask how
many people it raises above the poverty line or other target income levels. As
shown in table 15, in 1999 the EITC lifted almost 1.0 million families with more
than 2.0 million children above the poverty line.* The credit lifted 3.7 million
people above the poverty line, reducing the overall poverty rate by 13 percent
and the poverty rate among children by 21 percent. While no other antipoverty
program approaches these poverty-reduction numbers, one caution is that the
effects of the EITC are concentrated around the poverty line (see Liebman 1998).
Table L5 also shows that the number of families or children below other target
levels, such as 50 percent of the poverty line or 200 percent of the poverty line, is
also sharply reduced by the EITC, although the largest effects occur around the
poverty line itself. Other programs such as Temporary Assistance for Needy
Families or the Food Stamps program are targeted more toward those with the
very lowest incomes.

THE COVERAGE OF THIS BOOK

The chapters of this book cover four broad areas of interest. One chapter out-
lines the history of the EITC and examines how research has informed the politi-
cal debate regarding its expansion. Four studies examine the extent of work and
marriage incentives inherent in the EITC and how tax policy could be altered in
light of these incentives. Two chapters address whether the tax credit goes to its
intended recipients and examine the extent of noncompliance in the EITC. Fi-
nally, three studies identify how EITC recipients view the credit and what types
of expenditures are made with the funds.

The History of the Earned Income Tax Credit

In chapter 1, Dennis J. Ventry Jr. outlines the emergence of the EITC from the
political debates surrounding failed-negative-income tax and guaranteed-
annual-income proposals during the Nixon administration. He describes how
forces coalesced around an antipoverty program that was perceived as pro-
work, pro-growth, and low cost. These forces led to the introduction of the
Earned Income Tax Credit in 1975, fostered its expansion though the 1980s and
early 1990s, and came to its defense in the late 1990s.

Work and Marriage Incentives

Owing to the design of the EITC, with its combination of work subsidies and
implicit taxes for families with children and low earnings, incentives to work

17
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TABLE L5 / Number of Families, Individuals, and Children in Poverty With and
Without the EITC, 1999 (In Thousands)

Difference Ratio
(Without EITC — {Without EITC /
Recipient Income Level Without EITC With EITC With EITC) With EITC)
Families
Below 50 percent of
poverty line 2,621.67 2,332.72 288.94 112
Below 75 percent of
poverty line 4,486.47 3,762.89 723.59 1.19
Below the poverty
line 6,675.82 5,694.26 981.56 1.17
Below 150 percent of
poverty line 12,259.67 11,357.94 901.73 1.08
Below 200 percent of
poverty line 18,166.54 17,891.13 27542 1.02
Individuals
Below 50 percent of
poverty line 13,146.44 12,024 81 1,121.63 1.09
Below 75 percent of
poverty line 21,797.60 18,866.13 2,931.46 116
Below the poverty
line 32,302.25 28,574.93 3,727.32 1.13
Below 150 percent of
poverty line 56,975.27 53,889.70 3,085.57 1.06
Below 200 percent of
poverty line 81,490.25 80,452.91 1,037.34 1.01
Children under the age
of eighteen
Below 50 percent of
poverty line 4,659.60 4,004.55 655.05 1.16
Below 75 percent of
poverty line 8,055.56 6,390.59 1,664.97 1.26
Below the poverty
line 11,607.58 9,567.64 2,039.94 1.21
Below 150 percent of
poverty line 19,503.70 18,001.90 1,501.81 1.08
Below 200 percent of
poverty line 26,842.22 26,382.19 460.02 1.02

Source: Authors’ calculations using the Current Population Survey, annual demographic file
2000. All numbers are weighted.

Note: The poverty line refers to the standard measure reported by the U.S. Census Bureau.
Calculations based on money income of families and individuals before taxes {(excluding
capital gains).
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and marry are altered. In chapter 2, Bruce D. Meyer and Dan T. Rosenbaum put
the EITC’s work incentives in the larger context of recent tax and welfare pro-
gram changes that have promoted work. The authors show that the EITC was
the most important change in work incentives for single mothers from 1984 to
1996, during which period the employment rate of single mothers rose sharply.
The authors then compare employment rates of groups affected by the EITC and
other policies and conclude that recent EITC expansions have led to a large
increase in the labor force participation of single mothers.

David T. Ellwood, in chapter 3, examines the effects of the EITC on the employ-
ment of single and married women and on marriage and living arrangements. He
argues that welfare reform and a strong economy, in combination with the EITC,
have been responsible for the unprecedented recent increase in the employment of
single mothers. Ellwood concludes that social policy changes have had a dramatic
mmpact on the labor force participation of low-income single parents but that the
EITC also has dampened the increase in work by low-wage married parents. He
also considers the possible effect of the EITC and other social policy changes on
marriage behavior, finding little effect of these policies on marriage patterns.

Further focusing on the marriage penalties and bonuses created by the EITC,
Janet Holtzblatt and Robert Rebelein, in chapter 4, measure the prevalence and
magnitude of EITC marriage penalties and bonuses and consider the effects of
possible reform proposals. They show how measures of penalties are sensitive to
assumptions regarding income, living arrangements, and child custody agree-
ments if a couple were not married. Their preferred approach indicates that on
net the EITC increases marriage penalties by approximately $3.5 billion. They
then show how various reform proposals differ in their targeting of low-income
taxpayers and their reduction in marriage penalties. They find that a two-earner
deduction is the best targeted of these proposals but that it is somewhat more
complicated than the alternatives.

These early chapters focus largely on the EITC in its current form and study
its effects on labor supply and marriage. In chapter 5, Jeffrey B. Liebman exam-
ines what would be the optimal level of the maximum credit, the phase-in rate,
and the phase-out rate. Taking into account the increased work and reduced
welfare receipt that occurs as a result of the EITC, he finds lower efficiency costs
of the EITC than past authors. While he finds that optimal parameters depend
crucially on society’s taste for redistribution, the results suggest that a credit
close to the current EITC is optimal.

Compliance Problems

In addition to concerns about work and marriage disincentives embodied in the
EITC, some policymakers are also concerned about what they consider a high
incidence of “cheating” on taxes by people who claim the credit. Chapters 6 and
7 address this issue and examine more closely who wrongly claims the EITC and
how such noncompliance can be prevented.
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In chapter 6, Janet McCubbin uses U.S. Treasury tax data to estimate a model
of noncompliance. McCubbin finds that reducing the size of the EITC would
have only a modest effect in decreasing the EITC error rate. She suggests other
methods of improving noncompliance, including simplifying eligibility require-
ments for qualifying children, tightening social security number requirements
for claiming a child, and adding new penalties.

Jeffrey B. Liebman, in chapter 7, also examines EITC noncompliance. Liebman
reports that according to IRS tabulations from the 1980s, one-third of EITC recip-
ients were not eligible for the credit, primarily because they did not have eligible
children. Using household survey data matched to 1990 tax returns, Liebman
finds that overall, between 11 and 13 percent of EITC recipients had no children
in their households when they claimed the credit (in 1990 there was no credit for
the childless). He also finds that a large share of overpayments went to low-
income families with children.

How Recipients Use Their Credit

The remaining chapters turn to a final question: how do recipients use their
EITC dollars? For many EITC recipients, the tax refund check constitutes a large
part of their annual income, Three chapters address how this “lumpiness” in
their income affects EITC recipients.

In chapter 8, Timothy M. Smeeding, Katherin Ross Phillips and Michael
O'Connor examine a large sample of individuals filing 1997 income tax returns
in Chicago. Most EITC recipients, they argue, expect to receive a tax refund.
These recipients plan to use their credit for purposes that extend beyond current
consumption, including savings, car purchases, tuition payments, residential
moves, and other uses that lead to economic and social mobility. They also find
that families with more children are more likely to use the credit for current
consumption. The authors conclude that the EITC does more than increase con-
sumption; it also allows recipients to make changes in economic status.

In contrast with social programs that pay benefits evenly over the year, the
vast majority of EITC recipients receive their benefits in a single check averaging
more than $1,500. In chapter 9, Lisa Barrow and Leslie McGranahan ask whether
the lumpy nature of EITC payments induces changes in expenditure patterns
among recipients. This issue is particularly important given recent congressional
proposals to alter the timing of EITC payments. Barrow and McGranahan find
that consumption rises, particularly for durable goods, in the months in which
EITC refunds are received. Thus, the evidence suggests that the EITC facilitates
the purchase of big-ticket items by low-income families.

In chapter 10, Jennifer Romich and Thomas Weisner examine how low-
income participants in Milwaukee’s New Hope Project have perceived and used
the EITC. They find that the families generally know about the EITC and other
programs. Still they do not know much about how to receive the EITC on a
monthly basis rather than as a single lump-sum payment—or they choose not to

10 /
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do so. Romich and Weisner also find that recipients use their refund checks for
such things as furniture, transportation, housing, and savings. They conclude
that families use the lump-sum delivery as a form of forced savings and that the
lump-sum option enables families to save for asset purchases.

Taken together, the studies in this volume provide a broad summary of the
state of knowledge on the Earned Income Tax Credit. They describe a large
program that appears to have mostly favorable incentive effects and is used for
valuable purposes by its recipients. They assess the degree of noncompliance,
discuss how it has changed, and put it in perspective relative to other programs.
Finally, the studies provide directions for future efforts to explore the effects of
the EITC and improve its design.

NOTES

1. The CPS imputes EITC receipt using family composition and income information and
an algorithm that is checked against IRS records. One might reasonably suppose that
the CPS overstates EITC receipt since the algorithm assumes that all eligible recipients
receive the credit. However, comparisons of CPS and IRS data suggest that the CPS
sharply understates receipt, particularly for single parents.

2. The CPS numbers here are slightly different from those in table L2 because 1998 data
are used, to allow comparability with the IRS numbers.

3. For total EITC payments as well as dollars received by single parents or those with one
child, the IRS numbers are substantially larger than comparable CPS numbers. These
discrepancies suggest substantial EITC noncompliance, an issue discussed in two of
the chapters in this volume. These discrepancies also potentially raise questions about
the CPS coverage of low-income groups.

4. For earlier discussions of the effects of the EITC on the distribution of income, see
Hoffman and Seidman 1990, Burkhauser, Couch, and Glenn 1996, Liebman 1998, and
Hotz and Scholz 2001.

5. See also Hotz and Scholz 2001, especially figure 3, which shows that EITC payments
are primarily received by those with incomes between $5,000 and $20,000.

6. 1t should be emphasized that these calculations are made under the assumption that
the EITC has no effect on pretax income or family formation, both of which assump-
tions are challenged in the chapters of this book. Nevertheless, the direct effect of the
transfers on incomes are probably much larger than effects through earnings and mar-
riage, making these descriptions useful.
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Chapter 1

The Collision of Tax and Welfare Politics:
The Political History of the Earned
Income Tax Credit

Dennis J. Ventry, Jr.

increasingly visible components of the U.S. tax transfer system. Al-

though they do not require annual review by the appropriations process,
tax expenditures are subject nevertheless to the whims of politics and national
mood." The Earned Income Tax Credit (EITC) is a case in point. Enacted in 1975
as a refundable tax offset for low-income workers, the EITC appeared to politi-
cians an attractive, work-oriented alternative to existing welfare programs. It
was both an antipoverty and an antiwelfare instrument. It complemented na-
tional concerns over welfare caseloads, unemployment rates, and the working
poor. By the 1990s, however, the same political forces that had nurtured the
EITC threatened to eliminate it. The EITC was now part of the problem; it had
begun to look more like a welfare subsidy (replete with work disincentives, poor
targeting, and high costs) and less like a tax offset. It had become simply another
federal handout, a welfare program administered through the tax system.?

This chapter describes the “collision” of tax and welfare politics. It examines
the political history of the EITC to show how the politics of welfare reform
influence tax policies that function as social policy. It explains the creation and
development of the EITC in relation to a welfare reform consensus that empha-
sized pro-work, pro-growth, low-cost policies. This paper also uses the EITC to
show how economic tradeoffs inherent in the formulation of tax-transfer pro-
grams are also political tradeoffs. It examines policy choices between costs and
labor supply incentives (or targeting and labor supply disincentives), as well as
those between ease of participation and compliance rates. Thus, it highlights a
fundamental social policy conundrum of the last 30 years; that is, whether to
favor programs with high budgetary costs (that is, high break-even points), less-
targeted benefits, and small marginal labor supply disincentives, or those with
low budgetary costs (that is, low break-even points), more-targeted benefits, and
large marginal labor supply disincentives. This study places the dilemma in his-
torical context, illuminating the relationship between technical policy options
and the political process.

O ver the course of the past thirty years, tax expenditures have become
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WELFARE DEPENDENCY AND TAX TRANSFERS:
THE EARLY YEARS

President Lyndon Johnson’s Great Society identified poverty as the social prob-
lem of the 1960s. By contrast, welfare dependency became the social problem of
the 1970s.* While policymakers in the 1960s talked of entitlement-oriented guar-
anteed annual incomes, in the 1970s they debated work-oriented programs. Of
course, the dichotomy between the two decades was not this neat; calls for a
guaranteed annual income persisted into the 1970s, for example, and social poli-
cies that reinforced work predated the English Poor Laws. Nonetheless, the per-
ceived social crises of the two decades were distinct.

The debates surrounding President Richard Nixon's Family Assistance Plan
(FAP) illuminate this distinction. They represent a transitional period between
the perceived social ills of poverty on the one hand and welfare dependency on
the other. Moreover, the political discussions of Nixon’s welfare initiative high-
light trade-offs in tax transfer programs that not only doomed the FAP but also
engaged policymakers for the next thirty years. The fight over the FAP alerted
politicians to how the tax system could alleviate or, conversely, perpetuate social
problems. It also spawned alternative tax transfer proposals, including the EITC.

A Developing Intellectual Vanguard

The United States “rediscovered” poverty in the early 1960s.* Once poverty had
been exposed, the federal government addressed itself to the elimination of what
many considered a poverty epidemic. Social policy experts attempted to fill the
“poverty gap.” Defined as the income deficiency between a family’s income
level and a specified poverty level, the poverty gap informed social policy dis-
cussions in the early 1960s.* Prompted by President Johnson’s declaration of war
on poverty in 1964, social policymakers set about formulating various anti-
poverty schemes.

These formulations, Johnson declared, would not dole out cash grants. “The
majority of the Nation,” the president argued in his 1964 Economic Report, “could
simply tax themselves enough to provide the necessary income supplements to
their less fortunate citizens. . . . But this ‘solution” would leave untouched most
of the roots of poverty. It will be far better, even if more difficult, to equip and
permit the poor of the Nation to produce and earn the additional” money re-
quired to escape from poverty (Council of Economic Advisers 1964, 4). Johnson’s
emphasis on work-oriented programs was rooted in a historical national aver-
sion to federal handouts. The antiwelfare, pro-work sentiment pervaded the na-
tional culture. It emphasized work over dependency, distinguishing between
poverty (which was seen as a temporary condition of the working poor and a
permanent condition of the disabled and aged) and welfare dependency (which
was seen as a pathological and voluntary condition of the indolent).’ Put simply,
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it conflated social policy with morality. This national consensus, moreover, per-
sisted across time. In 1937, for instance, with the nation immersed in a pro-
tracted depression and with millions of Americans lacking jobs, public opinion
favored “work relief” over “cash relief” by a nine-to-one margin (Gallup 1972, 1:
84). A year later, in 1938, as the economy underwent what President Franklin
Roosevelt euphemistically termed a “recession,” 68 percent of respondents op-
posed paying unemployed citizens “script money” (Gallup 1972, 1: 124). Even in
the hardest of times, Americans supported work- over cash-relief programs.

Imbued with this pro-work sentiment, the Johnson administration sought to
remove obstacles that prevented individuals from attaining self-sufficiency. Poli-
cymakers soon identified the tax system as one of those impediments. In 1965,
Joseph Pechman, senior fellow at the Brookings Institution and consultant to the
Treasury Department throughout the 1960s, observed that “the government has
launched a program to alleviate poverty. In such a situation,” he reasoned, “it is
clearly undesirable to maintain a tax system that subjects the ‘poor” as officially
defined to taxes.”” Rather than perpetuate the poverty cycle, the tax system
could be a useful “device” in removing individuals from poverty and in keeping
them from turning to welfare.*

Fiddling with the tax system in the traditional manner (reducing positive tax
rates or raising personal exemptions) would not help low-income individuals
whose federal income tax bill was already zero. Reformers needed to alter the
tax law to pay out benefits directly. Enter the negative income tax (NIT). By
applying negative rates to unused exemptions and deductions, as the early pro-
posals suggested, or by applying a negative rate per capita credit—a structure
later plans employed—a negative income tax could close, and even eliminate,
the poverty gap.’ By running the program from the tax system, moreover, an
NIT could improve on existing welfare services. First, it reduced administrative
costs by displacing most social workers, which, in turn, complemented the pre-
vailing notion among experts that poverty had more to do with deficiencies in
income than character.” Second, a negative income tax improved horizontal eg-
uity on the transfer side of the tax transfer system; that is, it equalized state
differences in benefit levels by providing a national, federally subsidized pay-
ment." Third, and perhaps most important, an NIT encouraged individuals, once
out of poverty, to earn their way toward self-sufficiency. Traditional welfare pro-
grams imposed 100 percent marginal tax rates on earnings. An NIT, on the other
hand, could avoid these prohibitive work disincentives by using fractional mar-
ginal rates, thereby “ensur(ing] that those who work will not remain in poverty.”
In acknowledgment of these myriad benefits, President Johnson’s Office of Eco-
nomic Opportunity made the negative income tax the capstone of its ambitious
1966 antipoverty program, which promised to “finish the job of ending poverty
by the end of 1976.”"

As NIT plans proliferated, and as they became more costly, critics associated
them with a guaranteed annual income scheme. By most accounts, guaranteed-
annual-income plans provided benefits “as a matter of right” with constitutional
guarantees.” They resembled “social dividend” plans, contemporaneously under
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consideration in Britain, that placed an income floor under every family—again,
as a matter of right (Rhys-Williams 1943, 1953). Neither guaranteed-annual-
income plans nor social dividend plans contained phase-out rates. In addition,
although both plans proposed to close all or most of the poverty gap, they were
prohibitively expensive;*® worse yet, they seemed to take the form of a demean-
ing dole.

Milton Friedman (1962), whose articulation of a negative income tax in 1962
made it a viable policy option, feared the confusion between an NIT and existing
plans for a guaranteed annual income.”® He argued that the use of fractional tax
rates distinguished negative income taxation not only from guaranteed incomes
but also from conventional welfare programs. Friedman’s NIT utilized a 50 per-
cent phase-out rate, substantially lower than the 100 percent rate used by the
Aid to Families with Dependent Children {(AFDC) program. Friedman also
showed that the marginal rates in an NIT could be graduated to preserve work
incentives even further. In fact, the parameters of an NIT could be set so differ-
ently from the parameters of a guaranteed annual income that Friedman pub-
licly denounced the connection between an NIT and “superficially similar but
basically very different guaranteed minimum income plan[s].” According to
Friedman, the existing “grab bag of relief and welfare measures,” not an NIT,
amounted to a “government guaranteed annual income.”"”

Despite Friedman's efforts, many observers continued to associate the nega-
tive income tax with guaranteed-annual-income plans. President Johnson, for
one, did not perceive the distinctions between the two policy instruments as
parameterized by NIT advocates within his administration. In Johnson's eyes,
each program amounted to a cash benefit, and thus a work disincentive. He
opposed the Office of Economic Opportunity’s proposal for a negative income
tax, for example, on the grounds that it undermined the self-help principles of
his War on Poverty (Moynihan 1973, 131). He preferred more explicit pro-work,
rehabilitative policies. The legislative foundation of Johnson’s Great Society, the
Economic Opportunity Act of 1964, contained six parts, each of which “reaf-
firmed the central and traditional objective of extending opportunities for indi-
vidual initiative”; they provided a hand up, not a handout (Davies 1996, 34).
Johnson opposed cash supplements in any form and preferred “opening to ev-
eryone the opportunity for education and training, [and] the opportunity to
work” {Economic Opportunity Act of 1964, 377).

The American people also favored work over income programs. In a 1966
Gallup Poll, 67 percent of respondents opposed a “guaranteed minimum annual
income” (Gallup 1972, 3: 1965). By 1968, public opinion had warmed slightly to a
guaranteed annual income; 36 percent favored and 58 percent opposed a feder-
ally guaranteed family income. Tellingly, however, 78 percent of respondents
favored guaranteeing a job rather than a cash grant (2133). Poverty may have
been the social crisis of the 1960s, but avoiding dependency on the government
remained a top priority for Americans and their elected officials. Who better to
continue the pro-work legacy than tough, conservative Richard Nixon?
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Politics, Economic Research, and the Family Assistance Plan

President Nixon’s Family Assistance Plan, introduced in August 1969, provided
a bold alternative to existing public assistance programs. Philosophically, it at-
tempted to strike a balance between “the mutually inconsistent goals of ade-
quate benefit levels and work incentives” (Davies 1996, 214). Its federal mini-
mum cash guarantee, in the form of a negative income tax, would replace the
much-maligned AFDC program with a uniform national payment that states
could supplement at their discretion. Through the use of an income disregard,
fractional phase-outs, and a requirement that all recipients either maintain em-
ployment or seek work, the FAP would keep work disincentives to a minimum."
Most important, the FAP would reverse the rising welfare rolls. In 1960, before
President Johnson deployed his forces for a war on poverty, 3.1 million people
were receiving AFDC. By 1969, that number had risen to 6.7 million, and it
would jump again to 9.0 million by 1970 (Berkowitz 1991, 116, 93). Johnson’s
self-help programs failed to curb the swelling welfare rolls and in fact seemed to
fuel a developing welfare “crisis.”” His War on Poverty had amounted to “little
more than a modestly financed skirmish”; it was oversold, underfunded, and
wrong-headed (Esterly and Esterly 1971, 26). It promised economic opportunity
through work, but failed to pave the road to self-sufficiency with income sup-
ports or jobs. It was now Nixon's turn. The Family Assistance Plan, the new
president stated, would address the crisis of welfare dependency with a radical
new income strategy that lifted individuals out of poverty and at the same time
reinforced the work ethic. His choice of an NIT, however, would make it difficult
for him to sell his proposal as a pro-work measure.

The public responded warmly to the FAP. One week after its introduction,
Gallup found that of those familiar with it, 65 percent favored the plan, 20 per-
cent opposed it, and 15 percent recorded no opinion (Moynihan 1973, 268).
Eighty-one percent of the telegrams sent to the White House on the subject ex-
pressed support, and 95 percent of newspaper editorials praised the proposal
(Small 1999, 188). In an informal White House survey of four hundred editorials,
the counselor to the president, Daniel Patrick Moynihan, proudly reported that
“the merging of a work requirement with a general income scheme was far and
away the single most praised aspect of the President’s proposal.”®

The FAP initially enjoyed congressional enthusiasm, as well; but opposition
formed quickly” Liberals thought the plan inadequate and demanded higher
benefit levels. The Nixon proposal provided a national floor of $1,600 for a fam-
ily of four, more generous than existing AFDC benefit levels in almost every
state. Liberals made it known they would accept nothing less than $5,500, a
tigure originally derived by the National Welfare Rights Organization (NWRO)
and its campaign against the FAP, “Fifty-five Hundred or Fight” (Davies 1996,
223).* Although the $5,500 plan was estimated to cost $71 billion and cover 150
million people, the welfare rights group increased the proposed benefit to $6,500
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in 1971, a demand that presidential hopeful George McGovern endorsed.” Con-
servatives, meanwhile, professed shock that a Republican president supported
what amounted to “a national guaranteed income arrangement” (Reichley 1981,
144}). The Nixon proposal, they argued, contained weak work requirements that
made its benefits resemble cash giveaways. The FAP would perpetuate, not abol-
ish, existing work disincentives. Al Ullman (Dem.-Ore.) complained to adminis-
tration officials that the proposal “open[ed] up the Treasury of the United States
in a way it has never been opened up” {Burke and Burke 1974, 152). Moreover,
the FAP would add 10 million recipients to the welfare rolls and cost $2 billion
more than existing public assistance programs (IHaveman 1973, 35).

The Nixon administration countered. It argued that the bill’s price tag was
modest compared to the extravagant alternatives. The president carefully differ-
entiated between the work incentive features of his NIT plan and the disincen-
tives of guaranteed-annual-income schemes. “This national floor under incomes
for working or dependent families,” he emphasized, “is not a ‘guaranteed in-
come’” (quoted in O'Connor 1998, 113). Nixon expressly reiterated his pro-
posal’s work requirements. “The family assistance plan that [ propose increases
the incentive to work,” he wrote George Bush in 1970 It allowed recipients to
keep their first $720 of earnings, above which point it taxed additional earnings
at 50 percent up to a phase-out of $4,000. In comparison to AFDC, which used
67 percent marginal tax rates, the FAP boasted more positive work incentives.”
Moreover, the FAP required that “every adult in the assisted families register at
the employment office for work or training or sign up for vocational rehabilita-
tion if handicapped.”® The plan also included expanded day care and transpor-
tation services so that claimants could more easily get to and from work, Despite
these assurances, Nixon found it difficult to mobilize support for the FAP among
congressional allies. They ignored the FAP’s work requirements and confused
the plan’s NIT component with more liberal income maintenance schemes.

Adding to these difficulties, empirical evidence indicated that the FAP did not
make work pay. The Senate Finance Committee staff produced tables exposing
the FAP's work disincentives. Committee chair Russell Long (Dem.-La.) used the
data to show that under the administration’s bill, a father in a four-person family
who earned $2,000 annually would receive benefits that raised his total annual
income to $2,960. This amount, however, “is less than what he would get if he
were totally unemployed,” Long reported. “In other words, he can increase his
family’s income by . . . quitting work entirely” (quoted in Moynihan 1973, 465).
Indeed, under both AFDC and the FAP, an unemployed father with no earnings
received $3,000 in benefits from the federal government. Was the administra-
tion’s plan no better than the system it proposed replacing, Long asked?

The White House responded lamely. During congressional testimony, Senator
Herman Talmadge (Dem.-Ga.) asked Robert Finch, the secretary of the Depart-
ment of Health, Education, and Welfare (HEW), about the effects of the FAD. A
man “could do a little casual labor on somebody’s yard from time to time,”
Talmadge hypothesized, “maybe sell a little heroin or do a little burglary and he
would be in pretty good shape, wouldn’t he?” Finch responded, “He would be
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in about the same shape as under the present program.” In a similar exchange,
Long asked Robert Patricelli of HEW the logic behind penalizing individuals for
choosing work over welfare: “There is none, Senator,” Patricelli admitted (Moyn-
ihan 1973, 473, 481).

Nor did the administration have a response to Senator John Williams (Rep.-
Del). In a relentless attack on the labor supply effects of the FAP, Williams
showed that work did not pay under the Nixon plan. Using data produced by
HEW, he demonstrated how the plan exacerbated existing benefit reduction
rates.” When combined with food stamps, social security taxes, Medicaid pay-
ments, public housing subsidies, and federal and state taxes, the Family Assis-
tance Plan created an even more perverse system of social provision. Although it
replaced AFDC’s 67 percent phase-out rate with a 50 percent rate, its benefits
extended much further up the income scale and affected individuals not eligible
for AFDC or other welfare programs, particularly the working poor. It worsened
what was referred to as “notch” problems, and it raised cumulative tax rates in
the tax transfer system. Williams belabored these notches. A four-person family
with no earned income in New York City, he told the Senate Finance Committee,
could claim $7,435 in benefits. If the same family earned $6,000, its total income
would increase by only $1,750; it faced a marginal tax rate of 70 percent. If it
managed to earn an additional $279, its income would decreqse by $1,656. In an
even more extreme case, a seven-person family with no earned income could
claim $10,207 in benefits. If the same family earned $8,658, its income would fall
$405, to $9,802 (Moynihan 1973, 480).*

The Family Assistance Plan was wounded but not dead. In February 1970, the
Nixon administration produced evidence that the FAP would increase work ef-
fort among recipients. Beginning in 1968, the University of Wisconsin Institute
for Research on Poverty and Mathematica, Inc., under the auspices of the Office
of Economic Opportunity (OEO), initiated the first of four income maintenance
experiments, the New Jersey Graduated Work Incentive Experiment.® Like the
other studies (Denver-Seattle, lowa—North Carolina, and Gary, Indiana), the
New Jersey experiment tested the influence of income supplements on work,
consumption, borrowing, saving, and family stability. It was to be completed by
1972. By 1970, however, the Nixon administration needed data to support its
casc for a negative income tax. At the request of the Office of Economic Oppor-
tunity, the groups conducting the experiments “broke into” the data. In a report
entitled, “Preliminary Results,” they summarized the early findings. “There is no
evidence,” the report stated, “that work effort declined among those receiving
income support payments. On the contrary, there is an indication that work ef-
fort of participants receiving payments increased relative to the work effort of
those not receiving payments” (quoted in Moynihan 1973, 192). The White
House immediately released these findings to the press.

The report, although preliminary, began to win over converts to the viability
of the NIT-driven Family Assistance Plan. Wilbur Mills, chair of the House Ways
and Means Committee, threw his influence behind the proposal, while other
legislators stopped talking about the plan’s possible work disincentives.



Making Work Pay

By the summer of 1970, the report was receiving less favorable treatment, and
consequently, so too was the FAP. A New York Times Magazine article, citing the
assistant director of the Office of Economic Opportunity, John O. Wilson, as its
source, reported that the Nixon administration had “rigged” the preliminary
data (Cook 1970). Senator Williams called it a “political report to justity a conclu-
sion,” and journalists Clark Mollenhoff and Richard Wilson wrote that White
House official Daniel Patrick Moynihan had “pressured” Wilson to prepare the
report. The U.S. General Accounting Office, however, audited the findings and
verified the report’s conclusions. The available evidence suggested that the epi-
sode merely reflected welfare politics as usual. Nevertheless, the “case [for the
FAT's work incentives] was shaken simply in that it was challenged” (Moynihan
1973, 511). With the New Jersey experiment discredited and no other alternative
data sources to validate an NIT, the Nixon administration awaited the inevitable
defeat of the FAP.

Indeed, the end was near. It seemed that the FAP could neither reverse the
cycle of welfare dependency nor move welfare claimants into paid employment.
Senator Russell Long concluded that the FAP would “reward idleness and dis-
courage personal initiative of those who can provide for themselves.” In a meet-
ing with the president, Long made this point more colorfully. His committee, he
told Nixon, objected “to paying people not to work” and to instead “lay about
all day making love and producing illegitimate babies” (quoted in Moynihan
1973, 515, 523).

Long’s political acumen perceived another trend: the preference among legis-
lators for assisting low-income working families. Acting on his instincts, Long
proposed an alternative to the FAP that directed benefits toward the “deserving”
poor, that is, those willing to work.® His proposal, part of a larger public jobs
program, called for wage subsidies to low-income workers and a “work bonus”
equal to 10 percent of wages subject to social security taxation. The work bonus
rose to a maximum credit of $400, declined at a 25-percent rate from $4,000, and
phased out at $5,600. Long argued that it would offset social security taxes, act
as an earnings subsidy, and “prevent the taxing of people onto the welfare rolls”
(Long 1972). His plan differed from both negative-income-tax and guaranteed-
annual-income plans in that it conditioned benefits on work. Moreover, whereas
the negative-income-tax and guaranteed-annual-income proposals gave their
highest benefits to those with no earned income, Long’s work bonus phased in
benefits. In addition, although an NIT phased out benefits, Long’s alternative
declined at 25 percent as opposed to 50 percent for most NIT plans. Senate
Finance Committee members expressed interest in Long’s work-bonus proposal.
In 1972, however, Congress rejected it, along with the FAP.

The debate over the FAP accentuated the trade-offs inherent in tax transfer
programs. It focused on whether a reformed social welfare system would be
entitlement oriented or work conditioned, permanent or temporary. In defeat,
the FAP portended the future course of welfare reform. “Welfare” connoted in-
dolence, a way of life; “poverty” implied hard luck, a temporary condition of the
down-and-out and a permanent condition of the disabled and aged. After the
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FAF, successful social policy proposals would have to meet both antipoverty and
antiwelfare goals. They would have to fulfill pro-work, pro-growth, low-cost
requirements.

Helping the Working Poor

Despite its defeat in 1972, the work bonus remained on the policy agenda be-
cause of Russell Long’s indefatigable efforts. He attached the plan to various
pieces of legislation and explained to his colleagues how it rewarded work while
NITs, guaranteed annual incomes, and existing welfare services promoted de-
pendency. Long perceived his work bonus as a substitute for conventional wel-
fare programs—in particular, for AFDC. He sympathized with the poor but dif-
ferentiated sharply between the working and the nonworking poor. As a
preliminary to his more sophisticated work-bonus proposal of 1972, Long un-
veiled in 1970 a “workfare” alternative to the FAD that distinguished between
employables and unemployables (defined as the aged, blind, and disabled and
single mothers with preschoolers). For the unemployables, Long’s plan offered a
modest guaranteed income. For the employables, it provided work and training
opportunities. It also allowed income maintenance payments when no work was
available, as well as wage subsidies for the workfare participants whose hourly
wage fell below the minimum.*

The work bonus came later and reflected an evolving political consensus that
payroll taxes fell heavily, even regressively, on the poor.” Throughout the 1960s,
the Treasury Department and various executive-commissioned antipoverty task
forces had noted the regressive effects of social security taxation. They also
showed that future refinancing of the social security system might encumber the
poor even more.* Congress, too, became increasingly aware of payrell tax bur-
dens. It considered amendments to the Social Security Act in 1967, 1970, 1971,
and 1972. The emergent national debate over the future of social security fo-
cused Congress’s attention on payroll taxation and prompted legislators to intro-
duce legislation that relieved the poor from future refinancing of the system.”
Between 1972 and 1973, the employee payroll tax experienced its sharpest one-
year jump, rising from 5.2 to 5.8 percent. The longer trend was even more arrest-
ing: the worker’s share of the tax rose from 1.5 percent in 1950 to 3.0 percent in
1960 and to 4.8 percent in 1970 (Pechman 1987, 332). The surges heightened
reform pressures and made legislative relief of payroll taxes imminent. Russell
Long’s long-running advocacy on this score made his work bonus the front-
runnet.

While Long advocated a tax credit for the working poor, others rejuvenated the
negative income tax. The FAP’s demise had not stopped many policy experts from
continuing to support an NIT* These analysts—housed within universities,
Washington think tanks, and the federal bureaucracy—produced economic data
that indicated the viability of an NIT-driven income security system. They pi-
oneered modeling techniques that simulated the effects of various NIT designs.*
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They helped conduct the income maintenance experiments. Perhaps most impor-
tant, they enjoyed institutional tics to the federal burcaucracy. HEW's assistant
secretary for planning and evaluation created a subdivision called Income Security
Policy. Michael Barth, a former member of the Office of Economic Opportunity
and a designer of the Family Assistance Plan, staffed the division with economists
from the recently reorganized OEO. Under his direction, the Income Security
Policy division funded research on poverty and welfare reform and maintained
close links with the policy research community, which included the University of
Wisconsin's Institute for Research on Poverty and the Urban Institute.

The network of social policy experts in and around government provided
data for several comprehensive welfare reform proposals in the mid-1970s. It
contributed to the work of the Subcommittee on Fiscal Policy of the Joint Eco-
nomic Committee (JEC), for example, which conducted a three-year, nineteen-
volume study on the US. tax transfer system. Begun in 1972, this study ad-
dressed itself to improving the equity, simplicity, incentives, and multiprogram
interaction of the existing system. It examined a number of antipoverty alterna-
tives, including comprehensive income supplements, demogrants, in-kind pro-
grams, minimum-wage increases, wage subsidies, earnings subsidies, and public
employment programs (Joint Economic Committee 1974, 129). Ultimately, the
subcommittee, chaired by Martha Griffiths (Dem.-Mich.), recommended a dual
approach to welfare reform that replaced public assistance programs with a fed-
eral system of tax credits and income allowances. In 1974, Griffiths introduced
the Tax Credit and Allowances Act (H.R. 17574), a bill that embodied the JEC's
recommendations. Griffiths’s proposal, which she dubbed “Income Security for
Americans,” replaced deductions and personal exemptions for low-income fami-
lies with refundable tax credits. Tt abolished AFDC and the food stamps pro-
gram, moreover, in favor of a guaranteed-income program administered by the
Internal Revenue Service (IRS). Also in 1974, the secretary of HEW, Caspar
Weinberger, proposed on behalf of the Ford administration the Income Supple-
ment Plan, a comprehensive negative-income-tax proposal that would replace all
existing welfare programs (see HEW 1974; Weinberger 1976). The proposal en-
sured that a “family would no longer both pay taxes and receive benefits at the
same time, but instead would have either a tax liability or eligibility for a trans-
fer” (HEW 1974, 7).

Despite the extensive research behind both proposals, critics argued that nei-
ther advanced the welfare reform debate. In fact, some individuals charged that
the two plans amounted to guaranteed annual income schemes reminiscent of
the failed Family Assistance Plan. Tt “was like going back in time five years,”
observed Martin Anderson, chair of the ad hoc White House task force charged
with evaluating the Ford administration’s Income Supplement Plan (Anderson
1976, 10).® Opponents felt that President Gerald Ford's and Representative
Griffiths's alternatives did not move the discussion beyond unproved and widely
criticized income guarantees, on the one hand, and disproved public assistance
measures, on the other. Policymakers seemed neglectful of the lessons provided
by the FAPD, critics believed: they did not acknowledge the extent to which Amer-
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icans had grown weary of comprehensive welfare proposals that “tax[ed] the
many on behalf of the few” (Phillips 1970, 37).

Congress ultimately rejected both Ford’s and Criffiths’s plans because they
did not fit the pro-work, pro-growth, low-cost mold. To be sure, both alterna-
tives emphasized work and economic growth, but not satisfactorily. Moreover,
they were too expensive, costing $15.4 billion and $4.6 billion, respectively (1974
dollars) (Joint Economic Committee 1974, 162; HEW 1974, F-1). Although each
plan explicitly targeted “dependency,” neither convinced Congress that it did
enough to alleviate the welfare problem:.

The Earned Income Tax Credit

Russell Long’s work bonus presented a more attractive policy alternative and a
path toward economic independence. Tt contained implicit work incentives, and
it conformed to budgetary constraints. Moreover, by putting money in the hands
of low-income consumers, it complemented President Ford’s pledge to stimulate
the flagging economy. The Senate passed versions of Long’s work bonus each
year from 1972 to 1974, but the House rejected them on each occasion. With the
economy slipping into recession in 1974, President Ford introduced the Tax Re-
duction Act of 1975, hoping that tax cuts would bring stimulative effects. Con-
gress responded to Ford’s cue by refunding $8.1 billion in 1974 individual in-
come taxes and reducing 1975 income taxes by an additional $10 billion (US.
Senate 1975). As part of the bill's tax-cutting features, Congress established sec-
tion 32 of the Internal Revenue Code for one year, a refundable credit for tax-
payers with incomes below $8,000. The Earned Income Credit (EIC) equaled 10
percent of the first $4,000 of carned income, or $400.” It phased out at 10 percent
and vanished completely at $8,000. The Finance Committee report suggested
that the EIC would “assist in encouraging people to obtain employment, reduc-
ing the unemployment rate and reducing the welfare rolls” (U.S. Senate 1975,
33). It would also offset payroll tax burdens for low-income families.”

The EITC embodied Long's vision of a program that moved individuals off
welfare and into paid employment while keeping others off the welfare rolls. It
covered only working poor families with children and forced the “undeserving”
poor either to choose paid employment or resort to stigmatized and inadequate
AFDC services.” It neglected nonworking Americans, including childless low-
income individuals.” In short, the EITC’s modest responsibilities and cost ($1.25
billion) reflected the prevailing welfare reform consensus that carefully circum-
scribed its parameters. The credit would reduce welfare dependency, not poverty.®

INTERSTICE

For three years, the EITC underwent only slight modification, adhering to its
pro-work, antiwclfare charter™ In an effort to tie the credit more directly to
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work, Congress allowed EITC eligibles an advance payment option as opposed
to year-end, lump-sum payments. The 1978 law also made the EITC a perma-
nent provision of the Internal Revenue Code. The “new” EITC still phased in at
10 percent, but it now rose until $5,000 in income and provided a maximum
benefit of $500 at incomes between $5,000 and $6,000.* Beyond $6,000, the credit
declined at 12.5 percent, zeroing out at $10,000. These increased thresholds
nearly restored the credit’s original value, which had been eroded by inflation
(Campbell and Peirce 1980, 6) (see the appendix to this chapter for EITC param-
eters from 1975 to 1999).

The Joint Committee on Taxation atiributed the EITC’s popularity to how it
provided both tax relief and work incentives for low-income families (1979, 51).
In this way, the EITC fulfilled its original tenets as set forth by Congress; that is,
it served as “an added bonus or incentive for low-income people to work,” and
as a way to reduce welfare dependency by “inducing individuals with families
receiving Federal assistance to support themselves” (U.S. Senate 1975, 11).

A cohort of liberal bureaucrats and academic researchers expressed less ex-
citement for the EITC. They believed the program’s antipoverty effectiveness
quite limited. Despite widespread antiwelfare rhetoric and the popularity of pro-
work programs, many economists and social policy officials supported compre-
hensive cash assistance in the form of a negative income tax. Others, citing the
persistent unemployment and eroding wages of the 1970s, advocated ambitious
public jobs programs. The EITC did not address these ambitions. It remained
small and inexpensive, categorical and limited.

Given the early design of the EITC, neither its proponents nor its critics could
have anticipated the program’s next stage of development. Indeed, much to ev-
eryone’s surprise, the EITC would emerge from the welfare reform discussions
at the end of the 1970s forever transformed. It would no longer constitute simply
a modest work subsidy; rather, it would represent an antipoverty device that
could potentially raise the income of all working Americans above the poverty
line.

WELFARE REFORM AND THE EITC:
THE PROGRAM FOR BETTER JOBS AND INCOME

In May 1977, President Jimmy Carter announced that his administration was in
the process of designing a consolidated income security system. The new tax
transfer system would “scrap” existing public assistance programs and deliver
“jobs, simplicity of administration, financial incentive to work, [and] adequate
assistance for those who cannot work.”* Moreover, it would narrow the differ-
ences in benefit levels among states by providing a uniform federal payment,
increase work incentives for mothers with young children, and provide benefits
to low-income two-parent families. During the development of Carter’s welfare
initiative, HEW and the Department of Labor (DOL) collaborated on a proposal
to combine a federal jobs program for the able-bodied, with a modest guaran-
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teed income for the nonworking poor. In an effort to make work more attractive
than welfare and to keep subsidized jobs to a minimum, HEW and the DOL
proposed more than tripling the size of the EITC for workers in unsubsidized
jobs. The internal discussions over an expanded EITC provide insights into how
deeply the pro-work, pro-growth, low-cost welfare reform consensus influenced
policy alternatives at the end of the 1970s.

Bureaucratic Infighting and Economic Research

Carter’s Program for Better Jobs and Income took shape on two separate tracks.
The DOL and HEW agreed that the plan should differentiate between those
expected to work and those not expected to work. However, the two depart-
ments differed in how they extended coverage to these groups. HEW advocated
comprehensive cash grants, a scheme that most politicians considered a poor
alternative to existing welfare programs but one that many academics and policy
analysts still supported. The DOL, on the other hand, believed that only those
not expected to work should receive cash subsidies. For those expected to work,
the DOL advocated expanding federal training programs and liberalizing the
EITC. Its recommendations followed the assumption that individuals should
“turn first to . . . employment and training or the tax system for support.”*

The two departments differed not just philosophically but also analytically.
For several years, HEW had employed various microsimulation models, such as
MATH (microanalysis of transfer to households) and TRIM (transfer income
model), to test the impact of income maintenance reforms on the federal budget
and poverty populations (Kraemer et al. 1987). Although the DOL did not pos-
sess MATH or TRIM, several economists in the Office of the Assistant Secretary
for Policy and Evaluation Research were familiar with the modeling techniques.
Despite their effectiveness in simulating income transfer programs, neither
MATH nor TRIM could simulate the pure-cash approach of HEW or the pure-
jobs approach of the DOL. Analysts had to design new models. Rather than
cooperate in this endeavor, however, the two agencies created their own models.
HEW developed a variant of TRIM, which it named KGB for its designers, Rick
Kasten, David Greenberg, and Dave Betson. Meanwhile, the DOL settled on
a variation of MATH called JOBS, which simulated a service employment
program.

The differences in modeling exacerbated differences in agency ideology. As
one observer explained, ”"Counter-modeling’ by DOL and HEW analysts . . .
seemed to fuel agency rivalries and competitiveness” (Kraemer et al. 1987, 130).
HEW’s model generated numbers that suggested a jobs program would cost
substantially more than a cash-assistance program. Alternatively, the DOL's
model] forecasted that its jobs and training strategy not only would cost less than
the HEW's cash approach, but would stand a better chance of reducing the wel-
fare rolls.
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Politics and the EITC, Part |

Presented with two distinct welfare reform visions, as well as conflicting micro-
simulation data, President Carter and his Domestic Policy Staff {DPS) combined
the HEW and DOL proposals. The administration’s initiative would include both
a jobs and a cash component, Carter told the nation on May 2, 1977.* He would
unveil a more detailed plan in August. That left him three months to produce a
bill he could send to Congress. The presence of a deadline, and the political
necessity to present a united front, forced HEW and the DOL to put aside their
differences. The two agencies accepted the need to cooperate and even agreed to
use the same simulation model (KGB).

The détente between HEW and the DOL reflected an awareness of politics.
So, too, did the decision to recommend an expanded EITC. Recall that oppo-
nents of Nixon's FAP objected to the number of recipients the plan added to the
welfare rolls, its insufficient work requirements, its implicit work disincentives,
and its cost. The DOL argued that a more liberalized EITC would correct similar
deficiencies in the HEW proposal and increase the likelihcod that Congress
would pass welfare reform. Unless officials wanted the Program for Better Jobs
and Income to join the Family Assistance Plan in the dustbin of failed welfare
proposals, they should avoid guaranteed annual incomes and negative income
taxation.

Under these assumptions, HEW’s cash subsidy promised failure. Tom Joe, a
widely respected policy consultant, called the HEW plan “a thinly disguised
comprehensive negative income tax system.” Likewise, Jodie Allen, the DOL's
deputy assistant secretary for policy evaluation and research, observed that the
proposal amounted to “a high guarantee, high tax rate universal NIT in dis-
guise” (quoted in Lynn and Whitman 1981, 153, 154). Such an arrangement,
Carter’s DPS observed, would mobilize the opposition immediately. Both Rus-
sell Long and House Ways and Means chair Al Ullman could be expected to
oppose “the large numbers of persons added to the welfare rolls.”* They would
also object to the high cumulative marginal tax rates created by HEW’s negative-
income-tax plan. Moreover, Congress would reject the program’s cost. An ex-
panded EITC, officials suggested, suffered from none of these liabilities.

Theoretically, the EITC could reduce the welfare rolls. In a July 1977 letter to
White House official Stuart Eizenstat, Tom Joe suggested that “by expanding the
EITC as a major mechanism for supplementing the income of the working poor,
the desired distribution of benefits could be obtained without this rapid expan-
sion of the welfare caseload.”® Eizenstat, in turn, told President Carter that the
EITC could “provide all or most assistance to a significant number of families
through a tax credit rather than through the cash assistance system.”® Adminis-
tration analysts also argued that by reducing cumulative marginal tax rates, the
EITC could “alleviate the disincentives to work for poor families.”* The phase-in
range of the program reduced marginal tax rates and provided positive work
incentives. Unlike HEW's negative income tax, moreover, the EITC's maximum
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benefit went to low-income working taxpayers. The phase-out range of the
credit initially presented officials with problems, however. Just as the phase-in
reduced cumulative marginal tax rates, the phase-out increased them.® HEW
suggested eliminating the EITC and replacing it with a work-expense deduction.
For their part, the DOL suggested the phase-out could begin at the welfare
break-even point (the point at which welfare benefits become zero), reducing
additional work disincentives for welfare recipients (Lynn and Whitman 1981,
187). Alternatively, the EITC could phase in up to the tax entry point (the point
at which taxpayers enter the positive tax system) and phase down at a low rate
(10 percent in most proposals). Structurally, this latter option pulled middle-
income families into the program, making it appear to be “welfare for the mid-
dle class.” The DOL did not seem to consider this a political liability, except for
its effect on cost (Lynn and Whitman 1981, 221, 201-26).

In the frenetic three months between May and August 1977, an expanded
EITC garnered crucial support. Although the administration possessed only pre-
liminary data from its simulation models (and not actual microdata), it believed
the EITC reduced the number of people on welfare while at the same time in-
creasing incentives to work. As testament to the triumphant effort to liberalize
the EITC, the Treasury Department, the Council of Economic Advisers, HEW,
the DOL, and DPS all recommended expanding the program on July 31, 1977—
only seven days before the president unveiled his welfare initiative to the Amer-
ican people.

POLITICS AND THE EITC, PART 2

Administration officials were confident in the proposal’s political attractiveness.
Tom Joe affirmed that the EITC would “improve the legislative feasibility of the
plan by using a tax rather than a welfare mechanism ”* It rewarded work, not
dependency. It was not “welfare,” obscrved the DPS, but rather “closely related
to the "Workfare’ proposal which Russell Long advanced in 1972."% It would
assist the working poor “without labeling them as welfare recipients.”” An ex-
panded EITC, morecver, could alleviate other deficiencies in the tax transfer
system. It helped the poor without “requiring that they undergo a means test,”
for instance, and it provided aid “in a form relatively less stigmatizing” than
traditional public assistance programs.” Although an expanded EITC phased out
at higher income levels, Carter officials insisted that the credit was hardly
“middle-income tax relief.”*® They argued that it removed individuals from the
welfarc rolls while keeping would-be welfare claimants in the paid workforce.
To its supporters, an expanded EITC was a reward for “playing by the rules”
and choosing self-reliance over dependency. In addition, a portion of the EITC
could be scored in the budget as a loss in tax receipts (as opposed to revenue
outlays), thus making Carter’s welfare proposal appear less costly.”

Carter’s welfare bill, unveiled on August 7, did not liberalize the EITC as
much as some participants had hoped. It contained lower phase-in and phase-
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out rates than those agreed upon by officials as late as July 25. Flattening the
rates lowered benefit levels and provided less relief to low-income taxpayers
and more to middle-income families. According to a staff member of HEW’s
Income Security Policy division, the last-minute changes to the EITC “had all the
disadvantages of the large-scale EITC [cost] and really none of its advantages
[antipoverty effectiveness]” (quoted in Lynn and Whitman 1981, 221). Joe ex-
pressed his “disappointment] that attention was not devoted to more creative
use of the EITC.”® He suggested that before the White House present the Pro-
gram for Better Jobs and Income to Congress, it explore “EITC alternatives that
could more completely accomplish the goals of welfare as well as tax reform.”*

The administration did not heed Joe's advice, but its welfare proposal was
well received, nonetheless. Russell Long praised its “laudable objectives,” while
Daniel Patrick Moynihan (by this time a U.S. senator from New York) declared it
“the most important piece of social legislation since the New Deal.”* Media
coverage was equally positive. The New York Times wrote, “Mr. Carter’s plan . . .
turns out to be bold, intelligent, and humane,” and the Washington Post pre-
dicted that “this time around there is a better chance that a decent version of
welfare reform will be enacted” (quoted in Lynn and Whitman 1981, 229).

The Post’s forecast proved premature. Interest groups lined up to oppose the
Program for Better Jobs and Income. Conservatives considered the plan profli-
gate, while liberals thought it penurious. It did not contain a strict work require-
ment, it contained too strict a work requirement. The National Welfare Rights
Organization was at it again, too, labeling the Carter bill “JIF,” an acronym sug-
gestive of Nixon's FAP.

Hostility to Carter’s plan did not simply represent a replay of resistance to
Nixon's welfare proposal, however. Unemployment and inflation in the late
1970s posed a dual threat. Economic uncertainty fueled the pervasive sentiment
that welfare reform must reward work, stimulate economic growth, and keep
costs to a minimum. Equally important, the “datawars” between competing ex-
ecutive agencies and the legislative branch introduced a pall of confusion and
deception to the reform process (Kraemer et al. 1987). The Carter administration
originally estimated that its bill would cost $2.8 billion. The Congressional Bud-
get Office, however, using the same KGB model as that used by HEW and the
DOL, pegged the figure at $14 billion, five times the administration’s initial esti-
mate.® The conflicting estimates gave the impression that the administration
“had intentionally placed a deceptively low price tag” on the Program for Better
Jobs and Income (Lynn and Whitman 1987, 238).* To make matters worse, the
administration released new estimates, claiming that its program would cost $8.8
billion, not $2.8 billion. The Congressional Budget Office released new forecasts,
as well: $17.4 billion. In the end, the opposition of interest groups, the high costs
of welfare reform, persistent stagflation, and the political suspicion surrounding
Carter’s proposal killed the bill.

In March 1978, Carter dropped the welfare proposal from his agenda. How-
ever, the end of comprehensive welfare reform in 1978 signaled a beginning for
the EITC. Opponents of the bill rarely attacked the EITC’s proposed liberaliza-
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tion. In fact, most observers praised it as positive antipoverty reform directed at
the “deserving” poor. After Carter abandoned the Program for Better Jobs and
Income, a number of members of Congress introduced welfare referm bills, each
of which included an expanded ETTC.® None of the bills became law, but Con-
gress enlarged the EITC in 1978, making it one of only three welfare-related
provisions passed that year.* Recall, too, that the Revenue Act of 1978 raised the
maximum credit to $500, allowed for an advance-payment option, and made the
credit a permanent section of the tax code. And in 1979, Carter included an
expanded EITC as part of his Work and Training Opportunities Act (Lynn and
Whitman 1981, 252).¥ Indeed, by the end of the 1970s, the EITC had become
“everybody’s favorite program” (Lynn and Whitman 1981, 247).

Surviving Welfare Retrenchment

For six years, Congress made only minimal changes to the EITC. The Technical
Corrections Act of 1979 addressed the EITC's interaction with federal welfare
programs. It required that both the advance and lump-sum payments be treated
as earned income for individuals who also received AFDC or Supplemental Se-
curity Income Benefits. The Omnibus Budget Reconciliation Act of 1981 (OBRA
81) preserved this change but required welfare agencies to assume that individ-
uals eligible for both AFDC and the EITC received their EITC benefits through
the advance-payment option. This stipulation had the effect of reducing an indi-
vidual’'s AFDC monthly payment by the amount of the assumed EITC benefit.”
The Deficit Reduction Act of 1984 reversed this provision, allowing states to
count the EITC when calculating AFDC benefits only when they could verify
that individuals actually received the EITC payment.”” The 1984 act also raised
the maximum benefit to $550, the length of the plateau range by $500, and the
end of the phase-out to $11,000 (see the appendix to this chapter). Despite these
changes, inflation continued to erode the real value of the EITC.

Congress’s alterations to the EITC might appear minor. In the context of general
welfare retrenchment during the late 1970s and early 1980s, however, the changes
loom large. Evidence of an expanding attack on the welfare state abounded (Piven
and Cloward 1982; Champagne and Harpham 1984; Block 1987). President Carter
lost interest in an expensive substitute for the tax transfer system, and the crusade
for comprehensive income maintenance was forgotten. In its place emerged an
economical welfare initiative for 1979.” Whereas Carter had stemmed social wel-
fare spending, President Ronald Reagan cut it. The Omnibus Budget and Recon-
ciliation Act of 1981 slashed federal and state welfare expenditures by $4 billion
and in the process cut AFDC funding by 17.4 percent (Patterson 1994, 212-13). It
eliminated the earnings-disregard formula for AFDC, the so-called “30 and 1/3”
rule. And it reduced the value of allowable monthly deductions for work-related
expenses. These and other features of OBRA 81 had the effect of removing more
than four hundred thousand families from the welfare rolls and increasing the
nation’s poverty rate by 2 percentage points (Patterson 1994, 213).
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The EITC, however, survived this retrenchment. As other programs fell victim
to the budgetary knife, the EITC escaped relatively unscathed. Legislators and
analysts alike viewed thc program as a viable alternative to conventional social
welfare services. While they worked to maintain the EITC's integrity, they also
devised plans for a substantial expansion of the credit, an expansion that pro-
duced a mature antipoverty program,

MATURITY OR TRANSFORMATION?

The Tax Reform Act of 1986 initiated this maturation process. Between 1975 and
1984, the EITC’s maximum credit had fallen by 35 percent in real terms. The
1986 tax bill offset this erosion and raised the maximum benefit to $1,174,
slightly more than the 1975 level of $1,165 (1996 dollars).” It also increased the
point at which the credit phased out, to $21,287 (slightly less than the 1975,
inflation-adjusted, $23,301 break-even point). Moreover, the Tax Reform Act of
1986 guaranteed the future integrity of the EITC by indexing it for inflation.
Reminiscent of the spirit that imbued the original credit, the 1986 changes to the
EITC assured that “low-income citizens [were] no longer taxed into poverty”
(Senator Spark Matsunaga [Dem.-Hawaii], quoted in Storey 1996, 7). The 1936
law reaffirmed the program’s mandate as a tax offset for low-income families
and upheld Senator Long’s 1972 desire to “prevent the taxing of people onto the
welfare rolls.”

The 1986 alterations to the EITC sprang from efforts on behalf of the Treasury
Department and elsewhere to remove working poor families from the income
tax rolls (Conlan, Wrightson, and Beam 1988; Steuerle 1992). In: its 1984 Report on
Fundamental Tax Simplification and Reform (Treasury I), the Treasury Department
noted that inflation had eroded the real value of the “tax-free amount,” the point
at which tax is first paid (U.S. Department of the Treasury 1984, 1: 5). Although
the overall burden of federal taxes had risen only slightly since 1950 (from 17.3
percent of GNP in 1950 to 18,7 percent in 1983), the poor experienced dispropor-
tionately higher tax burdens. As corporate income taxes fell (a trend that acceler-
ated in the early 1980s), social security taxes rose sharply. The combined em-
ployee and employer payroll tax increased from 3 percent in 1950 to 14 percent
by 1984 (Pechman 1987, 318). Rising payroll taxes shifted the tax burden “to-
ward the poor—particularly the working poor” (Blank and Blinder 1986, 198).

In addition to lower tax-free thresholds and rising payroll taxes, the poor
faced deteriorating wages. Beginning in the early 1970s, real earnings reversed
their post-World War II upward trend. As the economy worsened, earnings in-
equality accelerated, creating a “hollowed out” earnings distribution that pro-
duced large percentages of workers at the top and bottom of the distribution
and smaller percentages in the middle (Levy and Murnane 1992, 1371). The
value of the minimum wage, moreover, deteriorated dramatically between 1981
and 1986, falling in real value from $4.50 to $3.35 an hour (1986 dollars). During
the 1970s a full-year, full-time minimum-wage job kept a family of three above
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the poverty line. By 1986, the minimum wage had fallen short of this plateau by
20 percent (Ellwood 1988, 110).

Policymakers endeavored to curb these disturbing trends. Wage subsidies,
increases in the minimum wage, and child-care tax credits or child allowances
all loomed large on the policy agenda. Ultimately, politicians and experts aban-
doned these alternatives. Wage subsidies faced administrative difficulties, while
the minimum wage poorly targeted low-income groups and contained poten-
tially adverse labor demand effects. Child-care tax credits faced similar targeting
problems, and child allowances resembled too closely the kind of guaranteed-
income arrangements that Congress had rejected in both 1971 (Nixon’s Family
Assistance Plan) and 1978 (Carter’s Program for Better Jobs and Income). Offi-
cials sought alternative ways to address deteriorating wages and income in-
equality.

Both the Treasury Department and Congress chose the EITC. An expanded
EITC could raise the income tax threshold to approximately the poverty level. In
conjunction with a larger personal exemption, the EITC could provide greater
equity and “fairness for families” (U.S. Department of the Treasury 1984, 1:37,
66—67;, 2:15~16). An indexed EITC could address the erosion of low-income
wages as well as rising income inequality. By the mid-1980s, and with the help
of the Treasury, Congress had identified the tax system as both the problem and
the solution to rising rates of inequality. From 1984 to 1986, congressional com-
mittees examined the tax treatment of families, in particular, the increased tax
burdens of poor families (U.S. House 1984, 1985a, 1985b, 1985¢, 1985d, 1986; U.S.
Senate 1985). Politicians introduced bills designed to alleviate taxes on low-
income taxpayers.” Most of these plans recognized the antipoverty effectiveness
of the EITC, while many of them called for significant increases in the credit.” By
the time President Reagan unveiled his second major tax bill in May 1985, the
congressional majority believed that poor Americans should be freed from bur-
densome tax obligations. It also named the EITC as the primary vehicle of this
reform. The Tax Reform Act of 1986 removed more than 6 million impoverished
Americans from the income tax rolls by raising the standard deduction and
personal exemption and liberalizing the EITC (Conlan, Wrightson, and Beam
1988, 3).

The success of the 1986 tax law, particularly its expansion of the EITC, com-
plemented a political and professional consensus surrounding tax reform as well
as welfare reform. By the early 1980s, this political and professional issue net-
work gathered together liberals such as Senator Bill Bradley (Dem.-N.J.) and
“populist conservatives” such as Representative Jack Kemp (Rep.-N.Y.).” The
idea of reducing income tax burdens on the poor resonated with liberals who
were drawn to the idea of tax fairness. An enlarged EITC, by supplementing the
incomes of the working poor, addressed deteriorating wages and rising income
inequality. It also made the tax system more progressive, balancing out the re-
cent increases in social security and excise taxes. Conservatives, too, felt the
need to remedy unfair tax burdens. Endorsing a larger EITC ameliorated conset-
vative responsibility for the growing disparity between rich and poor, which the
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Reagan administration accelerated with its early tax and social policy changes.”
Along with increases in the standard deduction and personal exemption, a liber-
alized EITC also benefited middle-class families. Finally, the EITC assuaged anx-
iety over welfare dependency by theoretically keeping would-be welfare recip-
ients off the welfare rolls and in the workforce.

The EITC enjoyed bipartisan support for another reason: it elided the pitfalls
of budget politics. Increased defense spending in the 1980s, along with supply-
side tax changes, created huge federal deficits. Shortly after passing the Eco-
nomic Recovery Tax Act of 1981, Congress began trying to undue its harm.” The
Tax Equity and Fiscal Responsibility Act of 1982 and the Deficit Reduction Act of
1984 raised tax revenues. In 1985, the Gramm-Rudman Act mandated automatic
spending cuts if budget targets were not met beginning in 1991. By controlling
direct expenditures, Gramm-Rudman and other deficit reduction acts increased
pressure on legislators to channel spending programs through the tax system.”
The EITC complemented these new budget rules perfectly. Its cost could be
scored in both the tax expenditure and direct expenditure budgets. During the
political odyssey of the 1986 Tax Reform Act, the EITC also used budget politics
to its advantage by improving the bill's distributional neutrality. It offset tax
preferences for high-income taxpayers and corporations and balanced out the
all-important distribution tables.

“IT'S JUST WELFARE, IT'S A SUBSIDY”

While alterations to the EITC in 1986 reduced taxes for low-income families,
changes made in the early 1990s signaled to some observers that the program
was headed in the direction of welfare. The 1990 and 1993 Omnibus Budget
Reconciliation Acts expanded the EITC’s maximum benefit and phase-out rates,
and the 1993 law also raised the break-even point. The 1990 bill distinguished
for the first time between families with one and two or more qualifying children,
and the 1993 law extended the credit to childless low-income workers. Critics
considered the benefit levels overly generous, the phase-out an implicit work
disincentive, and the higher break-even point a form of welfare for the middle
class. Under the changes produced by the 1990 and 1993 bills, the cost of the
EITC almost tripled, jumping from $7.5 billion in 1990 to $21.1 billion in 1994
{(current dollars) (U.S. House 1999, 872). When examined over a longer period,
the expansion appeared more dramatic. From 1986 to 1996, EITC expenditures
grew by 1,191 percent (computed from U.S. House 1999, 872). The credit’s break-
even point, again in current dollars, increased from $11,000 in 1986 to $28,495 by
1996; the break-even point had risen from 37 percent of median family income to
67 percent (U.5. Bureau of the Census 2000). Although these changes appeared
less dramatic when adjusted for inflation, the EITC's critics focused on its nomi-
nal growth. The program, once a Washington darling, now represented “too
much of a good thing.””

The EITC had not only grown too big and too fast; it also had begun to look
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less like tax policy and more like welfare policy. Generous benefits extended the
program well beyond its mandate. Only a fraction of EITC benefits, opponents
argued, offset income and self-employment taxes, while the rest amounted to
direct outlays (“Senate Continues Budget Debate” 1995; Kosters 1993b). Senator
Don Nickles (Rep.-Ckla.) insisted that “in almost 99-plus percent of the cases, it
is a check paid as a refund to people in [ump sum payment” (“Senate Continues
Budget Debate” 1995). The federal government, it seemed, was back in the busi-
ness of “taxing the many on behalf of the few.” As Bill Archer (Rep.-Tex.) com-
plained, “Is it fair to ask middle-income taxpayers to give additional public as-
sistance to those who pay little or no taxes?” (U.S. House 1997a).

Noncempliance

The charges against the EITC gained credence when other negative side effects
of the program surfaced. Particularly damaging were studies released by the
IRS, which reported unusually high error rates for the EITC. Critics of the pro-
gram interpreted these findings to mean that a large proportion of EITC bene-
ficiaries were defrauders and cheats. The EITC, they concluded, amounted to “a
tax credit for crooks” (Aley 1993, 24).

The first episode in the EITC compliance story played out in 1990. In the
spring, both the House and Senate passed child-care bills that included an ex-
panded EITC. In the weeks before the Conference Committee met, Congress
debated whether the IRS could handle an enlarged, more complex EITC. It was
particularly concerned about compliance rates. The best available compliance
data, the IRS's Taxpayer Compliance Measurement Program (TCMP) study, re-
vealed that in tax year 1985, 46 percent of taxpayers who claimed the EITC may
not have been entitled to the benefit amount received; and the overclaim rate
(the dollar amount claimed in error divided by the total dollar amount claimed)
was 39.1 percent (Scholz 1994, 69, table 2). The Treasury responded with a sim-
plification package designed to increase compliance rates by clarifying EITC eli-
gibility rules and enhancing IRS verification of claims (Holtzblatt 1991). Con-
gress included this proposal in the 1990 Omnibus Budget Reconciliation Act, a
law that significantly expanded the EITC.

The 1988 Taxpayer Compliance Measurement Program study, released in
1992, indicated a drop in the overclaim rate, from 39.1 percent to 35.4 percent
(Scholz 1994, 69, table 2). Congress still considered the error rates too high, how-
ever, and wondered if noncompliance would rise in response to increased bene-
fit levels set in 1990 and 1993. Some analysts cautioned that EITC error rates
might reach 50 percent (Sparrow 1993), while others argued that the program
facilitated a “superterranean economy” by encouraging taxpayers to overstate
their earnings (Steuerle 1991, 1993, 1995b).”

Congress mobilized its forces to investigate the EITC's compliance problems.
Both houses conducted numerous hearings on the EITC between 1993 and 1997.%
In 1994, Senator William Roth (Rep.-Del.) asked the General Accounting Office
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to investigate the noncompliance charges and determine what the IRS was doing
to reduce the error rates (Roth 1994b). Legislators considered suggestions de-
signed to reform, simplify, and even repeal the credit (Roth 1994a; Petri 1994,
1996; Yin 1995).% No stone was left unturned in the effort to locate perpetrators
of EITC fraud. Congress went after EITC claimants, the IRS, the Treasury De-
partment, and even health insurance agents who sold policies to low-income
taxpayers eligible to claim the health insurance component of the EITC.* Critics
tied the EITC to a host of national problems, including reduced economic
growth, the growing tax gap (the yearly difference between federal income taxes
owed and federal income taxes collected), and rising taxes for the middle class
(Godfrey 1995b; U.S. House 1997a, 1997c; GAO 1994).

Some critics believed the IRS so incapable of administering the EITC that the
program might be better run through welfare offices.” They cited the substan-
tially lower error rates in the AFDC and food stamp programs: 6.1 percent for
AFDC in 1994, and 7.3 percent for food stamps in 1995 (McCubbin 1999, 56; also
see chapter 6, this volume). Meanwhile, the EITC overclaim rate hovered well
above 20 percent. Not only were welfare offices more efficient than the IRS, EITC
critics argued, but caseworkers could also more easily evaluate qualifying char-
acteristics for EITC eligibles.

Labor Supply Effects

In addition to compliance and administrative problems, the EITC's parameters
implied work disincentives. When combined with other taxes and transfer phase-
outs, the EITC benefit reduction rate resulted in marginal tax rates that could
exceed 50 percent (Browning 1995; Steuerle 1995a, 1995¢; National Center for
Policy Analysis 1995). Analysts warned that the EITC could push marginal tax
rates for the tax and transfer system to 65 percent for families with two or more
children and 60 percent for families with one child (Browning 1995). Researchers
attempted to determine the extent to which these tax rates reduced work effort.
Economic theory predicts that the EITC influences some individuals to enter
the labor force and some secondary workers to leave the labor force. For individ-
uals already in the labor force, the theory predicts an ambiguous (positive sub-
stitution, negative income) effect in the phase-in range of the credit, a negative
(no substitution, negative income) effect in the plateau, and a negative (negative
substitution and negative income) effect in the phase-out. Researchers attempted
to measure the cumulative effects of the EITC based on how many individuals
fell into each range of the credit and how individuals responded to different
incomes. By examining tax data, rescarchers determined the number of EITC
recipients in each group: roughly 15 percent in the phase-in range, 25 percent in
the plateau, and 60 percent in the phase-out (Hoffman and Seidman 1990, 88;
Scholz 1994, 78). Several analysts—basing their conclusions on the high number
of taxpayers in the phase-out and on predicted income and substitution effects
estimated by other researchers, and without considering changes in labor force
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participation—concluded that the EITC created aggregate work disincentives
(Kosters 1993a, 1993b; Browning 1995). Studies that examined microdata pre-
dicted a less severe effect on the number of hours worked by persons already in
the labor force (Ioffman and Seidman 1990; GAO 1993; Holtzblatt, McCubbin,
and Gillette 1994), while some predicted that the EITC might have “a beneficial
effect on labor supply” (Dickert, Houser, and Scholz 1994, 622). Until very re-
cently, however, the evidence remained mixed. Through the mid-1990s, legisla-
tors seemed more influenced by the apocalyptic warnings that highlighted the
EITC's potentially significant work disincentives.

Although much of the case against the EITC was constructed without micro-
data, politicians made it part of their rhetorical attack against the EITC. Qut of
control growth, error rates, and work disincentives, according to critics, plagued
the program. With such features, how could the EITC be considered tax policy
and not welfare policy? Indeed, as Senator Phil Gramm (Rep.-Tex.) bluntly
stated in 1995, “It’s just welfare, it's a subsidy.”*

Counterattack

The EITC’s supporters recognized the danger in this charge and defended the
credit. They argued that by expanding, the EITC was “doing exactly what Con-
gress intended it to do” {(U.S. Senate 1997). To the accusation that the EITC was
“out of control,” the program’s advocates cried foul play. Senator John Rocke-
feller (Dem.-W.V)) called such claims “totally misleading,” while Senator Ted
Kennedy (Dem.-Mass.) considered the accusations not only untrue but also un-
mindful of the EITC’s growth relative to inflation.® In relation to pre-1990 law,
the 1990 and 1993 expansions did not increase eligibility up the income scale for
families with one child; for families with two or more children, the income cutoff
increased only slightly ($3,700, in 1999 dollars) relative to the 1986 tax law.*
Supporters emphasized that in 1990 and 1993, Congress altered the credit to
cover increased payroll taxes (which had jumped 25 percent from 1980 to 1990),
real reductions in the minimum wage, higher excise taxes (particularly the gas
tax), and certain “deficit reduction provisions” (Storey 1996, 11).

The EITC had expanded, moreover, in response to bipartisan efforts. George
Bush initiated the 1990 expansion, while Bill Clinton, who considered a larger
EITC the cornerstone of his first-term pledge to “make work pay,” endorsed the
1993 expansion.” “We wanted the EITC to grow,” recalled Rockefeller, “because of
its fundamental role in helping parents who are teetering on the economic edge to
be able to choose work over welfare, independence over dependence, dignity over
the indignities of the welfare system” (U.S. Senate 1997, 7). Far from growing
beyond its mandate, the EITC respected the original intent of the credit, which the
Senate Finance Committee in 1975 said would provide “an added bonus or incen-
tive for low-income people to work” and an inducement for “families receiving
Federal assistance to support themselves” (U.S. Senate 1975, 11).

By 1996, the EITC's responsibilities had changed in one important respect: it
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was all that kept millions of individuals out of poverty. Beginning in the late 1980s,
the nation’s social safety net—as it was traditionally conceived—started to shrink.
Public assistance programs gave way to work-oriented programs. States received
“waivers” of federal welfare rules, allowing them to experiment with alternative
ways of administering welfare services. States responded by imposing strict re-
quirements on welfare recipients in an effort to reduce caseloads. In 1996, the
Personal Responsibility and Work Opportunity Reconciliation Act replaced AFDC
with a new program, Temporary Assistance for Needy Families, which eliminated
open-ended federal matching grants in favor of block grants, thereby devolving
welfare responsibility still further to the state level. In exchange for the block
grants, the new welfare program required that claimants work (or that states
reduce welfare caseloads) and that states impose a five-year lifetime limit on
receipt of benefits. It also allowed states to set shorter time limits and add other
requirements. The combination of the 1996 welfare reform act and the new welfare
program it instituted dramatically decreased welfare caseloads. In addition to the
unusually strong economic expansion of the late 1990s, time limits, work require-
ments, reduced benefits, and administrative actions reduced caseloads by as much
as 80 percent in some states. While federal and state welfare programs pushed
one-time (and would-be) welfare claimants toward work, the EITC eased the
transition. It provided individuals entering the labor force an earnings subsidy as
well as an incentive to remain employed.® The EITC had not grown beyond its
mandate; it had merely assumed new responsibilities thrust upon it by the work-
oriented welfare reform consensus. The program was working as planned.

Neither was the credit a welfare subsidy. The assistant Treasury secretary for
tax policy, Leslie B. Samuels, testified in 1995 that the EITC should still be con-
sidered a tax refund. When one accounted for payroll taxes, he revealed, 78
percent of the EITC offset tax obligations, while only 22 percent of benefits ex-
ceeded total tax liabilities (Samuels 1995). Earlier estimates that ignored payroll
tax burdens misrepresented the true nature of the EITC. The credit offset the
social security tax and provided an added bonus for low-income families to
choose work over welfare. Moreover, it accrued primarily to those working fam-
ilies most in need of assistance, those with incomes between 50 and 150 percent
of the poverty line (Liebman 1998, 7).

The “Real” Compliance Rates

It was not enough to differentiate the EITC from welfare. If the program were to
survive, researchers would have to address its high error rates. It was difficult to
deny that the program provided incentives for individuals in the phase-in range
to overreport income and for those in the phase-out range to underreport in-
come. S0, too, did it include incentives to overclaim dependents. These incen-
tives could increase noncompliance and raise administrative costs.

Between 1994 and 1995 the IRS conducted two studies that measured the rate
of EITC noncompliance.” The first study included EITC claims filed electron-
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ically in January 1994 for tax year 1993. The second study included EITC claims
filed both electronically and on paper and received by the IRS through April 21,
1995, for tax year 1994. The tax year 1993 study found an overclaim rate of 26.1
percent (IRS 1995b). It also estimated that IRS enforcement techniques (matching
returns to information reports, for example) and legislative and administrative
changes effective for the 1995 filing season would have further reduced the over-
claim rate to 19.1 percent (IRS 1995b). The study of tax year 1994 reached similar
conclusions (IRS 1997). It estimated a 25.8 percent overclaim rate and indicated
that enforcement activities conducted during the 1995 filing season would have
reduced the overclaim rate to 23.5 percent. Moreover, subsequent legislation and
administrative actions that took effect during the 1997 filing season (especially
the authority, granted in 199, to treat missing and invalid social security num-
bers as math errors) would have reduced the error rate to 20.7 percent.

Additionally, the IRS studies showed that some EITC eligibles failed to claim
the full amount to which they were entitled. This amount totaled $293 million, or
1.7 percent of the total EITC claimed for the 1995 filing period. Other studies
suggested that nonparticipants {eligibles who do not claim the credit) consti-
tuted an even larger source of underclaimed benefits. Between 13.6 and 19.5
percent of filers eligible for the EITC did not receive the credit for tax year 1990
(Scholz 1994). The failure to account for nonparticipation, researchers argued,
made it impossible for the IRS to measure the amount of overpayments net of
the amount not paid, and could overstate the importance of the EITC compli-
ance problem. Even without these additional adjustments, the evidence sug-
gested that EITC overclaim rates declined relative to the 1980s and that efforts to
reduce noncompliance were succeeding.

The legislature, the executive branch, and the IRS attacked noncompliance from
every angle. In 1990, the Treasury Department determined a relationship between
EITC overclaims and errors in filing status and dependency claims. The Treasury
presented a proposal to Congress (which it subsequently enacted) that simplified
the qualifying-child criteria and filing status and made it easier for the IRS to verify
EITC eligibility based on information reporting (Holtzblatt 1991). The IRS was given
the authority to match names and taxpayer identification numbers on tax returns to
individual social security numbers, including those of qualifying children under the
age of one. Moreover, the 1996 welfare reform act allowed the IRS to deny the EITC
to undocumented workers. It also allowed the IRS to reject electronic returns with
missing, invalid, or duplicated social security numbers and to delay refunds for
paper returns with similar problems until it could further investigate the cases.

Officials scrutinized electronic filing of the EITC, using field personnel to
check electronic return originators. The IRS discovered that a significant number
of these returns included falsified EITC claims (Richardson 1994). Based on these
findings, the TRS stopped issuing the direct deposit indicator, which showed
whether a taxpayer’s refund could be used to offset other liabilities (in which
case the taxpayer could be issued a refund anticipation loan). Lenders had relied
on the direct deposit indicator to screen loan applicants who used the expected
tax refund as collateral on short-term debt (Godfrey 1994).
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By 1998, the IRS could also levy penalties against individuals who abused the
EITC. The Taxpayer Relief Act of 1997 contained provisions that disqualified
abusive filers for various lengths of time depending on the infraction. The bill
also granted the IRS authority to recover excess refund payments or unpaid
taxes by garnishing a percentage of unemployment and means-tested benefits.
In addition, it provided the IRS two new data sources (the Federal Case Registry
of Child Support Orders and data culled by the Social Security Administration)
that will aid in assessing the accuracy of future EITC claims.”

The IRS also used outreach programs to combat error rates. It established
parinerships with state and local government agencies, national and local com-
munity service groups, and social welfare, religious, professional, business, la-
bor, and ethnic organizations. It produced instructional workbooks, nationwide
tax forums, and explanatory videos to assist in filing for the credit (IRS 19%4a,
1994b, 1994c¢, 1995a, 1996). The IRS also provided training for volunteers to help
EITC-eligible taxpayers. It distributed promotional information in both English
and Spanish and worked with local school systems to increase awareness among
students’ families (Taxpayer Advocate 1997).

At the behest of the Clinton administration, and through the Balanced Budget
Act of 1997, the IRS received special discretionary appropriations for fiscal years
1997 through 2002. In both 1998 and 1999, the funds ($138 million and $143
million, respectively) went toward EITC compliance activities. The additional
funding yielded a significant return. In 1998, the IRS spent $101 million adjust-
ing EITC math errors and auditing and conducting criminal investigations re-
lated to EITC claims (IRS 1999). These activities, the IRS reported in 1999, pre-
vented or recovered $977 million in EITC overpayments (McCubbin 1999, 61; see
chapter 6 of this volume).

In addition to reducing EITC noncompliance, the IRS also kept administrative
costs below those of other programs. Recall that some individuals suggested the
IRS should transfer administrative oversight of the EITC to welfare offices. Al-
though the EITC experienced higher error rates than other programs, the General
Accounting Oftice has estimated that EITC administrative costs equal only 1
percent of payments (GAQO 1995, 1997). Comparatively, administrative costs for
AFDC equaled 16 percent of total claims for fiscal year 1995, and for food stamps,
15.4 percent of total claims (McCubbin 1999, 77; see chapter 6 of this volume). It is
impossible to determine an optimal administrative cost, but at least by compari-
son, the EITC appears an administratively efficient tax transfer program.

The “Real” Labor Supply Effects

While efforts to reduce EITC error rates and instill confidence in the IRS's ad-
ministrative capabilities progressed, new studies revealed that the program’s
work disincentive effects were not as severe as its critics insisted. Early research
had concluded that with a majority of recipients in the phase-out range, the
EITC reduced cumulative hours worked for low-income individuals {Kosters
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1993a, 1993b; Browning 1995). New research using tax-return microdata reached
different conclusions. Although the majority of EITC eligibles reside in the
phase-out range and experience marginal lax rates that can exceed 50 percent,
recent studies suggest that the phase-out has little or no impact on hours worked
(Eissa and Liebman 1996; Liebman 1998; Meyer and Rosenbaum 1998).” The
credit provides unambiguous incentives for single workers to participate in the
labor force, moreover, and it produces statistically significant increases in aggre-
gate labor force participation (Scholz 1997; Liebman 1998; Blank, Card, and Rob-
ins 1999; chapters 2 and 3, this volume). Also, the EITC only slightly reduces
total number of hours worked by individuals already in the labor force (Hoff-
man and Seidman 1990; GAO 1993; Holtzblatt, McCubbin, and Gillette 1994;
Dickert, Houser, and Scholz 1994), and it raises labor force participation rates
among single women who might otherwise choose welfare over work (Dickert,
Houser, and Scholz 1994; Eissa and Liebman 1996; Liebman 1998; Meyer 1998;
Meyer and Rosenbaum 1998; Blank, Card, and Robins 1999). The program raises
labor force participation among married men, as well (Eissa and Hoynes 1998).
Of course, not all the evidence is positive. Recent analysts have warned that the
EITC might reduce cumulative hours worked among married women (Eissa and
Hoynes 1998). It is important to qualify this last finding, however, by pointing
out that it is sensitive to the selection of instrumental variables.”

The preponderance of economic evidence suggests that the EITC constitutes a
uniquely effective and viable antipoverty program (CEA 1998; Greenstein and Shap-
iro 1998; Liebman 1998; Blank, Card, and Robins 1999; CEA 1999). 1t responds
directly to the economic changes of the past few decades, “explicitly supplementing
the wages received by low-wage workers” (Blank 1997, 111). It offsets the tax
burden, which has fallen increasingly on the working poor, accounting especially for
rising excise and payroll taxes. It shrinks the income gap between rich and poor
(Greenstein and Shapiro 1998). As reported by the Council of Economic Advisers,
the EITC lifted 4.3 million persons out of poverty in 1997, including 2.2 million
children under the age of eighteen—more than any other government program
(CEA 1999, 114). The EITC has proven such an effective antipoverty program at the
federal level that eleven states have enacted their own EITCs.” According to recent
studies, state-level EITCs produce the same kind of positive benefits as their federal
counterpart {Johnson and Lazere 1999; Madden 1999; Rust 1999).

THE INFLUENCE OF ECONOMIC RESEARCH ON
TAX-TRANSFER PROGRAMS

With the help of economic research, the intense political debate surrounding the
EITC has subsided. Studics on the EITC's labor supply cffects, for instance, have
helped diffuse criticism and mobilize support for the credit. Economic research
has also mitigated concerns regarding EITC compliance. Although error rates
remain unsatisfactorily high, the evidence indicates they are dropping. Further
enforcement efforts promise to lower the overclaim rate still further” Once the
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Omnibus Budget Reconciliation Act of 1993 completely phased in, and as more
researchers discussed the EITC as an integral part of a new, work-oriented wel-
fare state, critics stopped calling the credit a welfare program. More generally,
economic research has provided an educative function by emphasizing that de-
signing a tax transfer system involves making tough choices between policy out-
comes. If officials wish to keep the EITC narrowly targeted, they must accept
attendant high marginal tax rates, which in turn will theoretically increase the
likelihood that recipients trade benefits for work. Similarly, if policymakers want
the tax system to perform social policy functions, they must acknowledge that
ease of participation might increase error rates. Indeed, economic research has
contributed to a more knowledgeable debate over the tax and transfer system.

The debate itself is far from over, however. Compliance problems and cost
remain highly political issues. The EITC poses questions that do not yield to
clarification by scientific research alone. The trade-offs in tax transfer programs
require political solutions. No matter how many studies analysts produce, no
matter how much evidence is amassed, policymakers will continue to debate the
EITC’s work incentives, its relationship to the private economy, and its cost.

It should come as no surprise that politics influence national social provision.
However, exactly when has politics mattered in the development of the tax and
transfer system? More important, how and why has politics mattered, particularly
in relation to economic analysis? During the past thirty years, economic research
has influenced how politicians use tax provisions as substitutes for direct expendi-
ture programs. But to what extent did politics affect, and even compromise, tax
policies that functioned as social policy? The balance of this chapter uses the
foregoing history of the EITC to analyze the relationships among tax policy,
politics, and economic research. It borrows a theoretical framework from political
science—the multiple streams model—to clarify how, why, and to what extent
economic research, as opposed to political rhetoric, mattered in the creation and
development of the EITC. Three separate “streams” constitute the most common
articulation of this model: problem recognition (where a sufficient number of
individuals identify a “condition” as a “problem”); the development of policy
solutions (where a policy community generates solutions for the identified prob-
lem); and politics (such as swings in national mood, public opinion, or election
results) (Kingdon 1984). As John Kingdon notes, “A problem is recognized, a
solution is available, the political climate makes the time right for change, and the
constraints do not prohibit action” (Kingdon 1984, 93). Issues rise and fall on the
policy agenda in relation to whether or not the streams merge (or “couple”) and
whether issue advocates (“policy entrepreneurs”) take advantage of certain op-
portunities (or “policy windows”) (Kingdon 1984, 129-30 and 173-204).%

Swimming Upstream: The Case of the Negative Income Tax

Interpreting how and why the EITC rose on the policy agenda requires under-
standing the policy alternatives that preceded it. The negative income tax was
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the intellectual and political antecedent to the EITC, Its short-lived but intense
popularity, followed by its sudden departure from atop the policy agenda and
then temporary reemergence, helps explain the success of a work-oriented tax
credit like the EITC.

In the early 1960s, “poverty” the condition came to be defined as “poverty”
the problem. The Johnson administration developed an arsenal of antipoverty
proposals, including a negative income tax. By 1966, the Office of Economic
Opportunity believed an NIT could help eliminate poverty within a decade. A
number of disparate interest groups supported the NIT concept. “It [was] en-
dorsed by the left-leaning Americans for Democratic Action and by the right-
leaning Ripon Society, by the National Association of Social Workers . . . and by
a committee of business leaders” (Wilcox 1969, 248). It also had the support of
experts. In 1968, twelve hundred economists signed a petition encouraging the
White IHouse to consider an NIT. Despite these endorsements, the NIT did not
rise to the top of the policy agenda, because the president, a critical agenda-
setting actor, withheld his support.

Only a year later, Richard Nixon gave the NIT new life. “Welfare depen-
dency” had joined “poverty” as a pressing national problem. Rising welfare rolls
indicated that the existing system of social assistance extended the time individ-
unals spent on the public “dole.” The Family Assistance Plan, with its NIT and
work requirements, promised to eliminate both poverty and welfare depen-
dency. Powerful interest groups supported the concept of an NIT, and experts
evaluated various parameters for an NIT program, all while a new president
was looking for a ready-made solution to a national “crisis.” In the language of
political scientists, the policy streams converged, and the NIT percolated to the
top of the policy agenda in 1969.

As quickly as the NIT rose, it also fell. After President Nixon proposed the
FAPL, divergence, rather than convergence, characterized the ensuing political de-
bate. Of the many factors that knocked the NIT from atop the policy agenda,
two predominate: the highly publicized congressional debate over “notches”
and the perceived obfuscation behind the administration’s use of the New Jersey
negative-income-tax experiment. In both instances, credible economic voices
challenged the NIT plan. Credible countervoices alone, however, cannot remove
an issue from the policy agenda (Cook 1990, 408). It can remain on the agenda if
its advocates respond adequately. The Nixon administration neither remedied
the notch problems in its NIT program nor convinced anyone that it had not
compromised the integrity of the New Jersey experiment. Indeed, it was difficult
to muster counterevidence for a program that contained fundamental flaws: the
administration could not parameterize its NIT in such a way as to contain an
adequate income guarantee, maintain all the characteristics of the tax system,
and provide work incentives, all at an acceptable cost.

The credible countervoices shook the administration’s proposal, but it toock
additional, “micromediating” factors to knock it from the policy agenda (Cook
1990, 408-9). Interest groups openly criticized the program. Experts, too, with-
drew their allegiance® Even the president abandoned his initiative. To make
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matters worse, results from the Seattle-Denver NIT experiments indicated that
low-income husbands and wives, presumably in an effort to receive larger cu-
mulative benefits, were more likely to split up in the presence of an NIT. All of this
was reported in the media, which chronicled the FAP’s disintegrating support as
well as the charges that an NIT amounted to a perverse guaranteed annual income
that perpetuated the cycle of welfare dependency and undermined family values.
In short, the policy community that had muscled negative income taxation onto
the policy agenda cracked; the streams diverged; the policy window closed on the
NIT; and negative income taxation fell from the policy agenda.”

In the final analysis, the economic research that the administration had hoped
would support income supplements helped destroy them. Officials failed to
demonstrate to politicians the difficult trade-offs inherent in the design of tax
transfer programs. Moreover, by inadequately addressing the notch problems
and inappropriately breaking into the New Jersey experiment, the Nixon White
House discredited social science inquiry and experimentation. It politicized eco-
nomic research and, for at least the duration of the FAP debates, blurred the
distinction between empirical analysis and theoretical prediction.

Convergent Streams: The Case of the EITC

Although the agenda-setting streams diverged in the early 1970s, they did not
fundamentally reconstitute themselves. Welfare dependency remained a national
problem. The political environment, too, remained constant; public opinion and
elected officials preferred pro-work social programs. The list of policy solutions
sounded familiar, as well. None of the ideas captured the attention of Congress,
however, and none of the solutions addressed new problems on the policy
agenda. Payroll taxes and social security refinancing preoccupied legislators in
the early 1970s. As the decade progressed, economic growth and unemployment
were added to the list, as was tax reduction. A welfare reform initiative that
sufficiently appreciated the problem stream as well as the political stream could
jump through the policy window.

In 1975, the EITC emerged from the policy stream as the perfect complement
to the other two streams. Its benefits accrued to workers, and it provided incen-
tives for individuals outside the labor force to enter. It offset rising payroll taxes,
and it reduced income tax liability for low-income individuals. It was run
through the tax system, not welfare offices, and it boasted a modest price tag.
Moreover, critical policy entrepreneurs supported the EITC and convinced legis-
lators that it could remedy several prevailing national problems (Michael Stern,
Russell Long’s key staff member for the EITC, deserves especial comment). They
also demonstrated the relative structural simplicity of the EITC; it phased up to
a certain income level and phased out at an agreeable point. Its modest size kept
it from raising cumulative marginal tax rates too high. The streams converged,
and policy entrepreneurs pushed the EITC through the policy window.

For the next several years, a group of policy entrepreneurs nurtured the EITC,
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while another group fought to replace it. The first policy community cnvisioned
an expanded EITC that provided more substantive economic support to individ-
uals moving from welfare to unsubsidized work. A second policy community
de-emphasized work-oriented policies and reincarnated a comprehensive, high-
rate NIT. In an effort at compromise, the two policy communities merged their
proposals, but with disastrous results. Jimmy Carter’s Program for Better Jobs
and Income spoke of work incentives, but it also contained a cash subsidy. It
was a workfare bill, and at the same time, it was a guaranteed annual income.
Moreover, it was confusing. Charles Schultze, chair of Carter’s Council of Eco-
nomic Advisers, acknowledged its complex nature. “The thing got so god-
damned complicated,” he complained, “that nobody in the world but the three
or four people who put it together fully understood it, and I doubt if they did
fully” (quoted in Lynn and Whitman 1981, 191).

Economic research might have clarified the policymaking process by attach-
ing numbers to predicted behavioral responses, but it only served to confuse the
Carter proposal. Modeling data, for instance, divided the administration in the
early planning stages and then later confounded the political process by produc-
ing inconsistent cost estimates. Although much of the cost discrepancies were
attributable to political disagreements regarding which program savings should
be offset against the costs of the Program for Better Jobs and Income,” economic
analysis, it seemed, not politics, complicated the policy process. Not only did
economic data attach an aura of confusion and carelessness to the bill, it also left
the impression that the administration was deceptively fiddling with the eco-
nomics of its initiative. Reminiscent of the FAF, economic research politicized
rather than clarified the political discussion. Of course, other factors contributed
to the demise of the Program for Better Jobs and Income—divergence of interest
groups, poor presidential leadership, a heightened antiwelfare sentiment—but
the improvident use of economic data killed the Carter welfare bill.

The EITC remained a viable policy solution despite the defeat of the Program
for Better Jobs and Income. Although it had contributed to the proposal’s confu-
sion {complicating break-even points, phase-outs, and marginal tax rates), politi-
cians identified the NIT, not the EITC, as the cause of that confusion. Into the
1980s, policy entrepreneurs advocated the EITC as complementary to both the
political and problem streams. It provided an incentive for individuals to leave
welfare for work, and it satisfied a political conservatism that required pro-work,
pro-growth, low-cost social programs. By the mid-1980s, the visible policy par-
ticipants (the president, members of Congress, and high-level appointees), as
well as the hidden policy participants (experts, bureaucrats, and staffers), recog-
nized that the EITC complemented emergent national problems. It could help
policymakers address rising tax burdens on working families, for example, and
decrease sharpened inequalities between rich and poor. New budget rules, too,
worked to the advantage of those desiring an expanded EITC. By 1986, the pro-
gram enjoycd the support of liberals and conservatives, the president, congres-
sional leaders, disparate political interests, and powerful policy communities.

If that were not enough, the EITC provided the glue that held together one of
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President Reagan’s most important legislative accomplishments: the 1986 Tax
Reform Act. Specifically, the EITC helped policymakers achieve distributional
and revenue neutrality in the final bill. As a tax credit for low-income individ-
uals, it offset tax cuts for high-income taxpayers and balanced the incidence of
the tax reform package. Also, the EITC’s cost could be split between the direct
expenditure and tax expenditure budgets. Equally important, policy entrepre-
neurs kept the EITC simple. They did not confuse the political debate with the
program’s structural or administrative technicalities but rather referred to it as a
tax offsct for the working poor. They showed how the credit's expansion, al-
though significant, merely reestablished original benefit levels.

To explain the EITC's expansion in 1986, we need look no further than this
conflation of interests and careful lobbying effort. A consensus formed around
the EITC. The streams merged, and they remained together. No credible counter-
voice challenged the program. Policy communities defended the credit to their
constituents. No viable policy alternatives emerged. The credit remained rela-
tively simple for the media to report: it was a tax credit that removed millions of
low-income, working Americans from poverty. Thrust onto the national stage,
the EITC was transformed from an obscure tax credit to a more visible social
instrument with significant antipoverty responsibilities.

Economic Research Helps Save the EITC

For the next several years, the “new” EITC enjoyed bipartisan support. How-
ever, the bubble burst in the early 1990s. According to critics, the program suf-
fered from high error rates, significant work disincentives, and skyrocketing
costs. The EITC was in serious trouble, but it survived for two reasons: first, it
complemented the political stream by providing a coherent, pro-work, pro-
growth, low-cost, antipoverty program; second, economic research indicated the
extent to which it upheld the principles of the welfare reform consensus.

The Treasury identified causes of taxpayer error and responded with a series
of simplification and compliance proposals. They strained resources to improve
and update enforcement techniques. They educated taxpayers on how and when
to claim the credit. Their administrative efforts, as we have seen, proved success-
ful. Other researchers dispelled rumors that the EITC reduced work effort. They
showed that the credit provided unambiguous incentives for single workers to
participate in the labor force. It also produced statistically significant increases in
aggregate labor force participation. The evidence indicated that the credit raised
labor force participation among married men and (more important politically)
among single women who might otherwise choose welfare over work.

Collectively, economic research provided a valuable educative function, as
well. Economic analysts carefully articulated the policy trade-offs involved in
programs like the EITC. They taught legislators about the design and interaction
of a comprehensive tax transfer system. They admitted that although it was far
from perfect, the EITC represented the best available policy solution (Steuerle
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1995b). Most important, it embodied the “make work pay” consensus that had
come to dominate social policymaking in the 1990s (Blank, Card, and Robins
1999, 4-5).

CONCLUSION

For much of the EITC’s history, political rhetoric, not economic research, domi-
nated the debate over tax transfers. As this chapter has demonstrated, economic
analysis helped at least one tax transfer program survive. In the 1990s, it depo-
liticized what was otherwise a highly political battle over the EITC. It responded
quickly to credible countervoices (Taxpayer Compliance Measurement Program
data, theoretical labor supply effects, rapid growth) with even more credible
empirical research; it explained the complexities of tax transfer policymaking to
a nonexpert audience; it generated consensus about the EITC as a policy solu-
tion among various policy communities; and it spoke to national problems and
the political environment. In a sense, economic analysts finally learned to appre-
ciate the politics of welfare reform; they “saved” the EITC by helping merge the
three policy streams. In another sense, experts got lucky. The EITC’s survival
depended more on a receptive political environment than on economists becom-
ing more effective political actors. The EITC represented the perfect policy solu-
tion to a set of social problems and a welfare reform consensus that favored
pro-work, pro-growth, low-cost alternatives. Indeed, economic research was a
necessary, but not sufficient, component of the EITC’s survival.

The future of the EITC will depend on the relative flow of the problem, policy,
and political streams. Economic analysis will influence whether the streams re-
main together or diverge. The political process, however, will continue to chal-
lenge and distill economic research. More generally, politics, not economics, will
dominate future discussions of the US. tax transfer system. The foregoing his-
tory of the EITC exposes the powerful influence that national politics and values
have on tax transfer programs like the EITC. It is not the historian’s role to make
predictions or to suggest policy prescriptions based on these observations.
Rather, it is incumbent on the historian to identify political, social, and cultural
trends and continuities that might inform policy discussions. This chapter de-
scribes the intersection of tax policy, politics, and economic analysis. More point-
edly, it explores the political uses and abuses of economic theory and research,
with specific reference to the EITC. If future social policymaking follows the
pattern described here, policy alternatives, regardless of their theoretical or ana-
lytical appeal, will have to complement rather than conflict with social and cul-
tural forces to prove successful.



APPENDIX

TABLE 1.A1 / Earned Income Tax Credit Parameters, from 1975 to 1999
Phase-In Phase-In Maximum Phase-Out Phase-Out
Rate Range Credit Rate Range
Year (Percentage)  (Dollars) {Dollars) (Percentage) {Dollars)
1975 to 1978 10.0 0 to 4,000 400 10.0 4,000 to 8,000
1979 to 1984 10.0 0 to 5,000 500 125 6,000 to 10,000
1985 to 1986 14.0 0 to 5,000 550 12.22 6,500 to 11,000
1987 14.0 0 to 6,080 851 10.0 6,920 to 15,432
1988 14.0 0 to 6,240 874 10.0 9,840 to 18,576
1989 14.0 0 to 6,500 910 10.0 10,240 to 19,340
1990 14.0 0 to 6,810 953 10.0 10,730 to 20,264
19917 16.7* 0 to 7,140 1,192 11.93 11,250 to 21,250
17.3° 1,235 12.36
1992 17.6° 0 to 7,520 1,324 12.57 11,840 to 22,370
184 1,384 13.14
1993 18.5° 0to 7,750 1434 13.21 12,200 to 23,050
19.5¢ 1,511 13.93
1994 26.3" 0 to 7,750 2,038 15.98 11,000 to 23,755
30.0¢ 0 to 8,425 2,528 17.68 11,000 to 25,296
7.65 0 to 4,000 306 7.65 5,000 to 9,000
1695 34.0° 0 to 6,160 2,094 15.98 11,290 to 24,396
36.0° 0 to 8,640 3,110 20.22 11,290 to 26,673
7.65¢ ¢ to 4,100 314 7.65 5,130 to 9,230
1996 34.0° 0 to 6,330 2,152 15.98 11,610 to 25,078
40.0¢ 0 to 8,890 3,556 21.06 11,610 to 28,495
7.65° 0 to 4,220 323 7.65 5,280 to 9,500
1997 34.0" 0 to 6,500 2,210 15.98 11,930 to 25,750
40.00 0 to 9,140 3,656 21.06 11,930 to 29,290
7.65" 0 to 4,340 332 7.65 5,430 to 9,770
1998 34.0° 0 to 6,680 2,271 15.98 12,260 to 26,473
40.0¢ 0 to 9,390 3,756 21.06 12,260 to 30,095
7.65 0 to 4,460 R Y| 7.65 5,570 to 10,030
1999 34.0° 0 to 6,800 2,312 15.98 12,460 to 26,928
40.0° 0 to 9,540 3,816 21.06 12,460 to 30,580
7.65° 0 to 4,530 347 7.65 5,670 to 10,200

Source: U.S. House 1999, U.S. Department of the Treasury, RG 59.
“Basic credit only. Does not include supplemental young-child credit or health insurance credit.
"Families with one qualifying child.
‘Families with two or more qualifying children,
"Taxpayers with no qualifying child.
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NOTES

1. The political scientist Christopher Howard (1997) has argued that tax expenditures
slip through the policymaking process; they are, he concludes, the result of surrep-
titious and undemocratic pelicymaking. Perhaps the complexities of the Internal
Revenue Code influence some politicians to cede authority on tax issues to the tax-
writing committees. But Howard’s view of tax expenditures is more true of the tax
policymaking process thirty or forty years ago than of recent tax expenditure history.
Indeed, since at least the mid-1970s, when Congress began requiring the Treasury
Department to produce an annual list of tax expenditures, politicians have examined
tax expenditures alongside direct expenditures. Many direct expenditure programs
are no less technical or confusing than tax expenditures, and politicians understand
perfectly well the distributive features of tax programs. With the tax expenditure bud-
get approaching $700 billion for 1999, politicians cannot afford to ignore its economic
and social influences. Therefore, I agree with John Witte that “it seems unlikely” that
tax expenditures “are enacted or modified without full congressional knowledge of
the intent and effects of the legislators” (Witte 1985, 335).

2. The Republican Contract with America associated the EITC with the old, failed re-
gime of social provision (Gillespie and Schellhas 1994). Commentators in the popular
press voiced similar criticisms, calling it “a program that pays taxpayer dollars to
people who don’t even earn enough to be taxpayers” (Paul C. Roberts, “Revenge of
the Unheards . . . Rising: Clinton’s Deception,” Washington Times, May 27, 1993, G,
see also James Bovard, “Clinton’s Biggest Welfare Fraud,” Wall Street fournal, May 10,
1994, A18). Others went further. They identified the EITC as “the biggest . . . transfer
swindle in the history of the nation” (Gross 1995, 137). Legislators, too, attacked the
program, In 1995, Senator Don Nickles (Rep.-Okla.) called the EITC “the fastest grow-
ing, most fraudulent program that we have in Government today” (Nickles 1995).
Such federal largesse, argued Senator William Roth (Rep.-Del.), created a tax and
transfer system that allowed individuals to make “millions of dellars off [the EITC] by
scam” (U.S. Senate 1995a, 13).

3. Alice O'Connor has written that “welfare, not poverty, was the social problem of the
1970s” (O’ Connor 1998, 99).

4. Historians have identified several studies from the late 1950s and early 196(0s that
spurred this “rediscovery” of poverty, particularly John Kenneth Galbraith’s The Afflu-
ent Sociefy (1958) and Michael Harrington’s The Other America (1962). See Brauer 1982,
103; Matusow 1984, 119. Although historians correctly identify the importance of
these studies, they overlook earlier work on poverty and income distribution, which
laid the foundation for later “rediscoveries” of poverty. See Lampman 1954, 1957;
Goldsmith 1957; Lydall and Lansing 1959.

5. According to Robert Lampman, the University of Wisconsin economist who animated
the modern war on poverty, the aggregate poverty gap in 1963 reached $12 billion.
Robert J. Lampman, “Negative Rates Income Taxation,” U.S. Department of the Treas-
ury, Records of the Office of Tax Analysis (hereafter, OTA), Box 53. The OTA esti-
mated in late 1964 that the poverty gap had climbed to $16 billion; see “Social Secu-
rity, Financing, Taxation and Welfare, and Income Maintenance,” 10, August 10, 1964,
OTA, Box 41. Filling the poverty gap remained a goal of social policymakers through-
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10.

11.

12,

13.

14.

50

out the 1960s. See, for example, Brookings Research Report, “Using Negative Taxes to
Narrow the Poverty Gap,” 1967, OTA, Box 53.

. For more on the moral perceptions of poverty, see Katz 1986, 198%; Handler and Has-

enfeld 1991; Hirschman 1991; Fraser and Gordon 1994.

. Joseph Pechman to Stanley Surrey, October 13, 1963, 3, OTA, Box 53. Stanley Surrey,

assistant secretary of the treasury for tax policy from 1961 to 1969, perceived the same
kind of illogic regarding tax policies in 1965. “ At the present moment we are consider-
ing easing the income tax on low income groups,” Surrey observed. “However at the
same time we are increasing payroll taxes under Social Security. And thus in this
sense we are working in contradictory directions.” Surrey to the Secretary, July 25,
1965, Stanley S. Surrey Papers (hereafter, SSP), Box 199, Folder 2.

. Stockfisch to Surrey, January 6, 1964, ”Administration’s Anti-poverty Campaign,”

OTA, Box 7. The Treasury Department investigated the effect of federal and state
taxes on the poor, Brannon to Stockfisch, “Tax Relief for Very Low Incomes,” January
16, 1964, OTA, Box 52; Stockfisch to the Secretary of the Treasury, “Effect of Tax Bill on
Poverty Income Classes,” January 27, 1964, OTA, Box 7; Surrey to Stockfisch, “Taxes
and Poverty,” March 23, 1964, OTA, Box 7; Stockfisch to Mr. Lusk, “Estimating tax
liabilities for poverty levels of income,” March 26, 1964, OTA, Box 52; Surrey to Stone
and Brannon, “List of Substantive Tax Matters Requiring Consideration,” July 7, 1965,
SSP, Box 180, Folder 5; OTA, “Two-Year Carryforward and Two-Year Carryback of
Unused Exemptions and Minimum Standard Deduction,” August 23, 1965, OTA, Box
53.

. “Negative Tax,” September 1, 1964, Treasury Department discussion paper for Income

Maintenance Task Force Meeting, OTA, Box 53; “Negative Tax Systems: Report of
Technical Working Committee, Task Force on Income Maintenance,” September 14,
1963, prepared by the staffs of the Treasury and the Council of Economic Advisers,
OTA, Box 41.

For social science expertise in the 1960s, see O'Connor 2001.

1 am indebted to one of the referees from the Russell Sage Foundation for this obser-
vation.

OTA, “An Explanation of a Negative Income Tax,” February 9, 1967, OTA, Box 52;
Lampman, “Negative Rates Income Taxation,” OTA, Box 53.

Office of Economic Opportunity, “Program Memorandum on Income Maintenance,
FY 1968-72,” June 1966, OTA, 1, Box 53. The Office of Economic Opportunity pro-
duced a separate report discussing the implementation of a negative income tax.
OTA, “Office of Economic Opportunity Program for a Negative Income Tax,” July 28,
1966, OTA, Box 53. For reaction to the OEO’s plan, see Tobin 1967.

For NIT benefits “as a matter of right,” see Education, Manpower, and Science Divi-
sion (Bureau of the Budget) to Charles J. Zwick, “The Income Maintenance System,”
October 17, 1966, OTA, Box 52. For a constitutional right to a federally guaranteed
livelihood, see Schwartz 1964; “Report of the Task Force on Income Maintenance:
Summary and Recommendations,” September 18, 1965, OTA, Box 41; OTA, “An Ex-
planation of a Negative Income Tax,” February 9, 1967, OTA, Box 52. Ior a slightly
different variant of an NIT as a guaranteed annual income for unemployed workers
displaced by technological gains, see Theobald 1963, 155-56.
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Social dividend plans after the British models would have cost well over $50 billion.
By contrast, negative-income-tax schemes designed to close the poverty gap in the
United States cost much less, ranging from $3 billion to $15 billion.

For the development of the negative income tax concept, scc Creen 1967; Lenkowsky
1986; Ventry 1997.

Friedman, “The Case for a Negative Income Tax: A View from the Right,” speech
given at Chamber of Commerce, National Symposium on Guaranteed Income, Wash-
ington, D.C., December 9, 1966, Milton Friedman Papers, Box 49, 1. Although other
supporters of negative income taxation were also careful to emphasize the differences
between an NIT and a guaranteed annual income, the distinction between the two
policy options was less real than political. “Properly stated,” Friedman has written, an
NIT and a guaranteed annual income “are identical. At lcast they can be made to be
identical if the proper parameters are chosen. For every guaranteed income plus tax
structure, there is an identically equivalent negative income tax and vice versa.” Mil-
ton Friedman to Dennis Ventry, December 3, 1996, personal correspondence.

Income disregards provided an exemption level below which the program’s marginal
tax rates could not reduce earned income.

For the “failed” war on poverty, see Matusow 1984, 217-71; Patterson 1994, 171-84;
Davies 1996, 219-20). For the welfare “crisis,” see Moynihan 1968; “Welfare Out of
Control” 1971; “Welfare: The Shame of a Nation” 1971; O’Connor 1998, 101-7.

Daniel P. Moynihan to Art Klebanoff, September 5, 1969, 1, Richard M. Nixon Presi-
dential Materials Staff (hereafter NPM), Subject: Welfare, Box 61.

As testament to the FAP's early appeal, the House Ways and Means Committee re-
ported it out of committee, 21 to 3, and the full body of the House approved it, 243 to
155 {Small 1999, 188).

According to Moynihan, the National Welfare Rights Organization plan became “a
talisman of advanced liberalism” (Moynihan 1973, 250).

The figures are from Moynihan 1973, 247. The original data came from an unnamed
study by Charles Schultze and Andrew Brimmer.

Nixon to George Bush, October 23, 1970, 1, NPM, Subject: Welfare, Box 21, For similar
correspondence, see Robert Finch to Lester Maddox, draft letter for the President,
November 30, 1970, NPM, Subject: Welfare, Box 63, Despite these assurances, the
president felt compelled by political pressures to direct his administration to use the
term “workfare” when referring to the FAP. Tod R. Hullin to Staff Secretary, July 14,
1971, NPM, Subject: Welfare, Box 62.

In 1967, Congress had reduced marginal tax rates for the AFDC program as part of
that year’s social security amendments. The new “30 and 1/3” rule allowed AFDC
recipients to keep the first $30 they earned and one-third of additional earnings with-
out having to count them against AFDC benefits.

Nixon to George Bush, October 23, 1970, 1, NPM, Subject: Welfare, Box 21.

The Department of Health, Education, and Welfare's tables depicted the “combined
benefits and reduction rates under selected income-tested programs for a four-person,
female-headed family” in four cities: Phoenix, Arizona; Wilmington, Delaware; Chicago,
Hlinois; and New York, New York. For the complete tables, see Moynihan 1973, 475-79.
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According to Frank C. Porter of the Washington Post, Williams's testimony “torpedoed”
the Nixon plan, while Moynihan concluded that the Delaware senator killed the FAP
(Moynihan 1973, 474, 534). It should be noted that HEW’s tables did not reflect reality.
They assumed, for example, that all welfare families lived in public housing, but only
a fraction (18 percent in Chicage and 8 percent in New York} lived in public housing
units. The department alsc assumed that each member of welfare families collected
Medicaid. Thus, by overstating the benefits lost to the FAP, HEW implied a much
larger notch problem (Moynihan 1973, 480).

For the income maintenance experiments, see Pechman and Timpane 1975; Palmer
and Pechman 1978; Munnell 1986.

For an animated summary of Long’s distinction between the deserving and undeserv-
ing poor, see U.S. Senate 1972.

“Outline for Workfare Proposal,” no date, no author, NPM, Subject Files: Welfare, Box
52, 1-2. See also “Possible Amendments to Family Assistance,” September 2, 1970,
and, ”Briefing Paper: Meeting with Senate Finance Committee Members on Family
Assistance,” September 3, 1970, both from NPM, Subject Files: Welfare, Box 52.

A handful of scholars resisted the conclusion that social sccurity taxes were regressive.
They argued that the contributory nature of the system assured wage earners “deferred
income commensurate with, or in excess of . . . their contributions” (Riesenfeld 1955,
235). They also maintained that social security benefits were progressive, with the poor
receiving higher payments as a percentage of their income {Harvey 1965).

Stockfisch to Surrey, January 6, 1964, “Administration’s Anti-poverty Campaign,”
OTA, Box 7; Assistant Commissioner to Mr. J. A. Stockfisch, “Materials Relating to
Impact of Taxes on Poverty,” May 4, 1964, OTA, Box 53; Surrey to Files, “Possible
Presidential Tax Programs,” 4, June 8, 1964, S5F, Box 180, Folder 6; OTA, “Social Secu-
rity, Financing, Taxation and Welfare, and Income Maintenance,” August 10, 1964, 10,
OTA, Box 41; Surrey to Stockfisch, October 9, 1964, OTA, Box 53; Surrey to Secretary
of the Treasury, “Income Maintenance Task Force Recommendations,” November 14,
1964, OTA, Box 41.

The 1964 Presidential Task Force on Sustaining Prosperity argued that “further in-
creases in payroll taxes will force an increasingly large share of the total federal tax
burden to fall on lower income families.” Task Force on Sustaining Prosperity, Draft of
Task Force’s Final Report,” 11, October 28, 1964, SSP, Box 207, Folder 3. See also
Surrey to Arthur M. Okun, “Tax Aspects of Post-Vietnam Plans,” May 28, 1968, SST,
Box 206, Folder 1. With social security taxes rising rapidly, the poor’s tax burden
could no longer be justified simply by reference to the contributory aspect of the
social security system. Task Force on Sustaining Prosperity, “Draft of Task Force’s
Final Report,” 12; Surrey to Arthur M. Okun, “Tax Aspects of Post-Vietnam Plans”;
Surrey to Stone and Brannon, June 23, 1965, SSE Box 111, Folder 1. The Treasury
Department considered ways fo relieve, and even exempt, low-income workers from
payroll tax cobligations. OTA, “Social Security, Financing, Taxation and Welfare, and
Income Maintenance,” 10, August 10, 1964, OTA, Box 41; OTA, “Exemption of Em-
ployee Social Security Tax for the Poor,” December 6, 1968, Box 52; Albert Brisbin to
Deputy Assistant Secretary Helmuth, December 5, 1968, SSE, Box 196, Folder 1.

Various legislators, predominantly Democrats, proposed their own legislation de-
signed to relieve low-income workers from social security taxes. A number of plans
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provided refundable tax credits similar to Long’s work bonus (H.R. 12646, 1974, by
Representative Barbara Jordan [Dem.-Tex.], and S. 918, 1975, Senator Hubert Hum-
phrey [Dem.-Minn.]), while others provided a tax deduction for social security taxes
(H.R. 9000, 1973, Representative Williarn R. Cotter [Dem.-Conn.}; H.R. 15281, 1974,
Representative Bertram Podell {Dem.-N.Y.]; and H.R. 1141, 1975, Representative Jo-
seph Waggonner [Dem.-La.]). Still other proposals lowered the social security tax rate
(IL.R. 12489, 1974, Representative James A. Burke [Dem.-Mass.] and 125 cosponsors;
H.R. 13803 and H.R. 13804, 1974, Representative Henry S. Reuss [Dem.-Wisc.]; 5. 1838,
1974, Senator Vance Harike [Dem.-Ind.]; and S. 2055, 1975, Senator Vance Hartke
|Dem.-Ind.], cosponsored by Senators George McGovern [Dem.-S.D.], James
Abourezk [Dem.-5.D.], and Hugh Scott [Rep.-Pa.], Senate minority leader). A few
plans called for the abolition of social security taxes altogether (H.R. 13019, 1974,
Representatives Henry S. Reuss [Dem.-Wisc] and William D. Ford [Dem.-Mich.].
Other proposals extended more general tax relief for the working poor by increasing
personal exemptions (H.R. 13048, 1974, Representative John Matthew Zwach [Rep.-
Minn.]; and H.R. 13092, 1974, Representative Wright Patman [Dem.-Tex.]} or allowing
an optional tax credit in lieu of personal exemptions {H.R. 13197, 1974, Representative
Martha Griffiths [Dem.-Mich.]; and H.R. 13741, 1974, Representative Lionel Van Deer-
lin [Dem.-Calif.]).

This paragraph borrows heavily from O'Connor 1998.

Washington policy organizations developed many of these models. The Urban Insti-
tute, for example, created RIM (reform in income maintenance), TRIM ({transfer in-
come model}, and DYNAMISM, while Mathematica Policy Research produced MATH
{microanalysis of transfers to households). See Kraemer ¢t al. 1987, 38-62.

Anderson had witnessed the debates over the FAP, too, while acting as special assis-
tant to Arthur F. Burns, Nixon’s counselor for domestic affairs.

Although the Tax Reduction Act of 1975 named the new tax credit the “Earned In-
come Credit,” politicians and experts referred to it interchangeably as the “Earned
Income Credit” (EIC), or the “Earned Income Tax Credit” (EITC). To this day, both
designations are acceptable and understood, but “EITC” is more widely used.

The Ways and Means Report that first included the EITC stated that “it is appropriate
to use the income tax system to offset the impact of the Social Security taxes on low-
income persons in 1975 by adopting for this one year only a refundable income tax
credit against earned income” (U.S. House 1975, 10). Sce also Long 1975,

As part of this vision, Long introduced an amendment to the Tax Reduction Act of
1975 that would have reduced AFDC payments to EITC recipients by amounts equal
to the credit. Although Long's amendment failed to pass in conference, the bill's final
language did not require state welfare agencies to disregard the EITC from income
when calculating AFDC benefits. The result was that most states considered EITC
benefits as income and reduced AFDC payments accordingly.

The House Ways and Means Committee proposed extending the EITC to all low-
income workers, regardless of their family responsibilities. The Senate Finance Com-
mittee, however, concentrating on out-of-work welfare mothers and determined to
minimize the cost of the proposal, voted to restrict EITC eligibility to low-income
individuals with children. The House acceded to the Senate in conference (U.S. Senate
1975, 33).
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In theory, Long's plan extended “a substantial new application of the principle of
taxation according to ‘ability-to-pay’” (“Tax Credit for Low-Income Workers with
Families” 1974). By refunding more than 85 percent of the total tax on workers, it
implied that workers bore both the employee and the employer portion of the payroll
tax. Long argued that the credit would “provide tax relief to people who are too poor
to pay income tax, but who still pay Social Security tax and bear the burden of the
Social Security tax paid by their employers” (Long 1975). But in practice, the EITC
was hardly radical.

. Congress extended the Earned Income Tax Credit through 1976 ({the Revenue Adjust-

ment Act of 1975}, 1977 (the Tax Reform Act of 1976), and 1978 (the Tax Reduction
and Simplification Act of 1977).

The Revenue Act of 1978 instituted these modifications to the EITC.

Statement by the President, May 2, 1977, 1, Jimmy Carter Library (hereafter J{CL), Box
318, May 1977.

Tom Joe to Stu Eizenstat, "THEW’s Proposed Welfare Reform Plan,” July 27, 1977, 3,
JCL, Eizenstat, Box 318, July 1977.

Carter did not detail the proposal at his press conference on May 2 but instead pro-
vided a set of twelve goals for welfare reform. Notably, Carter explicitly recom-
mended continued use of the EITC to help the working poor.

Stu Eizenstat, Bert Carp, Bill Spring, and Frank Raines to President Carter, April 26,
1977, 1, JCL, Eizenstat, Box 317, April 1977. The Department of Health, Education, and
Welfare’s own estimate indicated that those covered by direct cash assistance under its
program would increase 67 percent, from 23.67 million to 39.58 million individuals.

Tom Joe to Stu Eizenstat, July 27, 1977, 7, JCL, Eizenstat, Box 318, July 1977.
Stu Eizenstat to the President, July 31, 1977, 11, JCL, Eizenstat, Box 318, August 1977,
Charles Schultze to the President, July 27, 1977, 4, JCL, Fizenstat, Box 318, July 1977.

As parameterized late in the design of the welfare initiative, the EITC would have
increased the combined benefit-reduction rate (including social security taxes) in
states that supplemented cash assistance “to a maximum of 68 percent for those ‘ex-
pected to work” and to a maximum of 86 percent for those ‘not expected to work.””
The DPS demanded that HEW and the DOL reduce these “sericous work disincen-
tives.” Eizenstat to the President, July 31, 1977, 11, JCL, Eizenstat, Box 318, August
1977.

Tom Joe to Stu Eizenstat, July 27, 1977, 4, JCL, Eizenstat, Box 318, July 1977.

Eizenstat, Carp, Spring, and Raines to the President, April 26, 1977, 2, JCL, Eizenstat,
Box 317, April 1977.

Jack Watson and Jim Parham to the President, May 23, 1977, 1, JCL, Eizenstat, Box
318, May 1977.

Watson and Parham to the President, May 23, 1977, 1, JCL, Eizenstat, Box 318, May
1977; Jack Watson and Jim Parham to the President, April 26, 1977, 1, JCL, Eizenstat,
Box 317, April 1977.

Compare the admintstrations conclusions with a 1978 Urban Institute study (Hoff-
man 1978, xi).
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Joe to Eizenstat, July 27, 1977, 4, JCL, Eizenstat, Box 318, July 1977. A few individuals
on the welfare reform planning team warned, somewhat prophetically, that expand-
ing the EITC would undercut its advantages. The domestic policy staff argued, for
example, that “folding into the ‘welfare system’ the Earned Income Tax Credit . . . will
appear to be an expansion of the welfare system and will label as “welfare recipients’
people who are not now so perceived.” Jim Parham to Jack Watson, April 15, 1977, 1,
JCL, Eizenstat, Box 317, April 1977.

Tom Joe to Stu Eizenstat, August 2, 1977, 3, JCL, Eizenstat, Box 319, August 1977.
Joe to Eizenstat, August 2, 1977, 3, JCL, Eizenstat, Box 319, August 1977.
Long quoted in Lynn and Whitman 1981, 230. Moynihan quoted in Link 1977, 1701.

Never mind that the different estimates were easily explained: the Congressional Bud-
get Office used 1982 dollars, while HEW estimated using 1978 dollars, a difference
that accounted for $7 billion of the discrepancy; the Congressional Budget Office re-
fused to include the CETA VI, the wellhead tax, HEW savings from reduced fraud,
and reductions in extended unemployment insurance as legitimate offsets; and it did
not charge the expanded EITC to tax reform.

For a fuller description of the discrepancies in costs, see Demkovich 1978, 633; Lynn
and Whitman 1981, 231-40; and Kraemer et al. 1987, 141-43.

These bills included the House Welfare Reform Subcommittee revisions of the Pro-
gram for Better Jobs and Income (H.R. 10950), the Ullman Welfare Reform Act (H.R.
10711), the Job Opportunities and Family Security Act of 1978 (S. 2777, also known as
Baker-Bellmon-Ribicoff), the State and Local Welfare Reform and Fiscal Relief Act
(also known as Moynihan-Cranston-Long), and the Welfare Reform and Fiscal Relief
Act (sponsored by Senator Edward Kennedy).

The other two were (1) eliminating the purchase requirement in the food stamps pro-
gram and creating tighter eligibility requirements for high income recipients and (2)
renewing CETA and tightening eligibility to target only low-income workers.

Congress never passed the 1979 jobs bill.

Recent studies suggest that fewer than 1 percent of EITC eligibles opt for the advance
payment. If these studies are any indication of the rate at which individuals chose the
advance credit in the late 1970s, state welfare agencies were unfairly reducing AFDC
benefits for individuals eligible for both the EITC and AFDC programs. See GAQO
1992 and Yin et al. 1994.

The 1990 Omnibus Budget Reconciliation Act affirmed this requirement and also pro-
hibited the counting of EITC as income in determining eligibility for Medicaid, food
stamps, Supplemental Security Income, and low-income housing benefits.

The 1979 welfare legislation amounted to two bills, the Work and Training Oppor-
tunities Act and the Social Welfare Reform Amendments, both of which failed to pass.
Despite the program’s modest cost ($5.7 billion), Carter warned his staff, “Do not ask
me to approve a higher figure in the future” (Patterson 1998, 130).

Unless otherwise noted, the statistics in this paragraph are from Storey (1996, 16-17)
and refer to 1996 dollars.

These bills included H.R. 200 (introduced by Siljander), H.R. 373 (Moore), H.R. 416
(Quillen), H.R. 623 (Young, of Alaska), H.R. 794 (Frank), H.R. 800 (Gephardt), H.R.

! 55



Making Work Pay

73.

74.
75.

76.

77.
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1040 (Rangel), H.R. 1057 (Lloyd), H.R. 1165 (Heftel}, H.R. 1551 (Coats), H.R. 2222
(Kemp), H.R. 2472 (Schroeder and others), HR. 2477 (Kennelly), H.R. 2480 (Rangel),
H.R. 2585 (Ford and Rangel), 5. 321 (DeConcini and Symms), 5. 409 (Bradley and
others), S. 411 (Roth), S. 556 (Chafee), S. 888 (Durenberger), S. 909 (Quayle), S. 1006
(Kasten and Wallop), and S. 1194 (Moynihan).

Those plans that increased the EITC included H.R. 373, HR. 1040, H.R. 2472, H.R.
2480, H.R. 2585, S.R. 411, and S.R. 1194. Those that maintained the credit or simply
modified it to more explicitly offset social security taxation included H.R. 200, HR.
800, H.R. 2222, S.R. 409, S.R. 556, and S.R. 1006.

Conlan, Wrightson, and Beam (1988, 62) describe this consensus in detail.

The drastic cuts in social services, in combination with the Economic Recovery Tax
Act of 1981, drastically reduced progressivity in the tax system (Kasten, Sammartino,
and Toder 1996) and increased inequality (Gramlich, Kasten, and Sammartino 1993)
between 1980 and 1585.

In fairness to President Reagan, the looming deficit was the product of years of fiscal
mismanagement as well as changing macroeconomic forces (including reduced infla-
tion that resuited in lower federal revenues), not merely the direct consequence of
Reaganomics. Indeed, as Gene Steuerle has shown, the “era of easy financing” that
characterized postwar fiscal policy ended before Reagan took office (Steuerle 1992,
1996). Nevertheless, the Economic Recovery Tax Act of 1981 and Reagan’s increased
defense spending accelerated the day of reckoning.

Deficit reduction efforts began as early as 1974 with the Congressional Budget and
Impoundment Control Act. They also included the Tax Equity and Fiscal Respon-
sibility Act of 1982 and the Deficit Reduction Act of 1984, as well as the Omnibus
Budget Reconciliation Acts of 1987 and 1989 and the Budget Enforcement Act of 1990.
For the way deficit reduction influenced tax policy, see Gutman 2000.

The full citation is from floor comments Senator William Roth made in October 1995:
“The EITC was to create incentives for low-income parents to work. It was that sim-
ple. But as they say about too much of a good thing becoming dangerous, such is
what happened to this once well-intended program” (Reth 1995). Similar criticism
emanated from the popular press. During the 1995 budget debate, columnist James
Glassman argued that the EITC “like many other good ideas in Washington, [has]
gotten completely out of hand” (James K. Glassman, “A Program Gone Bonkers,”
Washington Post, October 26, 1995, A25).

Sparrow did not use microdata and characterized his conclusions as “moderately in-
formed guesses.” Steuerle’s suggestion that the EITC encourages a superterranean
economy remains a theoretical prediction; the 1993 and 1994 IRS data provide no
indication that overreporting of inceme constitutes a significant compliance problem.

For these investigations, see U.S. House (1993a, 1993b, 1994, 1997b) and U.S. Senate
(1995b, 1995¢).

Suggestions included replacing the EITC with an exemption for payroll taxes; providing
the EITC benefit to low-income workers through a tax credit awarded to employers;
disallowing EITC claims filed electronically; denying the EITC to illegal aliens; eliminating
the health care and young child supplemental credits; raising the amount of disqualified
income for EITC claimants; and denying the EITC to childless families.
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The Omnibus Budget Reconciliation Act of 1990 added a health insurance credit to the
basic EITC credit. Available to EITC eligibles who purchased health insurance that
included child coverage, the health insurance credit varied with a claimant’s income
and offered a maximum benefit of $451 in 1992. In 1993, the Clinton administration
proposed repealing the supplemental credit, a suggestion Congress acted on in the 1993
Omnibus Budget Reconciliation Act. For a discussion of abusive insurance sales and
marketing techniques involving the EITC, see U.S. House 1993a and Greenstein 1993,

See Congressman Rob Portman’s comments, for example, in U.S. House 1997b.

Comment by Senator Phil Gramm (Rep.-Tex.) during Senate Finance Committee de-
bate over the EITC in 1995 (Godfrey 1995a). Although the EITC is indeed an earnings
subsidy, Senator Gramm most likely did not have that distinction in mind when he
called the EITC a “subsidy.”

For Rockefeller’s comment, see U.S. Senate 1997. The program’s projected 4.5 percent
growth rate in 1996, Kennedy argued, barely kept pace with increases in the con-
sumer price index (Kennedy 1995).

I am indebted to Janet Holtzblatt for the information relating to the EITC’s expansion
in the 1990 and 1993 bills.

The presidential initiative to expand the EITC in 1993 was inspired by David Ell-
wood’s three-pronged attack on poverty: (1) making work pay (by enlarging the
EITC); (2) enforcing child support orders; and (3) setting welfare time limits. See Ell-
wood’s last chapter in Bane and Ellwood 1994,

In selling the EITC in 1993, Clinton argued that posterity would remember favora-
bly his proposed expansion of the program. “By expanding the refundable earned
income tax credit,” he declared, “we will make history; we will reward the work of
millions of working poor Americans by realizing the principle that if you work 40
hours a week and you've got a child in the house, you will no longer be in poverty”
(Shapiro and Greenstein 1993, 4).

For a discussion of the EITC’s growth relative to the dramatic changes in welfare
policy during the 1980s and 1990s, see Ellwood 2000.

For a more detailed examination of these studies, see chapter 6, this volume.

For a more detailed accounting of the authority granted to the IRS, see chapter 6, this
volume. Unfortunately, the two new data sources only partially compensate for the
lack of a recent Taxpayer Compliance Measurement Program study, last conducted in
1988. Congress has cut funding for the exhaustive study, and in 1998 the Senate ex-
plicitly prevented the IRS from conducting another TCMP study. The lack of a current
TCMP study prevents not only an accurate picture of EITC compliance rates but also
a whole array of additional tax compliance issues.

Studies using micredata have found that even in the presence of the EITC, “typical
tax rates on the poor are not particularly high—they rarely exceed 40 percent.” Dick-
ert, Houser, and Scholz 1994, 636.

I'am indebted to one of the referees from the National Tax Journal for this observation.

The eleven states are Colorado, Iowa, Kansas, Maryland, Massachusetts, Minnesota,
New York, Oregon, Rhode Island, Wisconsin, and Vermont. Eight of the eleven state
EITCs are refundable.
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94. Janet McCubbin, in chapter 6 of this volume, offers evidence to suggest that concen-
irating on improving enforcement techniques—rather than scaling back the EITC—
will most effectively reduce the program’s overclaim rate,

95. In addition to Kingdon's multiple-streams model, political scientists have described
the agenda-setting process with the help of other theoretical frameworks, including
the convergent- and divergent-voice models and punctuated equilibrium model. See
Cook 1981, 1990, for the convergent- and divergent-voice models, and Baumgartner
and Jones 1993 for the punctuated equilibrium model.

96. In 1970, Milton Friedman, a one-time FAP supporter, called the proposal “a striking
exammple of how to spoil a good idea” (Friedman 1970, 89).

97. Although Congress rejected negative income taxation in 1972, it enacted the first fed-
erally subsidized guaranteed income in the form of the Supplemental Security Income
program. Restricted to the aged, blind, and disabled, the program originally provided
a monthly income of up to $210 for each couple.

98. See note 64,
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Chapter 2

Making Single Mothers Work:

Recent Tax and Welfare
Policy and Its Effects

Bruce D. Meyer and Dan T. Rosenbaum

transfer programs that affect single mothers. These changes dramatically

increased the incentive to work. During that period, real dollars received
through the Earned Income Tax Credit (EITC), which go primarily te working
families with children, increased more than tenfold. The number of children re-
ceiving Medicaid increased 72 percent, while the number of covered adults with
dependent children increased 27 percent, These Medicaid expansions primarily
affected nonwelfare families with incomes near the poverty line, making work
more attractive for low-income single mothers. Since 1993, nearly every state has
experimented with changes in its welfare programs, often under waivers of the
existing program rules. Many of these changes imposed work requirements, time
limits, or other measures that encouraged single mothers to work. Finally, child-
care funding for single mothers was increased. These program changes combined
to greatly increase the incentive for single mothers to enter the workforce.

At the same time, there was a substantial increase in the employment of single
mothers. The annual employment of all single mothers increased by about 9 per-
centage points between 1984 and 1996, while that for single mothers with children
under the age of six increased 13.5 percentage points. Nearly all of this increase
occurred after 1991. We should emphasize that all of these changes took place
before the elimination of “welfare as we knew it” under the Personal Responsibility
and Work Opportunity Reconciliation Act of 1996, which replaced Aid to Families
with Dependent Children (AFDC) with Temporary Assistance for Needy Families.

Many papers have described one element of the changes in tax and welfare
policy after 1984 until the passage of the 1996 welfare act that have affected the
employment of single mothers, but no past work has described in detail the
larger pattern of policy change. In this chapter, we seek to address this deficit by
describing federal and state EITCs and other federal and state tax changes; the
effects of changes in welfare programs; the expansions of Medicaid coverage to
low-income non-AFDC children; and the recent flurry of welfare waivers. We
also discuss the effects of changes in child-care programs during this period.’
Because the Personal Responsibility and Work Opportunity Reconciliation Act

B etween 1984 and 1996 there were enormous changes in many of the tax and
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changed many features of welfare in ways that are difficult to characterize, we
end our analysis in 1996.

We then examine whether the changes in employment rates over time for
different demographic groups and states are consistent with a causal effect of
these policies on employment. These comparisons provide a transparent way of
examining the plausibility of our findings elsewhere, based on a simple struc-
tural approach, that about 60 percent of the increase in single mothers” employ-
ment between 1984 and 1996 was in response to the EITC expansions (Meyer
and Rosenbaum 2001).” In our earlier work, smaller though substantial roles
were found for welfare benefit cuts and welfare waivers, while child care played
an even smaller role. Though more structural approaches have advantages,
transparency is not one of them.?

With many influences interacting to produce the variables, combined with
functional form assumptions, it is often hard to see what leads to structural
coefficient estimates. This chapter provides simple comparisons that examine the
plausibility of the claim that the EITC was the main source of the employment
changes, and examines the plausibility of alternative hypotheses, as well. Com-
bined with the evidence in our “Welfare, The Earned Income Tax Credit, and the
Labor Supply of Single Mothers” (Meyer and Rosenbaum 2001) and other pa-
pers, we can provide a convincing picture.

POLICY CHANGES THAT AFFECTED LABOR SUPPLY

In this section, we describe the major policy changes between 1984 and 1996 that
affected the labor supply of single mothers. For each policy or program, we first
provide some brief background information and outline major changes between
1984 and 1996. Next, we describe how and when the policies affected different
groups. Finally, we analyze the theoretical effects of these changes on the choice
of whether or not to work. The summary measures we use to describe the policy
changes capture their overall effects on the budget sets of single women. We
calculate the taxes and welfare benefits of single women at thirty different earn-
ings levels and then average these values to get an overall effect for each policy
that we examine.*

The EITC and Federal and State Income Taxes

In recent years, the most important change for single mothers in the financial
incentive to work has probably come from the Earned Income Tax Credit.” The
total amount of the EITC increased fifteenfold over the period under study, from
$1.6 billion in 1984 to $28.8 billion in 1996. Single parents received more than
two-thirds of these EITC dollars (U.S. House Committee on Ways and Means
1996; IRS, Statistics of Income, 1999).° In 1996, a single woman with two children
who earned less than $8,890 (the phase-in range) received a 40 percent credit on
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dollars earned, up to a maximum of $3,556. Because the credit is refundable and
a mother of two with those earnings was not subject to any federal income tax
(owing to the standard deduction and personal exemptions), she would have
received a check from the Internal Revenue Service for the credit amount. With
additional earnings up to $11,610 the credit amount did not change. Additional
earnings beyond $11,610 and up to $28,495 (the phase-out range) resulted in a
reduction in the credit by 21.06 percent of the additional earnings, until the
credit was reduced to zero at earnings of $28,495. This credit schedule meant
that a woman with two children earning between $5,000 and just under $19,000
received at least a $2,000 credit.

The current EITC is the result of several legislative changes (summarized in
figure 2.1) that greatly expanded the EITC after 1984. Between its beginning in
1975 and the passage of the Tax Reform Act of 1986, the EITC was small, and the
credit amounts did not keep up with inflation. Beginning with the 1986 act, the
EITC was expanded in a number of dimensions.

First, credit rates, phase-in ranges, and phase-out ranges were increased con-
siderably. For a mother of one child in 1984, for example, the credit rate was 10
percent for earnings up to the end of the phase-in range at $5,000, implying a
maximum credit of $500. In 1987 the credit rate rose to 14 percent on earnings up
to $5,080, implying a maximum credit of $851. In 1988 the beginning and end of
the phase-out range were increased by about $3,000. The credit parameters were
then unchanged in real terms for several years, but beginning in 1991 the credit
rates rose in small steps, up to 18.5 percent in 1993. In 1994 and 1995 there were
large increases in the credit rates, to 26.3 and 34.0 percent respectively, though
the phase-in range was reduced. The resulting maximum credit for a mother of
one child was $2,094 in 1995.

Second, in 1991 the credit was expanded to provide a larger credit for families
with two or more children and families with very young children. The increment
to the maximum credit for a second child was small through 1993, never exceed-
ing $77. Beginning in 1994, however, the difference began to rise sharply; it rose
to $490 in 1994, $1,016 in 1995, and $1,404 in 1996. From 1991 through 1993, there
were also small refundable credits for child health insurance premiums and for
children under the age of one’

Third, before 1991 children generally had to be claimed as dependents in
order to be qualifying children, which required that the taxpayer provide more
than half of their support. This requirement meant that low-income mothers
who received more in AFDC than in earnings would not qualify for the EITC.
Since 1991, to qualify the taxpayer must have a child who is under the age of
nineteen or is a full-time student under the age of twenty-four who lived with
the taxpayer for more than half of the year, regardless of who supported the
child or children.*

Fourth, the relationship of the EITC with other programs has changed over
time. Before October 1984, the EITC was counted as earned income in AFDC
and food stamp calculations at the time it was earned. Between October 1984
and October 1989, it was counted at the time it was received, thereby typically
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FIGURE 21 / Major Tax and Welfare Policy Changes Affecting Low Income Women,

from 1984 to 1997

Deficit Reduction Act, 1984

« Effective October 1984, EITC counls as earned
income at the time it is received.

» Effective October 1984, states required to extend
Medicaid coverage for nine months to families
who lose AFDC owing to the loss of the
{four-month) earnings disregard.

Sixth Omnibus Budget Reconciliation Act, 1986

o Effective April 1987, states permitied to extend
Medicaid coverage to children under two in
families below 100 percent of the poverty line.

Omnibus Budget Reconciliation Act, 1987

« Effective July 1988, states permitted to extend
Medicaid coverage to children under five
{and born after September 1983) in families
below 100 percent of the poverty line.

» Effective October 1988, states permitted to extend
coverage to children under eight in families
below 100 percent of the poverty line.

» Effective October 1988, states permitted to extend
coverage to children under one in families below
185 percent of the poverty level.

Omnibus Budget Reconciliation Act, 1989

* Effective April 1990, states required to extend
Medicaid coverage to children under six in
families below 133 percent of the poverty level.

1

1984

1985

™ 1986

1987

Omnibus Budget Reconciliation Act, 1990

» Effective January 1991, the EITC increased by
over 50 percent (phased in aver three years)
with an additional credit for families with two
or more children; support test for qualifying
children dropped.

» Effective January 1991, the EITC not counted as
income for most federal means-tested progtams,

« Effective July 1991, states required to extend
Medicaid coverage to children born after
September 1983 and under age nineteen in
families below 100 percent of the poverty level.

Personal Responsibility and Work

Opportunity Reconciliation Act, 1996

« Effective July 1997, established state block grants
replacing AFDC; set time limits and work
requirements for most assistance recipients.

Tax Reform Act, 1986

¢ Effective January 1987, EITC increased by over
50 percent and indexed for inflation.

¢ Effective January 1988, standard deduction for
those filing as head of household increased by
almost $2,000.

Medicare Catastrophic Coverage Act, 1988

» Effective July 1989, states required to extend
Medicaid coverage to children under one in
families below 75 percent of the poverty level,

Family Support Act, 1988

e Effective October 1989, EITC not counted as
income for AFDC eligibility {except for gross
income test); AFDC carnings disregard increased |

» Effective April 1990, states required to provide
transitional child care and Medicaid for twelve
months to families whe lose AFDC owing to
increased earnings (state options for fees for child
care and Medicaid during second six months).

» Effective October 1990, cstablished Job
Opportunities and Basic Skills Training Program
(JOBS) requiring states to implement new
employment, education, and training programs
for AFDC recipients,

Omnibus Budget Reconciliation Act, 1992

s Effective January 1994, the EITC increased by
aver 5( percent (phased in over three years).

» Effective January 1994, small EITC established
for taxpayers without children and twenty-five
or older.

[ 1995

. 1996

AFDC and Medicaid Program Waivers,

1993 to 1996

s Between 1993 and 1996, forty-three states
received waivers for AFDC and Medicaid; these
waivers generally required work, set time limits
for assistance, or increased work incentives.

1997

Source: Authors’ compilation.

Note: Medicaid expansions covering children cover pregnant women as well.
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affecting AFDC and food stamp benefits only when the tax return check was
received. Between October 1989 and January 1991, the EITC was not counted as
income in AFDC calculations (except for the gross income test), and cffective
January 1991, the EITC was not counted at all in most means-tested programs,
including AFDC, food stamps, and Medicaid.’ By not counting the EITC in these
means-tested programs, these reforms have increased the value of the credit for
very low-income women.

We should note that there were other changes in federal income taxes during
this period that affected single women. In particular, in 1987 the personal ex-
emption was increased by $820, and in 1988 the standard deduction for house-
hold heads rose by $1,860. These changes, in conjunction with the many changes
in EITC credit rates and phase-in and phase-out ranges, make it hard to picture
the changes in taxes at various earnings levels. To aid this evaluation, we plot in
figure 2.2 the difference in after-tax earnings (earnings minus federal income
taxes plus the EITC) between a woman with two children and a woman with no
children for various pretax earnings levels in 1984, 1988, 1992, and 1996.® We
focus on the difference between a woman with two children and a childless
woman because this comparison is used in our later analysis of employment
trends. As table 2.1 indicates, changes over time in this difference were almost
entirely a response to changes in taxes paid (or credits received) by single mothers.

Figure 2.2 illustrates several important aspects of the EITC expansions, First,
between 1984 and 1988, single mothers of two with earnings between $10,000
and $20,000 experienced increases in take-home pay (relative to single women
without children) that ranged from $500 to $1,500." Thus, the reward to working

FIGURE 2.2/ Difference in After-Tax Income of Single Women With and Without
Children, Selected Years

4500 -
= r
£ 4000 - —O— 199
E 3,500 |- —A— 1992
o 2 3000 | —m— 1988
@0 C
c zlt 2,500 [ —% 1984
£ 5 2000 -
B3 1500
's .
U 1,000 -
E 500 |
~ 0 B 1
0 5,000 10,000 15,000 20,000 25,000 30,000

Pretax Annual Earned Income (1996 PCE Dollars)

Source: Authors’ calculations.

Note: All women are assumed to have only carned income and to take the standard
deduction. Single women with children and without children are assumed to file as heads of
households and single, respectively. After-tax income is income after federal taxes or credits.
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increased substantially for single mothers relative to single childless women.
Most of this increase was due to large increases in both the maximum credit and
the earnings level before the credit phase-out began. Between 1988 and 1990, tax
and EITC parameters were adjusted only for inflation, so the after-tax earnings
difference remained the same. Between 1990 and 1992, the moderate increase in
the credit rate is evident.

The most striking feature of figure 2.2 is the effect of the expansions from 1994 to
1996, which particularly affected women with two or more children.” For example,
the take-home pay difference for women with $7,500 of earnings increased only
about $600 between 1984 and 1993 but increased more than $1,500 between 1993
and 1996. Unlike the earlier expansions, those since 1993 dramatically increased
the take-home pay difference for very low-income women (with earnings of less
than $10,000) because of large increases in the credit rate and maximum credit.
Thus, these EITC expansions sharply increased over a short period of time the
reward for working, particularly for women with two or more children.

In addition to federal income tax changes, there were changes in state income
taxes, including state EITCs, during this period. By 1994, seven states had their
own EITCs. The largest five of these states introduced the credits from 1984 to
1996, the period under examination here. All of the state EITCs were set as a
fraction of the federal EITC and thus increased when it did.” Four states (Minne-
sota, New York, Wisconsin, and Vermont) had refundable tax credits, while three
other states (Iowa, Maryland, and Rhode Island) had nonrefundable credits. The
size of these credits ranged from Iowa’s nonrefundable credit set at 6.5 percent
of the federal EITC (a maximum of $231 in 1996) to Wisconsin's refundable
credit, which in 1996 was set at 43 percent of the federal EITC for a family with
three or more children (a maximum of $1,529). Other state income tax changes
during our sample period reduced taxes for single mothers. More than a dozen
states increased their personal exemption, increased their child credit, added a
higher standard deduction, or added a separate tax schedule for household
heads. Quantitatively, though, these changes were not nearly as important as the
institution and expansion of state EITCs.

To summarize these changes in federal and state taxes, we calculate the aver-
age taxes a single mother would pay if she worked. We obtain this measure by
averaging taxes over the earnings distribution for single women. We use sepa-
rate earnings distributions for women with and without children from the
March Current Population Survey, which we average over all years from 1984 to
1996. We use this earnings distribution to calculate several other variables. To
illustrate the changes in the variable for average income taxes over time, in fig-
ure 2.3 we plot its mean for single women with no children, one child, and two
or more children by year from 1984 to 1996. Figure 2.3 and table 2.2 indicate that
the taxes of a typical single mother with one child fell about $1,000 over the
twelve-year period. About 40 percent of that fall had occurred by 1990, and
about 60 percent occurred over the next six years. For a single mother with two
or more children, the fall was almost $1,900, with more than 55 percent of that
fall occurring between 1993 and 1996. Over the same period, from 1984 to 1996,
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FIGURE 23 / Federal and State Income Taxes Paid If Working, Single Women With
and Without Children, 1984 to 1999
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Source: The data are from the CPS Quigoing Rotation Group files (ORG), from 1984 to 1996.
Nofe: Taxes include federal and state income taxes, including federal and state EITCs. Dollar
amounts are in 1996 PCE dollars,

the taxes paid by a single woman with no children rose slightly. Overall, the
taxes paid by a single mother fell $1,629 between 1984 and 1996 relative to that
of a single childless woman. Almost all of the fall was due to federal tax
changes. Only $31 of the fall was due to state taxes, entircly owing to state
EITCs. However, in the seven states with state EITCs the role of state taxes was
much greater. In these jurisdictions, state EITCs accounted for a $224 drop in the
taxes of single mothers relative to single women without children.

The theoretical effect of the EITC expansions on the annual labor force partici-
pation decision of single parents is unambiguously positive. Since the EITC ex-
pansions have increased the after-tax return to work at all earnings levels, some
work during the year is unambiguously more attractive for single mothers. The
effect of the EITC and its expansions on the hours of work among those working
is much less clear and depends on where a person would choose to work on the
precredit or postcredit budget sets. The higher income that one receives under
the credit will discourage work through the income effect. While additional
hours or weeks of work are encouraged as the credit is phased in, the phase-out
of the credit adds an implicit tax, which discourages additional work through
the substitution effect. Overall, since more people are expected to be on the
phase-out range than the phase-in range, this negative substitution effect com-
bined with the income effect is likely to reduce the hours and weeks worked of
those who do work.

One might wonder if these income tax incentives for low-income households
were ineffective because households were unaware of the incentives or did not
bother to file tax returns (for evidence on knowledge of the EITC, see chapters 8
and 10, this volume). However, EITC take-up appears to be high and rising. John
Karl Scholz (1990, 1994) estimates that 75 percent of EITC eligibles in 1988 and
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Making Work Pay

between 80 and 86 percent of EITC eligibles in 1990 received the credit. One of
the reasons for this high take-up rate is the common use of paid tax preparers by
low-income women (Olson and Davis 1994). With the increases in the EITC after
1990, one might expect that the participation rate would have risen further,
though tougher compliance efforts may have discouraged some filers.

Aid to Families with Dependent Children and Food Stamps

The two programs most commonly thought of as welfare are Aid to Families
with Dependent Children (AFDC) and Food Stamps.” We discuss the two pro-
grams together because nearly 90 percent of AFDC recipients also receive food
stamps (U.S. House Committee on Ways and Means 1996). Both of these pro-
grams are large relative to other means-tested programs, but neither has grown
much since 1984. Real spending on AFDC benefits fell slightly between 1984 and
1996, from $21.7 billion to $20.4 billion, even though the number of recipients
increased by 15 percent, from 10.9 million to 12.6 million. Expenditures for the
Food Stamp program increased by more than 35 percent during this same pe-
ried, from $20.0 billion to $27.3 billion, though most of this increase resulted
from the rise in the number of recipients, from 20.9 million to 25.5 million. Even
if some measures of overall spending did not change a great deal, there have
been changes in the benefits and implicit tax rates under these programs over
time, and in recent years there has been experimentation with many other fea-
tures of these programs. Before describing these recent changes, it is useful to
summuarize how the programs work.

The AFDC program provides cash payments to families with children who
have been deprived of support because of the absence or unemployment of a
parent. The Food Stamp program provides low-income households with cou-
pons with which to purchase food. The parameters of the AFDC program are set
by the states, while most Food Stamp parameters are the same in all states.
Nevertheless, because of the interaction of the eligibility and benefit calculations
of the two programs, there are interstate differences in the amount of food
stamps received by people in similar situations.

Eligibility and benefit calculations under the two programs follow roughly
similar rules. A monthly benefit or guarantee that varies with family size is
provided to recipients with no income. After an initial earnings exemption (earn-
ings that result in no benefit reduction), benefits are reduced by the amount of
the additional income times a fraction, called the implicit tax rate, until benefits
are zero and the family is no longer eligible for the program. The full details of
the calculations are quite involved.

Several things should be noted about the calculations. First, there are compli-
cated interactions between the two programs, because the Food Stamp program
counts AFDC benefits as income in its benefit calculations (but the AFDC pro-
gram does not count food stamp amounts as income in its benefit calculations).
This rule implies that in states with sufficiently high AFDC benefits an implicit
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food stamp tax rate is applied to the first dollar of earnings, while in other states
initial earnings result in no benefit reduction. This rule also implies that for some
states the implicit tax rate used in calculating food stamps will fall when earn-
ings are sufficiently high that AFDC benefits have been reduced to zero. Second,
state AFDC programs differ in their earnings exemptions and implicit tax rates,
though this point is not widely understood.” For example, since October 1989, in
most states the earnings exemption for AFDC has been $120 during the first four
months of work, $120 again during the fifth through eighth months, and $90
thereafter, but in Mississippi the earnings exemptions for the same periods have
been $372, $288, and $258, respectively. Furthermore, the AFDC implicit tax rate
in most states is 0.67 during the first four months of work and 1.00 thereafter,
but in Mississippi these figures are 0.40 and 0.60, respectively. Third, the implicit
tax rates can be substantial. Once AFDC and food stamp disregards are ex-
hausted, a typical implicit tax rate is 0.71.

To illustrate these calculations, figure 2.4 presents the 1996 benefit schedules
for AFDC, Food Stamps, and Medicaid for women with two children in Ala-
bama, Mississippi, and Pennsylvania. These states have been chosen to highlight
the difficulty with the common approach of measuring the combined effect of
AFDC and food stamps using only the combined maximum benefit.” Measuring
the AFDC and Food Stamp programs using the combined maximum benefit
ignores these interstate differences in earnings exemptions and implicit tax rates,
which are likely to be important for working AFDC recipients or those consider-
ing work. For example, in 1996 a woman with two children who works part-
time (eighty hours a month} at a low wage ($5 an hour) receives $355 a month in
combined AFDC and food stamp benefits in Mississippi but in Alabama the
same woman would receive $295 in food stamps only, even though the maxi-
mum benefit in Alabama ($468) is higher than that in Mississippi ($424).”* Conse-
quently, summarizing these benefit schedules using only the maximum com-
bined benefit completely ignores this large source of variation in state AFDC
benefit schedules. Figure 2.5 shows the time pattern of the mean maximum wel-
fare benefit and the mean benefit if a single mother works (averaging over the
earnings distribution described earlier). Owing to cuts in AFDC, the mean maxi-
mum combined AFDC and food stamp benefit fell about 7 percent over the
sample period. Over the same period mean benefits for a working single mother
remained roughly constant as implicit tax rates were reduced.

Theory predicts that the AFDC and Food Stamp programs decrease labor
supply for two reasons. First, the income effect of the guarantee amount (the
maximum benefit) should make participation less likely and reduce hours
worked if 2 woman participates. A cut in the maximum benefit unambiguously
increases the likelihood of working. Second, the implicit tax rate resulting from
the reduction in benefits as earnings increase, that is, the substitution effect, re-
duces the return to work. However, for someone working, the effect of reducing
the implicit tax rate on additional work is ambiguous since a reduction in the
implicit tax rate means that the welfare benefits received when working are
higher, which can lead people who were not receiving welfare to reduce their
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FIGURE 24 / Benefit Schedules for AFDC, Food Stamps, and Medicaid for Mothers
with Two Children in Alabama, Mississippi, and Pennsylvania, 1996
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Note; Women are assumed to be in their first four menths of work, to have no unearned
income, and to claim no child care expenses. Annual shelter costs are assumed to be at the
mean for food stamp households in the given state: Alabama, $2,820; Mississippi, $2,424; and
Pennsylvania, $3,984. Bold lines indicate both AFDC receipt and Medicaid coverage for the
entire family.

FIGURE 25 / Welfare When Working and Not Working for Single Mothers
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working hours in order to do so. In summary, it is expected that cuts in the
maximum benefit and reductions in the implicit tax rate on earnings while on
AFDC will increase the likelihood that a woman will work, though the effect of
tax-rate cuts on hours is uncertain.

Medicaid

Medicaid is the biggest and most costly program that aids single mothers and
their children. Medicaid expenditures for those not aged or disabled (those re-
maining are predominately single mothers and their children}) totaled $29.8 billion
in 1996 and went to 24.1 million people (U.S. House Committee on Ways and
Means 1996, 897-902). Unlike the Food Stamp program and especially AFDC,
Medicaid eligibility has expanded dramatically since 1984, resulting in a more
than threefold increase in Medicaid expenditures (and a 60 percent increase in the
caseload) on families with dependent children between 1984 and 1994.

Before 1987, Medicaid eligibility for single mothers and their children re-
quired receipt of AFDC, except in the special cases of families with very large
medical expenses, those receiving Supplemental Security Income, and those
leaving AFDC and receiving transitional Medicaid. In a series of expansions,
Medicaid coverage was extended to low-income pregnant women and children
(see figure 2.1). Beginning in April 1987, states were permitted to extend Medi-
caid coverage to children under the age of two in families with incomes below
100 percent of the federal poverty line.” Medicaid coverage was subsequently
extended to older children and to those in higher-income families. In October
1988, states were permitted to cover children under the age of one in families
with incomes below 185 percent of the poverty line. Later legislation often re-
placed state options with state requirements. Hence, since April 1990, states have
been required to cover all children under the age of six living in families with
incomes below 133 percent of the poverty line and, since July 1991, all children
under the age of nineteen (and born after September 1983) with family incomes
below 100 percent of the poverty line. This last provision expanded the coverage
of poor children each year to those one year older, so that by the year 2000 even
seventeen-year-olds were covered if their family incomes were below the pov-
erty line.

These rules describe what can be done with Medicaid dollars that are
matched by the federal government. Some states expanded medical coverage for
children, and sometimes adults, with their own funds. Furthermore, the differ-
ences across states in the extent to which they took advantage of the permitted
coverage options generated large differences in who was covered in different
years in different states. Moreover, state AFDC rules interacted with the Medi-
caid expansions to determine the additional families covered. For example, in
Alabama in 1996 (see figure 2.4) a family consisting of a woman with two chil-
dren was eligible for both AFDC and Medicaid provided that the woman’s earn-
ings each month were below $366. Her children born after September 1983 were
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eligible for Medicaid if the family’s monthly income was below 100 percent of
the federal poverty line {about $1,050). Children under the age of six were cov-
ered if the family’s monthly income was below 133 percent of the federal pov-
erty line (about $1,400). In a state like Pennsylvania (see figure 2.4), the effect of
the Medicaid expansions was less dramatic, since families with monthly earn-
ings below $752 were already eligible for Medicaid on the basis of their AFDC
receipt. Thus, in states with higher AFDC payment standards, the Medicaid ex-
pansions affected a smaller fraction of children.

Medicaid also was extended under transitional Medicaid programs to families
who left AFDC. Beginning in October 1984, families who lost AFDC benefits
because of the loss of the four-month earnings disregard were granted nine
months of Medicaid coverage. Later, as part of the Family Support Act of 1988,
states were required to extend Medicaid coverage (and provide child care) for
twelve months to families who lost AFDC because of increased earnings. During
the second six months, states had the option to charge fees for child care or to
charge premiums or limit available services for Medicaid.

One can summarize the Medicaid expansions by calculating the number of total
family members that would be covered if a woman were working. Figure 2.6
shows that Medicaid coverage for working single mothers increased on average
by 0.26 family members between 1984 and 1996. The theoretical effect of Medicaid
expansions on the decision to work is unambiguously positive, since these newly
covered are those with earnings that would make them ineligible for AFDC. This
conclusion should be qualified slightly given the low fake-up rate of Medicaid
under many expansions and the potential for the expansions to cause employers
to drop health insurance coverage for their workers or to make it less generous.

FIGURE 2.6 / Medicaid Coverage and Child Care for Single Mothers,
from 1984 to 1996
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Source: The data are from the CPS Outgoing Rotation Group files (ORG), from 1984 to 1996.
Note: “"Medicaid coverage when working” gives the number of family members covered
when a single mother works. “Child care” gives the average child-care dollars {in 1996 PCE
dollars) for each eligible single mother.
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AFDC Program Waivers

Under the AFDC, the Secretary of Health and Human Services was authorized
to waive certain program requirements to allow states to experiment with pro-
gram changes that were judged to promote the objectives of the program. This
waiver authority had rarely been used before the late 1980s, but its use acceler-
ated during the Bush administration and continued under President Bill Clinton.
Between January 1993 and August 1996, the Department of Health and Human
Services approved welfare waivers in forty-three states.

While states experimented with changes in nearly every aspect of AFDC,
many provisions applied to small parts of states or would not be expected to
have a substantial effect on the employment of single mothers. We focus here on
a few types of waiver provisions that were tried in many states. These provi-
sions strengthened work and training requirements (in twenty-seven states), set
time limits for welfare receipt (in twenty-four states), or extended transitional
child care or Medicaid benefits for those leaving AFDC (in sixteen states). Some
common types of provisions, such as expanded income disregards, have been
incorporated in our summary of the AFDC program. Others, such as family caps
(which limit the benefits for additional children) or increased resource limits
(which loosened the asset restrictions for AFDC eligibility), most likely had
small or ambiguous effects on employment.

Unlike several other recent studies, we focus on implementation dates of
waiver provisions and actual beginning dates of terminations. For illustrative
purposes, we also report whether a state had made a major statewide waiver
application in case this indicates a tightening of administrative requirements in a
state. In figure 2.7 we report the fraction of single women living in states that
had applied for or implemented various types of waivers. One can see that very
few women lived in states that had implemented significant waivers through at
least 1994. The fraction of women in states that had made a major waiver appli-
cation, however, was much higher, at 0.22 percent in 1992 and 0.85 percent in
1996.

Child Care

The cost and quality of child care is likely to have an important effect on
whether a mother works. A large number of federal and state programs affect
the availability and cost of child care.”” Several federal programs, such as the
Dependent Care Tax Credit and Title XX Social Services Block Grants, have ex-
isted for decades, though they have declined in importance in recent years. An-
other program, Head Start, has not declined in expenditures or enrollment but
usually provides only part-day care and serves three- and four-year-olds almost
cxclusively.

The federal role in child care for low-income women expanded greatly fol-
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FIGURE 2.7 / AFDC Waivers for Single Mothers
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Source: The data are from the Current Population Survey Outgoing Rotation Group files
(ORG), from 1984 to 1996.

Note: The AFDC waiver variables give the fraction of single mothers in states with a given
AFDC waiver.

lowing the Family Support Act of 1988 and the Omnibus Budget Reconciliation
Act of 1990. Four large programs started during this period: AFDC Child Care,
Transitional Child Care, At-Risk Child Care, and Child Care and Development
Block Grants. We focus on these programs because they were likely to be partic-
ularly important for single mothers. AFDC Child Care was provided to AFDC
recipients who were employed or in training. Former recipients were eligible for
Transitional Child Care for the first twelve months following termination of ben-
efits. At-Risk Child Care was for low-income families not on AFDC who needed
child care to work and were at risk of becoming eligible for AFDC. The Child
Care and Development Block Grants program provided funds for child-care ser-
vices for low-income families as well as for activities to improve the overall
quality and supply of child care for all families. Total expenditures on these four
federal programs by state and year are scaled by the number of single women in
each state with children under the age of six. These numbers can be seen in
figure 2.6, which shows a steep rise in child-care expenditures between 1989 and
1992, followed by a slower rise in later years. By 1992, federal expenditures
under the four programs averaged more than $250 for each single mother with
young children.

Summarizing the Changes in Work Incentives
Tables 2.1 and 2.2 provide summary measures of the changes from 1984 to 1996
in the incentives for single mothers to work. Table 2.1 reports taxes paid and

welfare and Medicaid benefits received at different earnings levels as well as
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some summary measures of waivers and child care. Table 2.2 provides summary
measures of changes in work incentives by combining the changes in taxes and
benefits and averaging them over the earnings distributions of single women.
Note that these earnings distributions do not vary over time, implying that
changes over time reflect policy changes rather than changes in the wages
or hours worked of single women. Annual tax payments by working single
mothers fell by $1,442, while those for single women without children rose
$187—a decrease of $1,629 in the taxes of single mothers relative to single
women without children. The sharpest decreases in taxes were for single
mothers with two or more children, whose taxes fell $868 more than those of the
average single mother with only one child.

Over the same time period, the welfare benefits (AFDC and Food Stamps) for
working single mothers rose $582 relative to nonworking single mothers. In other
words, between 1984 and 1996 the increased incentive to work attributable to tax
changes was about three times as large as that attributable to changes in welfare
benefits. Medicaid coverage for the families of single mothers increased by about
0.26 family members over this same period. Valued at the average cost of Medicaid
coverage for adults ($1,083) and children ($1,900) during this period, the changes
in Medicaid eligibility increased single mothers” relative incentive to work by
about $752 between 1984 and 1996. The change in average child-care benefits for
those with young children was smaller, at about $294. Combining the changes in
taxes with changes in welfare, Medicaid, and child-care benefits increased the
financial return to working by a total of $3,258 over the period from 1984 to 1996.
This change was almost 18 percent of the average annual pretax and transfer
earnings of working single mothers ($18,165). As a percentage of the financial gain
from working ($7,270 in 1984), this change was nearly a 45 percent increase.
Overall, the policy changes between 1984 and 1996, especially the tax changes,
dramatically increased the incentive for single mothers to work.”

DATA

The data used in this chapter come from the Current Population Survey (CPS), a
nationally representative monthly survey of approximately sixty thousand
households. We use two types of the CPS data, the March CPS files and the
merged Outgoing Rotation Group (ORG) data. During each interview household
members are asked whether they worked during the previous week and, if so,
how many hours they worked, as well as many other questions. In the March
interviews, individuals are asked to provide detailed retrospective information,
including hours worked, earnings, and weeks worked during the previous year.
The ORG files come from all twelve months of the year but include an individ-
ual only once in a given year.

The March CPS data used here are from interviews conducted between 1968
and 1997 and therefore provide information on the years 1967 through 1996. The
ORG data used here are from all twelve months during the period from 1984 to
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1996. We report two different measures of employment: whether a woman
worked during the previous week (the ORG data) and whether a woman
worked at all during the previous year (from the March CPS data). Each mea-
sure has its advantages. Whether a woman worked during the previous week is
probably a better measute of labor supply to use as an input to policy decisions,
since its average captures the fraction of women working in a given week. This
variable will be especially useful if those who move in or out of the workforce
on the margin work few weeks during the year. On the other hand, the EITC
unequivocally increases the probability of working at all in a given tax year,
though for some it could decrease weeks worked. If our goal is to provide a
sharp test of theoretical predictions, whether a woman worked during the pre-
vious year is a better outcome measure. We report both measures with the ex-
pectation that the effects of many of the recent policy changes on the weekly
employment measure will be smaller than those for the annual measure.

CHANGES IN EMPLOYMENT AND WELFARE RECEIPT

Table 2.3 summarizes long-term patterns in employment, welfare receipt, and
single motherhood among women between the ages of nineteen and forty-four,
using the March CPS data.® We also report, in the last column, the overall U.S.
unemployment rate. The table indicates an increase in the employment rate of
single mothers starting in the late 1980s that accelerated in recent years. Between
1984 and 1996 the employment rate of single mothers rose 8.7 percentage points,
with a 6 percentage point increase after 1990. While we do not discuss hours
worked here, there were even larger percentage increases in hours worked (see
Meyer and Rosenbaum 1999b). There were some earlier periods, before 1984, in
which the employment rate of single mothers was high, particularly from 1969
to 1970 and from 1978 to 1980. Neither of the earlier periods of increase were
nearly as pronounced as the recent increase. The employment of single mothers
appears to be cyclical, as their employment tends to rise as the overall unem-
ployment rate falls. However, these two variables do not track each other that
closely, as the unemployment troughs of 1973 and 1989 were not associated with
substantial employment rate increases for single mothers. The recent rise in the
employment of single mothers appears to have little precedent in the past. How-
ever, since we have not thoroughly studied the policy changes that occurred
before 1984 (such as the provisions of the 1981 Omnibus Budget Reconciliation
Act, which effectively discouraged work by welfare recipients), we cannot be
much more definitive about the employment rates in these much earlier years.

Table 2.3 also shows that the recent increases in the employment of single
mothers were mirrored by changes in welfare receipt of a similar magnitude and
the opposite sign. This pattern is not sufficient, however, to conclude whether it
was changes in work incentives or welfare itself that led to the behavioral
changes. With this in mind, it is striking that 1996 is the first year in which most
women who received welfare also worked during the year.
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TABLE 23 / Employment Rates and Welfare Receipt for Single Mothers, Single
Motherhood, and Unemployment Rates, 1967 to 1996

Traction of Single Mothers, Aged Nineteen to Torty-Four, Single
Who During the Year Mothers As
. Fraction of
Worked Did Not Work Total Women Aged National
No Received  Received No Received  Nineteen to =~ Unemployment
Year Total Welfare Welfare Welfare  Welfare  Welfare Forty-Four Rate
1967 07426 0.6515 0.0911 0.1320 0.1254 0.2231 0.0400 38
1969 0.7581  0.6545 0.1037 0.1312 0.1107 0.2348 0.0431 35
1971 07335 0.5910 0.1425 0.1719 0.0947 0.3144 0.0509 5.9
1973 07223 05778 0.1445 0.1845 0.0932 0.3291 0.0591 4.9
1975 0.7251  0.5853 0.1398 0.1985 0.0764 0.3384 0.0742 8.5
1977 07446  0.5967 0.1479 0.1999 0.0555 0.3478 0.0831 71
1979 07871  0.6543 0.1328 0.1601 0.0528 0.2929 0.0905 58
1981 07387 0.6214 0.1173 0.1882 0.0731 0.3055 0.1026 7.6
1983 07140 0.6189 0.0951 0.2090 0.0770 0.3041 0.1090 9.6
1984 07322 0.6509 0.0813 0.2066 0.0612 0.2879 0.1155 75
1985 0.7302  0.6358 0.0945 0.2036 0.0662 0.2581 0.1123 72
1986 07310  0.6303 0.1007 0.2051 0.0639 0.3058 01144 7.0
1987 0.7382  0.6331 0.1052 0.1885 0.0733 0.2937 01136 6.2
1988  0.7482  0.6491 0.0991 0.1943 0.0575 0.2934 01173 55
1989 07577  0.6690 0.0888 0.1811 0.0611 0.2699 0,1159 53
1990 07591  0.6518 0.1074 0.1806 0.0603 0.2880 01191 5.6
1991  0.7428  0.6397 0.1031 0.1934 0.0638 0.2965 0.1261 68
1992 0.7387  0.6321 0.1066 0.1924 0.0689 0.2990 0.1256 7.5
1993 07511 06350 0.1161 0.1852 0.0637 0.3013 0.1310 69
1994 0.7907 0.6681 0.1226 0.1470 0.0623 0.2696 0.1286 6.1
1995 0.8072  0.6966 0.1106 0.1254 0.0674 0.2360 0.1306 56
199 08191 0.7046 0.1146 0.1107 0.0702 0.2253 0.1335 54

Source: The data are from the March Current Population Survey (March CPS) from 1968 to 1997 and
are weighted.

Note: The sample includes single mothers aged nineteen to forty-four (child under nineteen or
under twenty-four and a student) who are not in school, disabled, or ill. Those reporting positive
earned income but zero hours of work are excluded. "Worked” equals one for those who worked in
the preceding calendar year, and “received welfare” equals one for those who report receiving
public assistance income in the preceding calendar year. “Single mothers as fraction of women”
gives the fraction of all women aged nineteen to forty-four who satisfy the above school, disability,
and earnings criteria who are single mothers. See text for details.

HAS THE EMPLOYMENT OF OTHER GROUPS RISEN WITH THAT
OF SINGLE MOTHERS?

To determine whether these policy changes are the likely cause of recent changes
in the employment of single mothers, we compare the employment trends of
single mothers with those of other groups. If the increases in employment were
not shared by other groups, it is more likely that policies that affected single
mothers, but not others, were responsible. We use multiple comparison groups
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because each of the groups has strengths and weaknesses. While no single com-
parison provides a compelling picture, the weight of the evidence from the
many different comparisons provides strong evidence of behavioral effects. In
tables 2.4 through 2.6, we report raw employment differences for the various
treatment and comparison groups. As a check on these comparisons, we have
also estimated probit equations, which account for differences in the characteris-
tics of members of the groups and changes in these characteristics over time. We
also include a measure of macroeconomic conditions (the state unemployment
rate) as well as its interaction with educational group and treatment group. We
report the year X single mother estimates from these probit equations (1984 nor-
malized to zero) in figures 2.8 and 2.9 for our main comparisons; other compari-
sons are described in the text.

Single Mothers Versus Single Women Without Children

We begin by comparing the employment rates of single mothers and single
women without children.” In the left panel of table 2.4, we report these employ-
ment rates during a typical week from the ORG data, and in the right panel we
report the rate for having worked at all during the year from the March data. We
report rates for single women with and without children and the difference in
employment rates between single mothers and single women without children.
We report this difference because many determinants of employment that change
over time—in particular, wages—might be expected to affect the two groups
similarly. However, other determinants of employment—in particular, the tax and
transfer programs described earlier—specifically affect single mothers.

The employment rates reported in table 2.4 show a striking time pattern. In
the ORG sample, weekly employment increased by almost 6 percentage points
for single mothers between 1984 and 1996 but declined by 0.75 percentage points
for single women without children. In the March CPS, annual employment rose
by 8.70 percentage points for single mothers but declined by more than a full
percentage point for single women without children over the same time period.
Furthermore, nearly all of the relative increase in employment for single mothers
took place between 1991 and 1996. These results suggest that the rising employ-
ment of single mothers was not a result of better work opportunities for all
women, since single women without children had slight declines in employ-
ment. Moreover, the timing of the increase in employment suggests that policy
changes in the 1990s are likely to have played a role.

The changes in employment over time for single mothers compared with sin-
gle women without children might be partly explained by differential changes
over time in characteristics such as age and education for single women with
and without children. Moreover, business cycles may differentially affect single
women with and without children, thereby leading to employment shifts unre-
lated to policy changes. However, the results are little changed when we account
for a wide range of demographic and business-cycle characteristics, including
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Making Work Pay

the unemployment rate as well as its interaction with whether or not a woman
has children.* To illustrate this result, we show in figures 2.8 and 2.9 the differ-
ence in employment rates between single mothers and single women without
children for the years 1984 to 1996, after accounting for these demographic and
business-cycle characteristics. Figure 2.8 reports the pattern of weekly employ-
ment from the ORG, while figure 2.9 shows the pattern of annual employment
from the March CPS. Both figures show a relative increase in single mothers’
employment that accelerated after 1991. As we expected, the relative increases in
single mothers’ employment are larger for annual employment from the March
CTS than for weekly employment from the ORG data.

One concern in interpreting changes in employment for single mothers dur-
ing the years 1992 to 1994 is that beginning in January 1994 the CPS used a
redesigned questionnaire. In appendix 2B, we assess the extent of any bias
owing to the redesign using the parallel survey, which provides contem-
poraneous responses using the new and old surveys. We also employ compari-
sons between ORG and March CPS data, using the fact that redesign affected the
two data sets at different points in time. Overall, these comparisons indicate that
the CPS redesign had a small effect, which, if it leads to any bias, suggests that
we slightly understate the recent employment increases of single mothers.

FIGURE28 / Weekly Employment Estimates, Controlling for Individual
Characteristics and Macroeconomic Conditions

008

r —a— Single mothers minus single women without children
0.04 - —— Single mothers minus black men
. —O— Single mothers minus married mothers

Percentage-Point Change After 1984

0.00
—0.04
—0.08 . i . L s 1 . 1 . L . |
1984 1986 1988 1990 1992 1994 1996

Source: The data are from the Current Population Survey Qutgoing Rotation Group files from
1984 to 1996.

Note: Estimates are derivative estimates averaged over the single-mother observations from
interactions of year and single-mother status. They are normalized so that the 1984 value
equals zero. Standard errors range from 0.006 to 0.0016. The sample is composed of women
aged nineteen to forty-four who are not in school. The following contrals are included:
indications for race, ethnicity, age group, education group, marital status, marital status
interacted with any children, year, state, calendar month, and calendar month interacted with
single-mother status. Continuous variables are included for the number of children under the
age of six and the number of children under the age of eighteen, the state unemployment
rate, the state unemployment rate interacted with single-mother status, and the state
unemployment rate interacted with education group.
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FIGURE 29 / Annual Employment Estimates, Controlling for Individual
Characteristics and Macroeconomic Conditions

0.12 0.12
1 —&— Single mothers minus single women without children
—— Single mothers minus black men
0.08 -  —O— Single mothers minus married mothers 0.08

0.04 0.04

0.00

—0.04 1 : : —0.04

1984 1986 1988 1990 1992 1994 1996

Percentage-Point Change After 1984

Source: The data are from the March Current Population Survey from 1985 to 1997.

Note: Estimates are derivative estimates averaged over the single-mother observations from
interactions of year and single-mother status. They are normalized so that the 1984 value
equals zero. Standard errors range from 0.006 to ¢.0016. The sample consists of women aged
nineteen to forty-four who are not in school. The sample excludes disabled or ill persons and
those with positive earned income but zero hours worked. The following controls are
included: indicators for race, ethnicity, age group, education group, marital status, marital
status interacted with any children, pregnancy, central city, year, and state. Continuous
variables are included for the number of children under six and under eighteen, unearned
income, the state unemployment rate, the state unemployment rate interacted with single-
mother status, and the state unemployment rate interacted with education group.

Employment Among Single Mothers Versus Married Mothers

Table 2.5 provides a second set of comparisons: single mothers versus married
mothers. This comparison is useful because there have been legislative changes
other than welfare and tax policy, such as revisions in child-care programs and
family leave rules, that might be expected to affect mothers but not women
without children. Thus, the previous results could derive partially from the pres-
ence of such programs rather than from changes in tax and transfer programs.
When examining the employment rate of married mothers, however, one needs
to keep in mind that, unlike the rate for single women without children, the
employment rate of married women has been rising steadily for nearly a cen-
tury. The left-hand side of table 2.5 shows that work in a typical week rose 10.7
percentage points between 1984 and 1996, almost 1 percentage point a year.
Over the longer period of the March CI’S data, from 1967 to 1996, work anytime
during the year rose 27.5 percentage points, again almost a percentage point
each year, on average. One must somehow abstract from this trend if one is
going to use married women as a comparison group for single mothers. First of
all, while the employment of single mothers increased after 1984 and accelerated
after 1991, the trend increase in the employment rate of married women slowed
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Recent Tax and Welfare Policy and Its Effects

considerably over this period. This pattern indicates that the forces increasing
the employment for single mothers did not have a similar effect on married
mothers. Furthermore, in the 1990s the employment of single mothers rose rela-
tive to that of married mothers. Recall from earlier in this chapter that the year
1991 began a period of continuous expansion of the EITC. Between 1991 and
1996 the employment of single mothers rose faster than that of married mothers
by 3.2 percentage points in a typical week and 6.6 percentage points during the
ear.”

¢ Again, figures 2.8 and 2.9 illustrate the rise in single mothers’ employment
relative to that of married mothers, after accounting for demographic and busi-
ness cycle factors. The figures indicate that the long-term trend of a relative
decrease in single mothers’ employment was reversed by 1986 for annual em-
ployment and by 1991 for weekly employment. The relative employment of sin-
gle mothers then rose sharply starting in 1994 or 1995. Thus, the recent rise in
employment of single mothers does not appear to result from factors affecting all
mothers.

Employment Among Single Mothers Versus African American Men

In table 2.6, employment patterns of single mothers are compared with those of
African American men. We examine black men because relatively disadvantaged
groups may respond similarly to macroeconomic conditions and other changes
in the low-wage labor market. There are only small changes over time in the
employment rates for black men, particularly for work at any time in the year
from the March CPS. Therefore, again there are large increases in the relative
employment rate of single mothers from 1984 to 1996, again especially since
1991. Probit equations that control for individual characteristics (we now interact
all the controls with being a black man as well as include the main effects) do
little to alter the patterns in the 1990s, though they do increase the relative rise in
single mothers” employment over the full period from 1984 to 1996. These re-
sults can be seen in figures 2.8 and 2.9. The weekly employment rate of black
men in the ORG data is low (only about 10 percentage points higher than that of
single mothers), thus the constancy of the black male employment rate is not the
result of a lack of room for it to rise. Overall, changes in the economic conditions
affecting disadvantaged groups do not appear to be an explanation for the re-
cent increases in the employment of single mothers.

High-School-Dropout Single Mothers and
Single Women Without Children

In table 2.7, we compare high-school-dropout single mothers with high-school-
dropout women without children. Single mothers who did not finish high school
are likely to be disproportionately affected by the EITC, given their low wages
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TABLE 2.6 / Employment Rates, Differences, and Difference in Differences Between Single

Mothers and African American Men

CPS Outgoing Raotation Group,
Employed = Worked Last Week

March CPS,
Employed = Worked During Year

Single Black Standard Single Black Standard
Year Mothers Men Difference Error Mothers Men Difference Error
1984 0.5854 0.7108 -0.1254 0.0074 0.7322 0.8936 —0.1614 0.0101
1985 0.5861 0.7288 —0.1427 0.0073 0.7302 09175 —0.1872 0.0098
1985 0.5891 0.7286 —0.1394 0.0072 0.7310 0.9193 —0.1883 0.0097
1987 0.5941 0.7459 -0.1519 0.0071 0.7382 0.9285 —0.1903 0.0094
1988 0.6027 0.7469 —0.1442 0.0073 0.7482 0.9175 —0.1693 0.0100
1989 0.6136 0.7607 —-0.1471 0.0072 0.7577 0.9201 —0.1624 0.0094
1990 0.6007 0.7482 —0.1475 0.0071 0.7591 0.9248 —0.1656 0.0093
1991 0.5790 0.7375 —0.1586 0.0072 0.7428 09034 —0.1606 0.0097
1992 0.5790 0.7144 —0.1355 0.0073 0.7387 0.8956 -0.1570 0.0099
1993 0.5875 0.7256 —0.1382 0.0073 0.7511 0.9109 -01598 0.0097
1994 0.6053 0.7282 —0.1229 0.0074 0.7907 0.9031 —01124 0.0097
1995 0.6265 0.7495 —-0.1231 0.0073 0.8072 0.9086 —0.1014 0.0101
1996 0.6450 0.7386 -0.0936 0.0078 0.8191 0.9113 —0.0922 0.0098
1996 ~ 1984 0.0596 0.0278 0.0318 0.0107 0.0870 0.0177 0.0693 0.0141

Source: The data are from the Current Population Survey Outgoing Rotation Group files (ORG) for 1984

to 1996 and the March Current Population Survey (CPS) for 1985 to 1997. The data are weighted.

Note: Both samples consist of persons aged nineteen to forty-four who are not in school. The March CPS

sample excludes disabled or ill persons and those with positive income but zero hours worked.

and the recent expansions in the credit for those with the lowest earnings that
we see in figure 2.2. Furthermore, among high school dropouts the wages and
other characteristics of single mothers and single women without children are
strikingly similar (see figure 2.10). Finally, single childless women who did not
finish high school have quite low employment rates, implying that they should
be responsive to favorable changes in working conditions that affect all Jow-
educated single women. When we compare work in a typical week over the
period from 1984 to 1996, the employment rate of single mothers rises 9.8 per-
centage points relative to that of single women without children. For employ-
ment anytime during the year, the relative rise is 14.7 percentage points. In both
cases, most of the rise occurs in the 1990s. When we control for individual char-
acteristics in a probit equation as described earlier (we now drop the education
controls), the relative increases in single mothers” employment are about one-
third larger. However, over the period since 1991, the controls have little effect,
barely affecting the large rise in single mothers” employment. Overall, there are
particularly large increases in the relative employment of high-school-dropout
single mothers during the period of EITC expansions.
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Making Work Pay

FIGURE 210 / The Distribution of Hourly Earnings for High-School-Dropout Single
Women With and Without Children
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Source: The data are from March CPS from 1985 to 1997.
Note: Hourly wages are expressed in 1996 personal consumption expenditure deflated dollars.

DO THE PATTERNS OF EMPLOYMENT CHANGE SUGGEST THAT
POLICY LED TO THE CHANGES?

As we have already emphasized, the changes in tax and welfare policy in recent
years should have particularly affected certain groups. In this section we exam-
ine some of these hypotheses in order to determine which are likely to have
been responsible for the increases in employment. In table 2.8, we begin by look-
ing at the employment changes for women with two or more children relative to
those with only one child. Recall that the EITC differed only trivially by the
number of children until 1994. By 1996, however, the maximum credit for fami-
lies with two or more children had risen to $3,556, while that for one-child fami-
lies was $2,152 and had remained ceonstant in real terms since 1994. The effect of
these EITC changes on expected taxes for women who work can be seen in table
2.2 and figure 2.3. Between 1993 and 1996, income taxes when working fell an
average of $1,049 for single mothers with two or more children but by only $346
for those with one child.

We see in table 2.8 that the employment of single mothers with two or more
children was steady or falling through 1993, both on an absolute level and rela-
tive to single mothers with one child. Between 1984 and 1993, the difference
between the employment rate of single mothers with two or more children and
that of single mothers with one child fell 3.6 percentage points in a typical week.
For work anytime during the year, the difference in employment fell 6.3 percent-
age points. Beginning in 1994, this trend was sharply reversed, with single
mothers with two or more children increasing their relative employment. Be-
tween 1993 and 1996, the relative employment in a typical week of those with
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Making Work Pay

two or more children rose 1.9 percentage points. For work anytime during the
year, the increase was a very large 10.2 percentage points. This pattern closely
fits what would be expected if the EITC had a substantial causal effect on em-
ployment.

Two alternative explanations for this pattern of employment change by num-
ber of children are not supported by the evidence. It is possible that a given
dollar tax cut could have different quantitative effects on one- and two-child
families, complicating the use of family size as a source of identification. How-
ever, the pattern of tax and employment changes is fortuitous in allowing us to
distinguish the effects on families with one child as distinct from families with
two or more children. The EITC expansions through 1993 cut taxes equally for
the two groups and coincided with relative decreases in the employment of sin-
gle mothers of two or more children, suggesting a smaller average effect of each
dollar on those with two or more children. After 1993, however, the expansions
were focused on mothers with two or more children, and it is only then that we
see relative increases in the employment of this group. Note that changes in the
incremental welfare benefits for additional children are also not a plausible alter-
native explanation. Over the full period from 1984 to 1996, or the recent period
from 1993 to 1996, the difference in welfare benefits between those with one
child and those with two or more children did not change in percentage terms,
and the absolute differences in the changes were small.

To examine further whether tax policy was the cause of the employment in-
crease, table 2.9 compares employment changes in low- and high-cost-of-living
states.” A tax credit of a given dollar amount should be valued more and have a
greater behavioral response in states with a low cost of living than in states with
a high cost of living. Our calculations indicate that taxes fell $357 more in real
terms between 1984 and 1996 in the states with a low cost of living.” Employ-

TABLE 29 / Employment Rates, Differences, and Difference in Differences Between Single

Mothers in Low-Cost-of-Living and High-Cost-of-Living States

CPS Outgoing Rotation Group March CPS
(Employed = Worked Last Week} (Employed = Worked During Year)
Low High Low High '

Cost of  Cost of Standard  Cost of  Cost of Standard

Living  Living  Difference Error Living  Living  Difference Error
1984 0.5951 0.5740 0.0211 0.0102 0.7426  0.7203 0.0223 0.0153
1988 0.6135 0.5906 0.0229 0.0103 07739 0.7204 0.0535 0.0157
1992 0.5973 0.5589 0.0384 0.0097 0.7625 0.7113 0.0511 0.014%
1996 06716  0.6155 0.0560 0.0102 0.8540  0.7801 0.0739 0.0140
1996 — 1984  0.0765 0.0415 0.0350 0.0144 01114  0.0598 0.0516 0.0208

Source: The data are from the Current Population Survey Qutgoing Rotation Group files (ORG) for 1984
to 1996 and the March Current Population Survey (CPS) for 1985 o 1997. The data are weighted.
Note: Both samples consist of persons aged nineteen to forty-four who are not in school. The March CPS

sample excludes disabled or ill persons and those with pesitive income but zerc hours worked.
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ment rates increased more in the states with a low cost of living through most of
the period from 1984 to 1996, as predicted. However, the employment increase is
not focused in the last few years of greatest expansion of the EITC, and it is
probably larger than is plausible. Nevertheless, the increase does begin in 1988
or 1989, which is roughly consistent (especially with a lagged response) with the
longer period of increases in the EITC from 1987 through 1996. We have also
examined the change in employment in states with high and low costs of living
for single mothers relative to that for single women without children. In this
case, the changes in employment between the two sets of states are less sharp,
particularly for work in a typical week, but they still go in the expected direc-
tion. Overall, the differences in cost of living are further evidence in favor of a
tax effect on employment, though the differences reported in table 2.9 are proba-
bly too large to be purely a result of the interaction of living costs and taxes.

In table 2.10, we continue to probe whether the evidence is consistent with a
substantial effect of tax changes on employment. Here we examine the change in
employment among single mothers in states that had a state EITC sometime
during our sample period compared with that of women in those states that
never had state EITCs. By 1996, seven states had their own EITCs, all of which
had enacted their credit by 1994. While this comparison does not use the timing
of specific states” EITCs, our calculations of average state taxes indicate that state
EITCs did not significantly reduce taxes until 1994. In table 2.10, there is weak
evidence of a small effect of the state EITCs on the employment of single
mothers. In the ORG data the relative employment of single mothers rises 2.3
percentage points in EITC states after 1992. In the March CPS data there is little
change in EITC states in later years. We also examined the difference in employ-
ment changes between single mothers and single childless women in states with
their own EITC relative to women in non-EITC states. These estimates suggest

TABLE 210 / Employment Rates, Differences, and Difference in Differences Between

Single Mothers in States With and Without State EITCs

CPS Outgoing Rotation Group, March CPS,
Employed = Worked Last Week Employed = Worked During Year
State  No State Standard  State  No State Standard

Year EITC EITC Difference Error EITC EITC Difference Error
1984 05247  0.5953 —0.0706 0.0149 0.6793 0.7412 —0.0619 0.0229
1988 0.5463  0.6125 - 0.0662 0.0158 0.6849 0.7598 ~0.0749 0.0255
1992 05286  0.5871 —0.0585 0.0145 0.6782  0.7481 —0.0699 0.0234
1996 0.6146  0.6500 ~—0.0354 0.0150 0.7674  0.8276 —0.0603 0.0219
1996 - 1992 00860  0.0629 0.0231 0.0208 0.0891 0.0796 0.0096 0.0320
1996 — 1984  0.0899  0.0546 0.0352 0.0212 0.0881 0.0864 0.0016 0.0317

Source: The data are from the Current Population Survey Outgoing Rotation Group files (ORG) for 1984
to 1996 and the March Current Population Survey (CPS) for 1985 to 1997. The data are weighted.
Naote: Both samples consist of persons aged nineteen to forty-four who are not in school. The March CFS

sample excludes disabled or ill persons and those with positive income but zero hours worked.
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an increase of 1 to 2 percentage points in single mothers’ employment after 1993
in EITC states. Overall, there is some evidence in support of a state EITC effect.

In table 2.11, we examine single mothers with children under the age of six
compared with single women without children. For women with young children
the increase in employment in the ORG data is even larger than it was for all
single mothers: 10.9 percentage points. In the March CPS data the increase in
employment is larger still: 14.6 percentage points. As noted earlier, there are only
small changes in the employment of single childless women. Since many of the
policy changes might be expected to particularly affect mothers of young chil-
dren,® this result is interesting but does not rule out or confirm any particular
policy. This comparison of two groups also partly reflects the effect of having
two or more children, since a mother with a young child is more likely to have
more than one child under the age of eighteen.

Tables 2.12 and 2.13 provide comparisons of employment change for states
with different changes in welfare and Medicaid policies. Table 2.12 compares
employment in states with large and small increases in the difference in welfare
benefits for a woman who works relative to those for a woman who does not
work. There was little difference between states with large and small increases in
the incentive to work under welfare programs. The employment rate difference
between the states was fairly constant over time, though there was a slight dip
in the difference in the middle of the time period from 1984 to 1996. The point
estimates indicate a relative increase in employment where the welfare incentives
were changed less, but the estimates are not significantly different from zero.

Table 2.13 compares states with large Medicaid expansions with those that ex-
perienced small expansions in their Medicaid eligibility rules. The table indicates
that from 1984 to 1996 employment rose more in states with large Medicaid ex-
pansions than in states with small expansions. However, the timing of the empiloy-
ment changes is not favorable to a causal interpretation of this finding. Medicaid
coverage increased the fastest in states with large increases relative to those with
small increases from 1986 to 1991 and from 1993 to 1996. In the ORG sample, the
employment of single mothers fell in states with large increases relative to those
with small increases during both of these periods. In the March CP5, relative
employment increased during the first period but fell during the second period.

We also examined states with major statewide welfare applications by 1994.
There was a relative increase in both measures of employment for these states,
but it appears that the increase in employment began well before the states even
applied for the waivers, and application usually preceded implementation by a
year or more.

To assess the relative contribution of changes in different policies in causing
the recent employment increases, some form of multivariate analysis is probably
the best approach. A multivariate approach, such as that which we used earlier
(Meyer and Rosenbaum 2001}, can account for the many dimensions of policy
change, the differential impact of the policies on different types of families, and
the timing of the specific changes. The approach taken in this chapter is a com-
plement, not an alternative, to this earlier approach.
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Making Work Pay

The EITC might be expected to have a lagged effect on employment if some
recipients do not learn about changes in the credit until after they have filed
their taxes or received a refund. There is some hint that EITC changes have a
lagged effect on employment in the overall time pattern of employment changes
and in the cost of living results. Two studies (Eissa and Liebman 1996 and Meyer
and Rosenbaum 2001) find some evidence in favor of a lagged effect. In addi-
tion, the elasticities in our forthcoming paper, which are based on a more struc-
tured analysis of the data presented in this chapter, are not large relative to those
in the literature and thus may be consistent with imperfect perception of taxes.

ARE THE COMPARISON GROUPS VALID?

To assess the accuracy of our findings, we examine whether single mothers and
the comparison groups are comparable in a number of dimensions. In particular,
we examine the wages of the different groups, “ceiling effects” that could lead to
the differential impact of omitted factors on the groups, and the potential endo-
geneity of single motherhood. The primary determinant of employment for sin-
gle mothers and the comparison groups is wages. We examined the wage distri-
butions of single mothers and the comparison groups using the March CPS data
averaged over the period from 1984 to 1996. While single women without chil-
dren have higher wages on average than single mothers, there is a high degree
of overlap between the two distributions. The same high degree of overlap is
true for the wage distributions of single and married mothers. In figure 2.10 we
show the distributions for single women with and without children after restrict-
ing the sample to those with less than a high school education. The wage distri-
butions for these two groups are almost indistinguishable. Thus, the wage levels
of single mothers and the comparison groups, especially when conditioned on
education, are quite comparable. One might then ask if there have been dispro-
portionate changes in the wages of single mothers and the comparison groups
over time. We focus on single women with and without children, since they are
our primary comparison group. If the wages of single mothers rose more in
recent years than the wages of single women without children, it would provide
an alternative explanation for the rise in single mothers’ employment. As men-
tioned earlier, the reverse is true: the wages of single childless women rose about
6 percent between 1984 and 1996, while those of single mothers only rose about
1 percent. A similar pattern holds if one looks at single women without a high
school education. Overall, the pattern of wage levels and changes suggests that
we are not overstating the rise in single mothers’ employment.

Another potential criticism of some of our comparison groups is that their
employment rates are so high that it is unreasonable to expect them to respond
to changes in economic conditions and other factors in the same way that single
mothers do. In our probit estimates, this argument is not compelling because we
include as controls the unemployment rate as well as its interaction with being a
single mother, which accounts for a differential effect of economic conditions on
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the two groups. This argument is also not compelling because employment rates
are not particularly high for several of our comparison groups, especially for
work in a typical week. Married mothers and single mothers have similar em-
ployment rates, and the weekly employment of black men is only about 10 per-
centage points higher than the rate for single mothers. Most important, in the
comparisen of low-educated single women with and without children, the em-
ployment rates of both groups are not high at all. Only 33 percent of high-
school-dropout single mothers and 48 percent of high-school-dropout single
women without children worked in a typical week. Nevertheless, the relative
changes in employment are larger for high school dropouts than for all single
mothers.

Yet another potential criticism is that using variation across women in their
marital status and presence of children implicitly assumes that marriage and
fertility decisions are exogenous to the policy changes that we examine. The
evidence on the effects of policy changes on these decisions is mixed, making the
exogeneity assumption more plausible. For example, in her review of work and
marriage incentives, Hilary Hoynes notes that “together this evidence suggests
that marriage decisions are not sensitive to financial incentives. . . . Overall [the
effects of welfare on out-of-wedlock births] are often insignificant, and when
they are not, they are small (Hoynes 1997, 129-30).” On the other hand, in an-
other review, Robert Moftitt {1997) suggests that the weight of the evidence im-
plies some effect of welfare benefits on marriage and fertility. The second-to-last
column of table 2.3 reports the fraction of women aged nineteen to forty-four
who are single mothers for the years 1967 to 1996. This rate shows a steep in-
crease over the period as it more than triples from 1967 to 1991. In recent years,
the rate of increase has slowed, suggesting that the large recent increases in
work by single mothers are not the result of working women changing their
tertility or marriage behavior. However, the appropriate counterfactual rate of
single motherhood is unclear Aggregate data may also hide increases in mar-
riage for some groups and decreases for others. Eissa and Hoynes (1999) con-
clude that recent tax and welfare changes increased marriage rates for very low-
income couples but decreased marriage among those with somewhat higher in-
comes.” However, given that we expect only small changes in marriage and
fertility, it is unlikely that employment rates are sufficiently different across these
groups to lead to a substantial increase in measured employment for single
mothers. Overall, it is likely that endogenous single motherhood exerts a small
bias on our results.

CONCLUSION

Between 1984 and 1996, there were enormous changes in many of the tax and
transfer programs that affect single mothers. The Earned Income Tax Credit was
expanded, welfare benefits were cut, welfare time limits were added and cases
were terminated, Medicaid for the working poor was expanded, training pro-
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grams were redirected, and programs providing subsidized or free child care
were expanded. All of these changes would be expected to encourage single
mothers to work.

These changes were followed by large increases in the employment rates of
single mothers. The employment of single mothers in a typical week rose 6 per-
centage points, while employment at any time during the year rose 8.5 percent-
age points. These employment increases were not shared by other low-wage
groups, such as single women without children, married mothers, or black men.
This evidence suggests that policy changes specific to single mothers are likely
to be responsible for the recent rise in their rate of employment.

Large relative increases were seen in the employment rate of single mothers
with two or more children beginning in the year when there was a substantially
higher EITC for those with two or more children. There were also larger in-
creases in employment rates in states with a low cost of living, where a given
dollar EITC would be expected to have a larger effect. We find some evidence of
larger employment increases in states with their own EITCs. States with larger
Medicaid expansions had larger employment increases, but the timing of the
employment changes fits poorly with that of the policy changes. Furthermore,
there is little cevidence for an effect of changes in welfare benefits. However,
welfare and Medicaid may be better evaluated in a multivariate structural ap-
proach such as we present elsewhere (Meyer and Rosenbaum 2001). Overall, the
findings are supportive of our earlier conclusion that the EITC had a major role
in spurring the recent increase in the employment rate of single mothers.

APPENDIX

TABLE 2.A1 / Effect of CPS Redesign on the Employment of Single Women, ORG and
March CPS Comparisons

CPS Qutgoing Rotation Group March CPS
No Standard No
Year Children Children Difference Error Children  Children
Employment rate
(from table 2.2)
1992 0.5790 0.7957 —0.2167 0.0057 0.7387 0.9299
1993 0.5875 0.7918 —0.2044 0.0057 0.7511 0.9356
1994 0.6053 0.7921 —0.1868 0.0057 0.7907 0.9312
Yearly differences
1993 — 1992 0.0085 —0.0039 0.0124 0.0080 0.0125 0.0057
1994 - 1993 0.0178 0.0003 0.0175 0.0080 0.0396 —0.0044
Effect of Redesign on
March CPS ([1993
March CPS-1992
March CPS] - [1993
ORG - 1992 ORG]) 0.0040 0.0096
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TABLE 2.A1 / Continued

CPS Outgoing Rotation Group March CPS
No Standard No
Year Children Children Difference Error Children  Children

Effect of Redesign on
ORG ([1994 ORG -
1993 ORG] ~ [1994
March CPS — 1993
March CPS]) -0.0218 0.0047

Sotirce: The data arc from the Current Population Survey Outgoing Rotation Group files (ORG) from
1992 to 1994 and the March Current Population Survey (March CPS) from 1993 to 1995 and are
weighted.

Note: Both samples include single women aged nineteen to forty-four who are not in school. The
March CPS sample excludes disabled or ill persons and those with positive earncd income but zero
hours of work.

APPENDIX 2A: THE CPS REDESIGN

One caveat in interpreting changes in employment during the years 1992 to 1994
is that beginning in January 1994, the CPS used a redesigned questionnaire.* We
use two methods to assess the extent of any bias is the employment rate of
single women attributable to the redesign.

First, we take advantage of the fact that the March CPS reports retrospective
employment information, so the redesign first affects the 1993 employment
rates. Conversely, for the contemporaneous employment information used in
the ORG, the redesign first affects the 1994 rates. We compare the seam in cach
of these two data sets to unbroken data from the other data set to provide an
estimate of the bias owing to the redesign.” Note that we focus on the differ-
ence in differences, that is, the one-year change in the employment rate for sin-
gle mothers minus the one-year change for single women without children.
The redesign is not a concern for our results unless the redesign affected single
mothers and control groups differently. In table 2.A1, we compare the March
CPS difference in differences from 1992 to 1993 (single mothers minus single
women without children) that spans the redesign to that in the unbroken ORG
data. This comparison suggests that the redesign has led to an understatement
of the increase in single mothers’ employment in the March CPS, but the bias
is small and insignificant. Similarly, we compare the ORC difference in differ-
ences from 1993 to 1994, that spans the redesign, to that in the unbroken March
CPS data. This comparison suggests that the redesign has led to a substantial
understatement of the increase in single mothers’ employment in the ORG,
though the bias estimate is only marginally significant. Since the changes at-
tributable to the redesign mostly affected questions from the monthly question-
naire (the basis for the ORG data) rather than those from the supplemental
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questionnaires (the basis for the March CPS data), it is not surprising that the
effects of the redesign are larger in the ORG.

The second method of estimating the redesign bias exploits the parallel sur-
vey of twelve thousand households that was conducted using the new collection
procedures and questionnaire between July 1992 and December 1993. Table 2.A2
reports comparisons of the difference in differences (single mothers minus single
women without children) in the parallel survey to those in the ORG. These esti-
mates suggest a small but insignificant positive bias in the ORG attributable to
the redesign. Hence, this analysis suggests that the redesign resulted in a small
overstatement of the increase in the employment rate of single mothers in the
ORG.” Qverall, these comparisons indicate that the CPS redesign is not the
source of the recent increases in the rate of employment of single mothers.®

TABLE 2.A2 / Effect of CPS Redesign on the Employment of Single Women, ORG
and Parallel Survey Comparisons

Children No Children Difference
Standard Standard Standard
Mean Error Mean Error Mean Error
1993 Parallel Survey 0.5926 0.0055 0.7915 0.0033 -0.1988 0.0064
1993 ORG 0.5875 0.0048 0.7918 0.0029 —0.2044 0.0057

Effect of Redesign on
ORG 0.0052 0.0073 —0.0004 0.0044 0.0055 0.0086

Source: The data are from the 1993 Current Population Survey Outgoing Rotation Group files
(ORG) and the 1993 Current Population Survey and are weighted.
Note: The sample includes single women aged nineteen to forty-four who are not in school.

APPENDIX 2B: SOURCES OF INFORMATION ON
POLICY CHANGES

We obtain the federal income tax schedules from the U.S. Department of the
Treasury, Tax Guide (IRS, various years). The state tax information was obtained
from four sources: the Advisory Committee on Intergovernmental Relations
(various years), the Commerce Clearing House (various years), unpublished
data from the Center on Budget and Policy Priorities, and Feenberg and Coutts
(1993).

The AFDC program parameters are obtained from the U.S. Department of
Health and Human Services (various years) and unpublished data from the Ur-
ban Institute. The Food Stamp parameters come from the U.S. House Committee
on Ways and Means (various years) and the US. Department of Agriculture
(various years). The Medicaid program information is obtained from three
sources: the National Governor’s Association (varicus dates), the Intergovern-
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mental Health Policy Project (various years), and the U.S. House Committee on
Energy and Commerce (1988, 1993).

The AFDC waiver variables we used are based on our reading of the waiver
summaries in U.S. General Accounting Office (1997), the U.S. Department of
Health and Human Services (1997b), and Savner and Greenberg (1997). These
sources generally have the implementation dates of waivers. We also consulted
American Public Welfare Association (1996), Levine and Whitmore (1998), and
US. Department of Health and Human Services (1997a). Child-care expendi-
tures come from unpublished U.S. Department of Health and Human Service
tabulations.

NOTES

1. We do not try to examine every government program that affects single women and their
families. Other relevant programs we omit include training programs (see Meyer and
Rosenbaum 199%a), public and subsidized housing, child support enforcement, food and
nutrition programs other than Food Stamps, and Supplemental Security Income.

2. Related work in Bishop 1998 and in chapter 3 of this volume examines the effects of
the EITC on employment and other outcomes. Nada Eissa and Jeffrey Liebman (1996)
examine the EITC changes that were part of the Tax Reform Act of 1986.

3. Advantages of structural approaches include implications regarding what variables
should influence outcomes and the form in which they do so, as well as improved
validity for simulations.

4. The assumptions and data used in these calculations are described in Meyer and
Rosenbaum 2001. See table 2.1 for the average values of the policy variables at various
earnings levels. Note that for single mothers we compute policy variables for each
year using the sample of single mothers from the entire 1984 to 1996 sample. This
approach accounts for changes in policies but holds constant over time cach state’s
distribution of family sizes and child ages.

5. See Liebman 1998 for a history of the EITC and a survey of many of the key economic
issues.

6. Most of the remaining dollars are received by married taxpayers.

7. In 1993 (the last year of these credits), the total credit received for child health insur-
ance premiums was $0.46 billion, the total credit for children under the age of one
was $0.76 billion, and the value of the basic credit was $14.3 billion (TRS, Statistics of
Income, 1994).

8. Beginning in 1994, childless taxpayers could receive a small credit.

9. Beginning in 1997, some states chose to count the EITC in benefit calculations for their
welfare programs.

10. Note that figure 2.2 illustrates only the differences in after-tax earnings owing to fed-
eral income taxes and the EITC. Other programs and work expenses, especially child-
care expenses, would need to be taken into account to fully characterize differences in
disposable income between single women with and without children.
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11.

12.

13.
14.

15.

16.

17.

18.

19.

20.

21.

22,

23,

n2

Unless noted, all dollar amounts are in 1996 dollars, indexed by the personal con-
sumption expenditure (PCE) deflator.

Figure 2.2 does not incorporate the small credit, instituted beginning in 1994, available
to taxpayers aged twenty-five and clder without qualifying children. This credit is
incorporated in the tax variable used in the empirical work that follows.

Wisconsin used a slightly different rule, but only in 1994,

Because of these high participation rates, a significant literature (Scholz 1990; Liebman
1995; chapter 7, this volume) has focused on ineligible EITC recipients.

With the passage of the Personal Responsibility and Work Opportunity Reconciliation
Act of 1996, AFDC has been replaced by welfare block grants to states under the
Temporary Assistance for Needy Families program.

For most states (Alabama and Pennsylvania, for example), the payment standard (the
level of income after disregards at which AFDC benefits are zero) is the same as the
maximum benefit. Furthermore, the ratable reduction (the fraction paid to AFDC recip-
ients of the difference between the payment standard and income after disregards) is one,
making the AFDC implicit tax rate identical to the benefit reduction rate and the AFDC
earnings exemption equal to the earnings disregard. However, in 1996, fifteen states had
ratable reductions different from one, or maximum benefits different from their payment
standards, or both. For example, in Mississippi the ratable reduction equaled 0.60, and the
maximum benefit was set at less than a third of its payment standard.

Some research has used the implicit tax rate in addition to the maximum benefit to
parameterize AFDC and Food Stamps; see Moffitt 1992 and Danziger, Haveman, and
Plotnick 1981 for excellent reviews of the AFDC literature.

Women are assumed to be in their first four months of work, to have no unearned
income, and to claim no child-care expenses.

Medicaid expansions covering children under the age of one typically covered preg-
nant women for services related to the pregnancy.

The Congressional Research Service has identified forty-six programs operating in
1994 that were related to child care {U.5. House Committee on Ways and Means 1996,
640). Most of the programs were small; thirty-two of the forty-six provided less than
$50 million in annual funding.

Wage changes over this period may have slightly favored the employment of single
women without children relative to single mothers. Hourly wages rose by 1 percent
for single mothers but increased by 6 percent for single women without children.
Note, however, that the changes in the composition of single mothers working attrib-
utable to their increased employment may have affected these simple comparisons of
means. When we account for changes in the observed characteristics of single
mothers and single women without children in a log wage regression, the changes
over time in hourly wages are similar for the two groups of single women.

We report only March CPS results here since children were not identified in the ORG
data before 1984, The ORG data also do not include welfare receipt.

This approach is the one taken by Eissa and Liebman (1996), who use the March CPS
data to compare single women with and without children from 1984 to 1990.



24,

25.

26.

27.

28.

29.

30.

31

32.

33.

Recent Tax and Welfare Policy and Its Effects

For example, between 1984 and 1996, probit average derivatives indicate that the
weekly employment of single mothers relative to single women without children rises
7.1 percentage points without controls and 6.8 percentage points with controls. For
annual employment, the corresponding numbers are 11.7 percentage points without
controls and 11.5 percentage points with controls. The controls include state, race,
ethnicity, age, education, marital status, marital status interacted with a children indi-
cator. We also include the number of children under the age of six and the number of
children under the age of eighteen, the state unemployment rate, the state unemploy-
ment rate interacted with education group, the state unemployment rate interacted
with a children indicator, controls for pregnancy, central city, and unearned income (for
the March CPS only), controls for month and month interacted with a children indicator
(for the ORG only). See Meyer and Rosenbaum 1999b, section 5.3, for details.

The EITC expansions may be partly responsible for the slower growth of married
mothers” employment, but the likely impact is small relative to the changes for single
mothers. Eissa and Hoynes (1998) conclude that the EITC has reduced the employ-
ment of high-school-dropout single mothers by 1.2 percentage points.

We divide states into high and low cost of living using the index described in detail in
Meyer and Rosenbaum 2001. This index incorporates housing cost differences across
states, using Census data to calculate the price of a standardized apartment in each
state.

This calculation incorporates the differences in the wage distributions between states
with high and low costs of living,

The changes in the AFDC training programs particularly affected women with young
children, and the child-care programs might be expected to have the largest effects on
preschool children. However, even the changes in welfare and the EITC might have
the largest impact on those with young children, if this group is disproportionately
located close to the margin between work and nonwork.

On the other hand, David Ellwood, in chapter 3 of this volume, finds little or no
marriage effect of the EITC and welfare.

For a description of this CPS redesign, see Cohany, Polivka, and Rothgeb 1994 and
Polivka and Miller 1998.

One caution regarding this procedure is that the March CPS measures annual employ-
ment, while the ORG records weekly employment. However, table 2.2 indicates that
year-to-year changes in the two surveys tend to be in the same direction and of a
similar magnitude, though the March CPS changes tend to be slightly larger.

The difference between the ORG and March CPS data and the parallel survey may be
a result of differences between the parallel survey and the regular CPS. In particular,
the parallel survey interviewers had lower caseloads, and the interviews were longer
and were supervised more carefully.

A final source of evidence is the Survey of Income and Program Participation employ-
ment rate change between 1993 and 1994 reported in Liebman 1998. Liebman finds
that employment rose 4.5 percentage points over this period. The comparable change
in the ORG was 1.8 percentage points, again suggesting that the ORG understates the
rise in single mothers” employment.
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Chapter 3

The Impact of the Earned Income Tax
Credit and Social Policy Reforms on
Work, Marriage, and Living Arrangements

David T. Ellwood

undesirable in the eyes of policymakers. The Earned Income Tax Credit

(EITC) is unusual in that it creates sharply different incentives for differ-
ent individuals. For some it serves as a strong work incentive; for others it is a
work disincentive. Similarly, the EITC rewards marriage among some and penal-
izes it among others. In contrast, traditional means-tested benefits usually create
unambiguous work disincentives and marriage penalties.

In this chapter, I exploit the fact that work and marriage incentives have
changed differentially for various groups in order to test the ramifications of
these changed incentives. I use an intuitively straightforward methodology to
allow both graphical and statistical “difference in difference” estimators to track
work and marriage behavior of different subgroups over time. Significantly, this
chapter is one of the first attempts to examine the impact of changing economic
incentives on marriage and to look specifically at their impact on marriage as
against nonmarried cohabitation.

The results suggest that the EITC, welfare reforms, and the strong economy
have had a strong positive effect on work by single parents and a somewhat
more modest negative effect on the work of some married mothers. They also
suggest that marriage and cohabitation have not changed dramatically, but there
is at least a hint of some changes, though these effects are far more tentative and
sensitive.

! 1I social policies create incentives, and most create at least some that are

ALTERED ECONOMIC AND SOCIAL POLICY

Several dramatic policy changes occurred during the late 1980s and early 1990s
that profoundly shifted the incentives for work and marriage for low- and mod-
erate-income parents. Welfare reform began in earnest at the state level in the
late 1980s and carly 1990s, with many states receiving “waivers” of federal rules
that allowed them to experiment with alternative reforms. In 1996, in the midst
of already sharp falls in the caseload since 1993, the Personal Responsibility and
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Work Opportunity Reconciliation Act was passed. Temporary Assistance for
Needy Families (TANF) replaced Aid to Families with Dependent Children
(AFDC), changing what had been an open-ended federal matching grant into a
block grant to states. Tt added requirements that a sizable share of recipients be
working (or that state caseloads be reduced equivalently) and imposed a five-
year lifetime limit on benefits for most recipients. States were given the option of
adding whatever other restraints they chose, including setting even shorter time
limits.

States have responded in a myriad of ways. Some have imposed strict time
limits. Others require work immediately. Some have reduced benefits. Many
have altered the effective tax rate on earnings when people go to work. Perhaps
the most dramatic changes, however, have been administrative. States have used
a variety of mechanisms to push people off welfare and toward work. Some
states have experienced caseload reductions as large as 70 or 80 percent, some-
thing completely unprecedented in the sixty-plus-year history of the program.

Yet as dramatic as the shift in welfare has been, expansions in supports for
low-income working families are perhaps even more remarkable. Whereas in the
late 1980s low-income working families were eligible for about $5 billion (1998
dollars) annually in federal aid, by the late 1990s the total expenditures were
more than $50 billion (see Ellwood 2000). About half of this growth can be
traced to expansions in the Earned Income Tax Credit. By 1996, inflation-
adjusted federal expenditures on the EITC alone exceeded the combined real
state and federal benefit expenditures on AFDC benefits in any year. Starting in
1998, a nonrefundable child tax credit has been in place ($400 maximum for each
child in 1998, $500 thereafter). As a family’s income pushes them into the range
in which they owe taxes, this credit can be used to offset these taxes.

Most of the rest of the growth is traced to expansions in medical assistance
programs for low-income working families. Whereas Medicaid coverage once
was limited primarily to people receiving means-tested cash assistance such as
AFDC, states are now required to provide coverage for all children born after
October 1983 with family income at or below the poverty line. Many states have
chosen to cover children who are older and whose families are considerably
above the poverty line either through Medicaid or the newly adopted Children’s
Health Insurance Program (CHIP), which offers still more money for covering
children. Some expansion in federal support for child care has also occurred.

THE NEW WORK AND MARRIAGE INCENTIVES

Figure 3.1 shows how EITC benefits vary with earnings. At first, each new dollar
of earnings brings added benefits, since each dollar of earnings generates up to
40 percent in refundable tax benefits up to a maximum benefit of $3,756 in 1998,
When earnings exceed a cutoff, however ($12,260 in 1998), benefits are reduced
as earnings rise. The phase-in, where benefits rise along with earnings, creates
an incentive to work, while the phase-out, where benefits decrease as earnings
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FIGURE 3.1 / Earned Income Tax Credit Payments in 1998, by Level of Earnings and
Number of Children (1998 Dollars)
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grow above a certain level, creates disincentives. Moreover, the nature of the
incentives also varies depending on whether a family has only one potential
earner or two.

The overall incentive effects are a reflection of taxes, means-tested benefits,
work expenses, and the like. To understand the changes, let us begin by locking
at the situation as it stood in 1986, when a small EITC existed. Consider a low-
skilled woman with two children who might have earned $10,000 annually (1998
dollars) if she had chosen to work. She might also have married 2 man who
earned $15,000." Table 3.1 shows what her family’s disposable income would
have been in 1986 under different combinations of work and marriage. In deriv-
ing this table and subsequent ones, I ignore any housing benefits and assume
people collect benefits to which they are entitled.

Suppose the single parent was considering whether or not to work. If she had
not worked, she would have received $8,804 in means-tested aid, and she and
her children would have been covered by government health insurance (Medi-
caid). If she had gone to work at a job paying $10,000, her AFDC and food
stamp benefits would have fallen dramatically, she would have incurred child-
care costs, and she would have been expected to pay taxes. Her overall after-tax
income would have grown by only $1,860, to $10,664. In effect her tax rate was
81 percent. In addition, her family would have lost Medicaid benefits, which
would easily be worth more than $2,000, so the effective tax rate may well have
exceeded 100 percent.

Table 3.2 shows how dramatically things had changed by 1998. A large EITC

n /



“JIPAI0 BIED-pIIYD Juspuadaqy,

‘pavIom syuared yre gy,

‘sdureys pooy pue IV,

"DLIA 2I0Jaq SaXe} JUI0OUT pue ‘aIedIpajy ‘AILINDagG [e10g,
"$3INIe)S 986 U0 Paseq SUOHEINDIED S, IOINY 224105

ON ¥9'C1% 0 g 0 0 9LET— 000°ST. 000‘ST$ sures uewr
“USIP[IYD OU TR PILLIEUIU

ON 6477023 €es 0 000T— 79 9Ie'c—~ 000'5T 000'01$ su1ea
uewom ‘Qo0’GL$ surIes ueut

UIPIIYD M 2[dNOD paLLIeA

ON CI9'GIS 0 991 0 799’1 SI¥L— 00061 A10M JOU saop
ueuwiom ‘00Q’sT$ suies uew

UIP[IYd im afdnod parrrejy

ON 79901 ) LLL 000°C— T09°¢C 68— 000701 000'01%
SUTED UBUIOM “UDIP[IYD

UM UBUIOM PALITeUI()

SIA $08'8$ 0 0 0 7088 0 0 Jrom
JOU §30P URWOM “UIPTIYD

UM UBWOM PILIICWI)

{preotpay) awrooug ,Hoddng Hpa) oAsuadxg  sppeusg saxe]  sSumureg
Jooueinsu]  3qesodsi]  aTeD-PIIyD Xe[, aTeD-pIYD  poIss],  [erspa] Te10L
UMesH pred 1810y, awoduy -suesy

~JUSUIUIIAOY paurey

(sTejoQ 8661) 9861 ‘@BeLLIPIN pue YIOM 10} SOLIRUAdG SULIDJIC] I9pu) s)yduag pue ‘saxel ‘sfururey /1€ ITAVL



JIpaId ared-pip wepuadagg,

‘poyrom siuared [re J1,

‘sdurejs pooj pue DAV,
3 LIH 210§ $3XE} IWOIUY PUE “PIEIIPIN AFINIG [210G,

‘SITRIS RG] U0 Paseq SUOHE[NOMED §,I0UINY (224005

ON  &3O°CI$ 0 0 0 0 0 geeT—  000°ST 000°C1$
SUTRd “URIp[yd
OU “Uewl patLIeunu )
$o1e]s JWOos €TTTTH g9c €L0'T 008 000T— 9 8/6'T—  000'ST 000°0T$
UL PAIBAOD UIPIAD) SUIEd UBWIOM
‘000°cT$ sures
ueuw “IeIpliyo itm
ardnoo parrrepy
sojels F68°81$ 0 TARS 0 0 98T 8FTT—  000°ST SIoMm
JuI0S Ul Japlo JOU S0P UeWOM
UIHIF I3pun ‘000°ST$ suted
UDTPIYD J5ea] 1y uewr “USIPTIYd JITMm
ajdnoo parurey
sa1e38 £65F1$ 0001 96/'¢ 0 000T - 09T €94 00001 000014
JUIOS Ul I3p[0 SUTEdS TeWOM
UBAJIT IdpUN UAPTIYS YITM
USIPIIY2 1S8I] 1Y UBWIOM PILITBUIU[]
SR LLLL S 0 0 0 0 JAVAA 0 Aiom
10U $90P UeUIom
URIPTIYD Yim
UBWIOM PILLIRUIL[)
(prestpay) awoNuy Aroddng  ypary  apern  esuedxy sigeusg  sexel  sSurureg OLTRUDG
joueImsuy yifesy]  o[qesodsi] areD-PIYD  XEL Xel,  QIEDPIYD PaSAL  [eRpa  [ei0L
PTeJ-}JUSUILISAOL) 1e10], swodu]  pryd ~SUER[A]
paurey

(sxerio(1 8661) 8861 PFeLLIBN pPUR YIop 10§ SOLreusds Sultegi( 12pul) sigouag pue ‘saxel, ‘sSurarey / 7€ 14V



The Impact on Work, Marriage, and Living Arrangements

had been instituted, means-tested benefits had been cut, medical care was usu-
ally offered to children of poor working families, and child-care aid was often
available. As a result, the income of a similar single parent going to work in 1998
would rise from $7,717 to $14,593. The EITC and other benefits helped overcome
the negative incentives of means-tested benefits. Her children under the age of
fifteen would retain their Medicaid, and in many states, even older children
would be covered.”

Next consider a husband-and-wife family with a single $15,000 wage earner.
In 1986, the family would have had $15,613 and no medical benefits. By 1998
this working poor family would have gained an additional $3,281, primarily
from the EITC, and Medicaid would cover the children. The EITC and other
targeted benefits for working families clearly reward working poor and near-
poor families.

Yet the EITC has also changed work incentives in the opposite direction for a
mother married to a low-income working man. If her husband earned $15,000 a
year, a mother who entered the workforce in 1998 and earned $10,000 would
have pushed up the family income well into the phase-out range of the EITC, so
that the returns to going to work would have been reduced by the falling EITC
benefits. The impact of the EITC and other programs on work incentives is illus-
trated in table 3.3. The last columns in the table illustrate that for a single parent
considering a low-wage job, the payoff to taking a $10,000 a year job rose from
roughly $2,000 in 1986, coupled with the loss of Medicaid, to almost $7,000 in
1998, with only the adult losing Medicaid coverage. Even the adult can get cov-
erage in some circumstances. By contrast, for a low-wage mother married to a
low-income man, rewards to working have been cut sharply, with the net in-
crease in income from a $10,000 job falling from $4,700 in 1986 to $3,300 in 1998.
Married mothers in 1998 faced an effective tax rate of 67 percent. The situation
was even worse in the previous year, before a new child tax credit offset a large
share of federal taxes for this family. The family also faces a potential loss of
medical coverage. Note that there is also a large income effect created by the
EITC. Tables 3.1 and 3.2 show that the disposable income of a married couple
with one $15,000 earner would rise from $15,600 in 1986 to $18,900 in 1998. Thus
both the marginal tax rate (substitution) effects and the income effects would
reduce incentives to work for low-wage married mothers. Of course, one could
just as easily say that if the mother works, the father faces strong work disincen-
tives.

Is it likely that people will even be aware of these work incentives and there-
fore respond to them? Welfare recipients often go to work for brief periods,
return to welfare, and then return to work. They should notice how their income
changes. Moreover, the EITC typically arrives in a visible lump sum as a tax
refund or credit. Indeed, chapters 8 and 10 in this volume indicate considerable
knowledge of the program among potential participants. Also, some newspaper
accounts suggest that while low-income families do not really understand the
EITC in detail, they do realize that if they go to work, they will get a big refund,
in part because tax preparers are offering large immediate refunds (see Jason
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DeParle, “Life After Welfare: First-Time Filers; On a Once Forlorn Avenue, Tax
Preparers Now Flourish,” New York Times, March 21, 1999, A1). It is reasonable
to suppose that single parents, at least, might be influenced by the work incen-
tives.

The situation is more complicated for married mothers. The combination of
multiple incomes and the fact that the family may get a tax credit that will
mainly just offset other taxes owed, rather than producing a big refund check,
seems more likely to obscure the overall impact of the EITC. Still, if a family
experiments by sending a second earner to work or keeping him or her at home,
they should notice just how much their living circumstances change. Perhaps
more important, in the years when the EITC was being increased the after-tax
income of families with one low-wage worker would be rising rapidly, and this
dramatic difference in income would surely be noticed and might well diminish
work by the second earner.

The EITC creates some bipolar incentives for or against marriage as well.
Table 3.4 illustrates the marriage penalties. Looking at the last columns, we see
that in all years and in all circumstances, clear marriage penalties were created,
largely as a result of the means-tested programs, though regular taxes play some
role as well. There will, of course, be some compensating economic advantages,
including economies to scale achieved by having to support only one household
(though these could be achieved by living together outside of marriage). The
size of the marriage penalty varies greatly by type of situation and year. In 1986,
a nonemployed single mother faced a $5,815 penalty by marrying a man earning
$15,000. By 1998, the penalty was sharply reduced to just under $1,500. The
reduction in penalty is partially caused by the decline in means-tested benefits
available to unmarried parents. Most of the improvement, however, can be
traced to the nearly $3,000 increase in the EITC since 1986. In this case, the EITC
serves as a marriage bonus.

The working single mother who considers marrying a working man faces a
much larger marriage penalty in 1998 than she would have in 1986. As the com-
bined income of the husband and wife push people into the phase-out range, the
EITC now serves as a marriage penalty. Whereas a working mother marrying a
working man suffered a roughly $3,000 marriage penalty in 1986, by 1998 that
penalty had grown to more than $5,000—virtually all of it owing to the loss of
EITC and child-care aid to lower-income working families. Indeed, this situation
was worse in 1997 before the child tax credit offered some additional tax relief.
Note that so-called marriage penalties could influence both decisions to marry
and decisions to end a marriage.

This analysis of marginal marriage incentives misses a couple of critical is-
sues, including income effects and the feedback from altered work behavior.
Consider the situation facing a struggling low-income married couple with chil-
dren, in which both parents are working. The expansion of the EITC does create
a marriage penalty—the mother could potentially get a larger EITC by divore-
ing. That same EITC would also provide extra income to the household, how-
ever, and reduce work incentives for the second earner. The added income may
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The Impact on Work, Marriage, and Living Arrangements

reduce stress in the household and increase the likelihood that the family will
stay together. The altered work incentives may lead the mother to spend less
time in the workforce, which, according to a model of marriage like that of Gary
Becker (1981), might increase the comparative advantages of marriage.

This analysis also misses altered incentives for childless couples. In particular,
suppose a couple considers marriage with the expectation that they will have a
child at some point and that they have no intention of having a child outside of
marriage. For this couple, the EITC also serves as a marriage inducement. At
worst they can get nothing; at best, they will receive some money from the tax
credit once they start raising a family.

Moreover, couples who face a marriage reward or penalty may at a later point
face the opposite incentives if their economic status or parental status changes,
given the duration of marriage. Thus short-term incentives may not reflect cou-
ples” expectations regarding the effects of social policy over the life of the mar-
riage. Finally, the EITC might also influence fertility, encouraging some married
and unmarried women to have children who might otherwise have been reluc-
tant to do so. This too could influence the stock of married and unmarried
mothers.

Once again it is fair to ask if people would notice the marriage incentives. It is
apparent that people notice the incentive effects of means-tested programs. Few
who marry expect to continue receiving welfare, so its loss is quite clear. The
EITC incentives may be more obscure, however. Since marriages tend to last for
extended periods, there is almost no way to implicitly learn about the tax conse-
quences of being married or not by repeated marriages and divorces. Still, one
group—couples with children who are cohabiting but unmarried—might be un-
usually sensitive to marriage incentives. The marriage penalties or rewards of
the EITC might be particularly important in influencing decisions about mar-
riage among, these couples.

THE IMPACT OF THE POLICY CHANGES ON WORK

Three broad methods are used to estimate the effect of the altered work incen-
tives. The first involves the estimation of structural models, in which the kinks
and other features of the budget constraints created by the EITC and other pro-
grams are explicitly modeled. One can either use existing estimates of labor sup-
ply elasticities or estimate new ones based on actual work behavior to determine
the structural parameters (or both). This is essentially the methodology used by
Thomas MaCurdy, David Green, and Harry Paarsch (1990) and Robert Moffitt
(1986). Stacy Dickert, Scott Houser, and John Karl Scholz (1995) estimate 1990
cross-sectional elasticities of labor supply response to net income after account-
ing for multiple program effects and then use these estimates to simulate the
marginal cffects of the expanded EITC. Orazio Attanasio and Thomas MaCurdy
(1997) seek to estimate the effect of the EITC on the entire life cycle of labor
supply. One difficult problem is modeling the complex combination of means-
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tested benefits, the EITC, and tax rates facing individuals. The changes in wel-
fare policy are particularly difficult to model.

A second strategy is to quantify the various changed incentives facing poten-
tial workers and to use these to estimate a fairly straightforward reduced-form
model of labor supply. The most sophisticated use of this strategy is the model
presented by Bruce Meyer and Daniel Rosenbaum {1999). These authors go to
considerable effort to parameterize altered incentives created by both state and
federal EITC policies and by changes in AFDC, including benefit rule changes,
time limits, and some state Medicaid extensions, child-care, and training bene-
fits. Nada Eissa and Hilary Hoynes (1999) estimate a reduced-form model of
labor supply for married women relying on variation in tax treatment (primarily
the EITC) to judge the influence of the EITC on labor supply.

Although such methods hold the hope of fairly precise behavioral estimates,
they suffer limitations. First the models usually explicitly assume that the re-
sponse to a one-dollar increase in the EITC (or any other financial benefit) will
be the same as a one-dollar increase in earnings. Indeed, the model is estimated
by assuming that sample individuals fully understand the true multiple incen-
tives they face. Yet the complexities of such incentives suggest that recipients
may not fully understand them or respond appropriately. To model the incentive
effects properly, one really should also take account of the wide range of kinks
and slopes in the budget set, as the structural models attempt to do, though the
complexity of the incentives makes this a daunting task.

Perhaps more important, however, the recent changes in the incentives facing
those who would previously have received means-tested benefits (welfare) and
changes in Medicaid policies are virtually impossible to characterize quanti-
tatively. Some states have dramatically increased pressure to leave welfare. Their
methods have generally not involved dramatically lowering benefits. Rather,
they have sought other means to divert people from getting aid or to move
people off welfare quickly.

Consider two examples. In Georgia, before she can even begin the application
process, a woman seeking aid is required to get a form signed by six employers
saying that she applied in good faith for a minimum-wage job and was turned
down.’ Once enrolled, if she is penalized twice for failure to meet some key
administrative or work requirement, she is barred for life from seeking aid in the
state. In Wisconsin, no aid is provided unless the person is already working.
When applicants claim they really cannot find a job, the providers of TANF will,
in some cases, provide a subsidized job for a limited duration, but aid remains
tied to working. In both states, caseloads have dropped dramatically—nearly 80
percent in Wisconsin.

In chapter 2 of this volume, Meyer and Rosenbaum examine a host of mea-
sures ranging from benefit levels to elements in waivers. They have done about
as well as can be imagined. Yet no measures can really capture the crucial ad-
ministrative elements in Georgia or Wisconsin or most other states. Indeed,
in the measures used by those authors, Georgia shows up as essentially un-
changed. Administrative changes, such as a greater emphasis on sanctioning or
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increasing the difficulty of getting aid by making it more unpleasant or stig-
matizing, are probably impossible to measure. Even if we could somehow cap-
ture them, modeling would still be a bit of a mystery. Administrative changes
interact with the economy and the availability of other benefits. States appear far
more willing to sanction people or refuse them aid if jobs are perceived to be
relatively plentiful.

This discussion suggests that state-to-state variations in the structure of AFDC
or TANF are measured with considerable error, downwardly biasing the appar-
ent impact of welfare “reforms.” Since these changes occurred almost simul-
taneously with EI'TC expansions, the mismeasurement will most likely create an
upward bias in the apparent impact of EITC and tax changes.

Few authors have tackled the hardest issue of all—the changed availability of
Medicaid for children.* 1 have previously noted that the federal cost of growing
health coverage for children of the working poor and some adults has been
almost as great as the cost of the EITC. But should such benefits be treated as the
insurance value of Medicaid? Should it vary by the health of family members?
What value do potential beneficiaries of such aid place on it when they are
healthy?

The alternative methodology is to exploit the natural experiments created by
the timing of the rapid expansion in the EITC and changes in social policy and
the fact that they did not affect all persons equally. This method is used by Nada
Eissa and Jeffrey Liebman (1996} and Robert Schoeni and Rebecca Blank (2000),
and it underlies much of the analysis in Meyer and Rosenbaum (1999; chapter 2,
this volume). For each group, subjected to sharply different incentives, the au-
thors seek a control group that faces fewer changes, and this can be problematic.
Fissa and Liebman (1996), Meyer and Rosenbaum (1999; chapter 2 of this vol-
ume), and Eissa and Hoynes (1999) rely heavily on childless women as controls,
which has some appeal but also some obvious problems. A much larger fraction
of childless single women already worked even before EITC expansions, so their
employment would not be expected to grow as much. Moreover, the temporal
trends in labor force participation of the women with and without children are
often different before the enactment of the EITC, so drawing inferences from
differential trends afterward is troubling. An alternative, also used by Eissa and
Liebman (1996), is to use mothers at higher education levels as controls for less
skilled ones, but they too start at much higher levels of work. Probably the best
strategy is to explore a variety of potential control groups.

While one would be unwilling to treat such “difference in differences” esti-
mates as highly precise, they can offer powerful and straightforward evidence of
the behavioral impacts. In the past, such methods made it difficult to disentangle
the separate impact of the multitude of policy changes from one another or from
the impact of the economy. One could mostly test the overall impact of the com-
bination of policies in a strong economy. While important in its own right, such a
conclusion is distinctly frustrating to economists and policymakers interested in
looking at the margin. Moreover, it seems that the remarkable variation in state
welfare policies ought to provide some leverage for decomposing things.
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This chapter seeks to extend and exploit the difference-in-difference method
to determine behavioral impacts of the changed policies for both unmarried and
married mothers at various skill and potential wage levels. Moreover, it explores
ways to measure welfare reform aggressiveness in hopes of comparing changes
in work in states with more and less aggressive welfare reform policies. Hypo-
thetically, if there were a group of states that had done little in the way of se-
rious reform, one might look to difference-in-difference estimates of work behav-
ior in those states as a measure of the impact of the EITC alone. The additional
changes in the more aggressive states could indicate the impact of welfare re-
forms.

Using the Current Population Survey from March 1999,° I first ran a basic
wage equation based on average hourly earnings in 1998 for women aged eigh-
teen to forty-four who worked at least twenty-six weeks, using characteristics
including age, education, race, and number of children as independent variables.®
I then take women aged eighteen to forty-four in each March CPS survey from
1975 to 1999 and use the wage equation to predict a potential 1998 wage for
them, whether or not they worked. Finally, I use that predicted wage to place the
women into predicted wage and skill quartiles for their survey year” Note that
each predicted wage quartile for each year contains 25 percent of all women.

Thus I have created a consistent set of four ecqual skill and wage groups in
each year based on characteristics highly correlated with pay, such as education
and age. Since 1 use this same equation to create wage and skill quartiles each
year, 1 can track what happens to quartiles of similar women over time. If incen-
tives changed differentially for women in the bottom skill and wage quartile as
against those in the top quartile over time, by tracking the behavior of women in
each quartile I have a natural experiment. I can compare, for example, the work
of the single parents in the lowest wage quartile to work by women in the next
highest quartile. 1 can also compare what happens to the lowest-wage and
lowest-skill single women with children in relation to the lowest-wage and low-
est-skill women without children.

One might have chosen, as Eissa and Liebman (1996) have, to track people
over time based on education levels. The mix of education changes over time,
however. In 1975, my first sample year, 23 percent of women aged eighteen to
forty-four were high school dropouts. By 1998, that figure had fallen to 13 per-
cent. Thus I would be comparing the behavior of the bottom 23 percent of
women in 1975 with that of the bottom 13 percent in 1998. My method also
largely obviates the need to do regression-corrected estimates, because 1 have
already grouped people according to their measured characteristics.

Measuring Welfare Reform Aggressiveness
Finding a legitimate measure of welfare reform aggressiveness is remarkably
difficult given the nature of the program changes and the extremely close link-

age between work and welfare. Yet the obvious desire to disentangle the impact
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of welfare reform from the economy and the EITC pushes toward the develop-
ment of mechanisms to at least establish some reasonable bounds. In this chap-
ter I examine two different measures, one programmatic and one statistical.

PROGRAMMATIC MEASURES Meyer and Rosenbaum (1999) have compiled a con-
siderable list of measures that might be used to determine the particular pro-
grammatic changes that could influence caseload. Ultimately they select a few
measures for inclusion in their analysis. Based on their work and supplemented
with my own experiments, [ determined that four measures seem particularly
good candidates as indications of the states’ aggressiveness: whether the state
had a real benefit decline of more than 25 percent between 1986 and 1997,
whether the state had imposed a time limit of any sort under a waiver by 1996,
whether the state used full-family sanctions for AFDC recipients who did not
comply with the requirements of the Jobs Opportunities and Basic Skills Training
Program (an earlier welfare reform), and whether any persons were terminated
for failure to meet a requirement created under an AFDC waiver. All of these are
for the period immediately preceding the passage of national welfare reform,
since state data are not yet available after that period.

The benefit level is the most obvious and powerful financial incentive; the
other measures are all indications of administrative or time-limited measures
that are not otherwise captured. I experimented with different weights for each
of these, based on their impacts on caseload changes, but ultimately concluded
that a simple sum was the cleanest method of classifying. States that made none
of these changes are least aggressive; states that enacted at least three out of four
of them are considered the most aggressive,

STATISTICAL MEASURES A state that aggressively pursues welfare reform
through economic and administrative actions will most likely have two possible
observable effects: it will increase work among single parents, thereby raising
their earnings, and it will reduce the odds that someone with a given level of
earnings receives aid. The incentives built into the EITC will also pull people
into higher earnings categories, but it should have no impact on the odds that
someone with a given level of earnings receives benefits. The distinction sug-
gests that a measure that captures the changing odds that people of given earn-
ings receive aid in a state would be a plausible measure of administrative ag-
gressiveness that is not automatically correlated with EITC and other incentive
changes. It is also likely to be closely linked to other features of welfare reform,
since administrative and nonadministrative methods of discouraging welfare
and encouraging work seem likely to go hand in hand.

Using CPS data for each state over the period from 1984 to 1992, T estimated
fifty-one state probit models of AFDC participation among single parents, condi-
tional on age categories, education categories, racial categories, the state unem-
ployment rate, four earnings categories, and a time trend.® I use this period be-
cause it was not a time of particularly dramatic changes in policy at the national
level. Thus this model simulates the eligibility and participation structures for
each state in the late 1980s and early 1990s.
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Then, using the actual earnings and education of single mothers and the state
unemployment rates in 1997 and 1998, I predict the fraction of sample partici-
pants one would have expected to collect AFDC in 1997 and 1998 had the eligi-
bility and participation structures been the same as during the base period (1984
to 1992). Because earnings had risen and unemployment rates had fallen, the
model predicts declines in welfare use in virtually all states. The actual declines
in many states were even greater, however, presumably because they had be-
come more aggressive in deterring welfare participation among persons of a
given level of earnings. The difference between the actual and the predicted
change in participation from 1991 and 1992 to 1997 and 1998 is thus an indicator
of how aggressively states sought to reduce the roles through changes in eligi-
bility.”

As expected, in virtually every state, the model predicts less of a decline in
participation than was actually observed, even atter accounting for the rise in
work and earnings of single parents. Welfare reform had changed the rules. The
states that had pushed caseloads down even further than one would have ex-
pected, given the rise in work by single parents, are presumably the ones that
are acting most aggressively to move people off welfare.

One might be concerned that this is simply a measure of the decline in partici-
pation in AFDC in the state over time. That is precisely why we are conditioning
on the level of work and earnings of people in the later period. If nonwelfare
factors were pushing up employment and earnings and those rises were in turn
reducing caseloads in a welfare environment that was unchanged, our model
should accurately predict the change in participation. Only if the structure of
welfare had changed for single parents of given earnings should the prediction
deviate. The more aggressively the state has reduced participation for a given
level of income, the greater the deviation from the prediction. Indeed, the cor-
relation between changes in the actual and predicted participation is “just” .36,
revealing that this measure is not simply a measure of caselcad change.”

Inevitably, this measure suffers from some potential weaknesses. There are
dangers that deviation from predicted participation is capturing unmeasured
changes in the state environment that might be affecting both caseloads and
employment patterns simultaneously. Although the functional form is rather
loose for each state, it does impose some structure. If local economic conditions
that are not captured by the state unemployment rate altered the likelihood that
people of given earnings would apply for welfare, the measure might be biased.
Tt is unclear what the direction of the bias would be, however. On the one hand,
people might be more optimistic and thus less likely to seek out aid (meaning
the prediction will include a positive correlation with unmeasured economic
conditions). On the other hand, the newly working group has previous exposure
to welfare and thus might be more likely to apply for welfare than previous low-
to moderate-earning workers (creating a negative correlation between the trend
and unmeasured economic conditions).

Another potential source of concern involves any correlation between AFDC
aggressiveness and state EITCs. If states that are unusually aggressive are also
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more likely to have state EITCs, then aggressiveness may artificially capture
some EITC effects. In fact, the reverse appears to be true. By 1996, seven states
had EITC programs. Three of these were states are classified as least aggressive,
three as intermediate; only one state, Wisconsin, was both aggressive in AFDC
or TANF policy and had a state EITC.

The most serious concern may be that unmeasured individual characteristics
may influence both employment and welfare participation. Thus if our sample
for a particular state in 1997 and 1998 had a disproportionate share of single
parents who were more inclined to work and were disinclined to accept welfare
for any given level of their earnings, work rates would be higher and rates of
welfare use lower than we might have predicted—even given the higher level of
work. This potential bias can be avoided by using one sample to generate the
statistical aggressiveness measure and another to examine its link to earnings.

Inevitably this measure of aggressiveness is subject to error. Thus it would be
a mistake to use this aggressiveness measure in any precise way. Instead, [ use it
to break states into three categories. There seem to be a couple of natural break-
points, at —.04 and —.10. In other words, the least aggressive states show less
than a 4 percent difference between actual and predicted participation, and the
most aggressive show at least a 10 percent difference. Using these breaks,
roughly one-fourth of single parents were in the less aggressive states, 40 per-
cent were in moderately aggressive states, and one-third were in the more ag-
gressive ones.

Incentive Effects by Predicted Wage Quartile

Table 3.5 illustrates the difference in the work incentives in 1986 and in 1998 for
people in different quartiles of the wage distribution. The first rows show the
median level of earnings for all women (regardless of marital or family status) in
the quartile who actually worked at least twenty-six weeks, based on annual
CPS data. These rows provide a rough estimate of what a woman in that quartile
would earn if she went to work. The second set of rows shows the median
income earned by the husbands of married women with children in this wage
quartile. These are not perfect estimates of what people might actually earn if
they went to work. I use these figures only to illustrate roughly how different
the incentives have been across the groups and over time.

Look first at the situation facing single parents in the lowest potential wage
quartile. Reinforcing the earlier finding, the table shows that a low-skill single
mother going from welfare to work could hope to earn just $2,800 more in 1986
(not counting the lost Medicaid). Her effective tax rate was 76 percent. By 1998,
the gains to work had risen to nearly $7,600, and her effective tax rate had fallen
to 31 percent.

Incentives for women in the next quartile also improved dramatically, with
the tax rate falling from 70 percent to 35 percent. Still, this is not as great a
change as for the lowest-skill group. The incentives for women with the highest
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TABLE 3.5 / Work Incentives for Women in Different Family Situations and at
Potential Wage Levels, 1986 and 1998

Lowest  Second Third  Highest
Quartile Quartile Quartile Quartile

Median earnings of women who work more
than twenty-six weeks®
1986 11,600 14,872 19,334 27,346
1998 11,000 15,000 20,000 30,100

Median earnings of husbands for mothers
who are married’

1986 19,334 29,745 36,392 44,617
1998 18,720 30,000 35,000 45,000
Work incentives if single parent goes to
work
Net earnings
1986 2,767 4,489 6,716 12,341
1998 7,559 9,716 12,081 19,080
Effective tax rate (percentage)
1986 76 70 65 55
1998 31 35 40 37
Work incentives if married mother goes to
work
Net earnings
1986 6,894 9,676 12,310 16,732
1998 4,300 10,383 14,270 20,307
Effective tax rate (percentage)
1986 41 35 36 39
1998 61 31 29 33

Sotirce: Author’s calculations using March Current Population Surveys, 1987 and 1999.
“‘Based on annual CPS data.

wages and skills changed the least. There was still an increased payoff, but the
tax rate fell “only” from 55 percent to 37 percent.

Thus one should expect to see employment rates rising for unmarried
mothers in all groups but also far greater increases at the bottom than at the top.
I also compare the work patterns of low-skilled unmarried mothers with those
of low-skilled unmarried women without children.

Next consider what happened to work incentives of married women. As we
have already seen, incentives to work were sharply reduced for low-income
women. By contrast, effective tax rates actually fell slightly for women in the
other quartiles (mostly owing to other tax changes). Women in the second quar-
tile were affected the least. Thus I have a particularly good natural experiment. 1
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can explore whether married mothers in the lowest quartile alter their work
behavior relative to married mothers in the second and other quartiles.

Table 3.5 presents comparisons for only two years, 1986 and 1998. The EITC,
originally instituted in 1975, has risen in several increments. There was a modest
jump in benefits in 1987, followed by sizable annual increases throughout the
1990s. Given the gradual ramping up of benefits and the potentially delayed
response as people learned of the incentives, one would expect the behavioral
responses to show up most dramatically in the 1990s.

Empirical Estimates of Work Effects for Single Mothers

Results for work among single persons with and without children are presented
in figures 3.2 through 3.5. The figures relate to the fraction of persens who were
working in March in each year from 1980 to 1999. Figure 3.2 shows large
changes in work by the lowest-wage group of unmarried mothers. After vir-
tually no change in employment patterns from 1980 to the early 1990s, employ-
ment rates suddenly shot upward, rising from roughly 34 percent in 1992 to 55
percent in early 1999. This truly unprecedented rise, which has been noted by
numerous others including Liebman (1998), Dickert, Houser, and Scholz (1995),
Meyer and Rosenbaum (chapter 2, this volume), and Rebecca Blank, David
Card, and Philip Robins (2000}, seems to offer powerful evidence that incentives
can play a major role in the decision to work. As predicted, the levels of work
also rose for women in the second quartile, though less so than for women in the
first, and so on up to the highest quartile. Work patterns changed little for one
potential comparison group-—unmarried women without children—as shown in
figure 3.3.

I perform a more formal test of the proposition that behavior really did
change in a statistically meaningful way. [ compare March 1986 with March
1999, based on the theory that the former survey was just before the beginning
of the big growth in the EITC and the economy was stronger than in the preced-
ing couple of years. The first four rows of table 3.6 show what figure 3.2 also
reveals: employment rose for all quartiles, but it rose more for the lower quar-
tiles. There was no growth in employment among unmarried low-wage childless
women.

I then perform several treatment-control comparisons. I compare the behav-
iors of women in the lowest and highest wage quartiles, women in the lowest
and the third quartiles (which would give a lower bound, since both groups are
affected by the incentives), and single women with and without children. Each
of these comparisons yields an estimated effect of between 13 and 23 points. All
are statistically significant.

Next I turn to the question of how significant a role welfare policy played in
influencing this expansion in work among single parents. Figure 3.4 shows what
happened to work by single mothers in the lowest predicted-wage quartile (in
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FIGURE 3.2 / Employment Rate of Unmarried Mothers With Children, by Predicted
Wage Quartile
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TABLE 3.6 / Changes in Work by Unmarried Mothers and Estimated Impact of
Social Policy Between March 1986 and March 1999

Fraction
Working
Category 1986 1999 Difference
Unmarried women with children
Women with characteristics that would place them in 0.34 0.55 0.21
the lowest quartile of potential wages in 1998 (0.01) (0.01) (0.02)
Second quartile of potential wages 0.57 0.71 0.13
(0.01) (0.01) (0.02)
Third quartile of potential wages 071 0.79 0.08
(0.01) 0.02) (0.02)
Highest quartile of potential wages 0.83 0.87 0.04

002  (0.01) (0.02)

Unmarried women without children

Women with characteristics that would place them in 0.60 0.59 ~0.01

the lowest quartile of potential wages in 1998 (0.01) (0.01) (0.01)
Differences between groups

Bottom as compared to highest quartile among -049 —032 0.18
unmarried mothers (0.01)  (0.02) (0.02)

Bottom as compared to third quartile among -037 ~024 0.13
unmarried mothers (0.02)  (0.02) {0.03)

Bottom wage quartile unmarried women with -02 004 0.23
children as compared to unmarried women without (0.01) (0.02) (0.02)
children

Source: March Current Population Surveys, 1986 and 1999.
Note: Standard errors are in parentheses.
“This figure represents the difference in the differences, the estimated impact of social policies.

three-year moving averages) in states ranked by my statistical measures of re-
form aggressiveness. Moving averages are used because the annual samples be-
come rather thin. Similarly, I pool years in determining aggressiveness because
sample sizes make most estimates of single-year aggressiveness subject to con-
siderable error. Pooling and using moving averages does pose a problem, how-
ever. The period from 1997 to 1999 was a time of most rapid change in welfare
policies. While some states had begun reform years earlier through the waiver
process, others were just becoming aggressive in 1999. Thus it is probably best to
examine the impact of state aggressiveness through March 1998, particularly
since [ am using three-year moving averages." If, as seems plausible, some states
that were previously less aggressive become more so over the period from 1998
to 1999, we would expect to see some convergence in employment patterns after
1998.

Patterns of work are relatively similar across the states until the late 1980s, but
they then diverge. Employment rates (three-year moving averages) for the most
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FIGURE 34 / Employment Rate of Single Mothers in the Lowest Predicted Wage
Quartile, by Aggressiveness of State Welfare Reform, Statistical
Estimation Method (Three-Year Moving Averages)
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aggressive states rise from .32 in 1986 to .53 in 1998. Employment starts at .34 in
the least aggressive states but rises only to .47.” Table 3.7 indicates that this
eight-point difference in differences was statistically significant.

One concern with our measure of aggressiveness is that it may be biased
because of sampling errors owing to correlations in unmeasured propensities to
work and to collect welfare at a given level of earnings. One can test for this
problem by using the welfare aggressiveness measure on an alternative data
source. Using data from outgoing rotation groups (ORG) of the CPS for January
and February and for July to December from 1985 onward, one can explore
employment patterns for single mothers who were never present in the March
surveys—and thus represent a completely independent sample.” I broke single
parents into groups using the same wage model and examined the differences in
employment gains in more and less aggressive states, using the state aggressive-
ness measure generated by the March data. Table 3.7 indicates that the outgoing
rotation group shows a nine-point difference in differences—virtually identical
to the eight-point gain found earlier.

Still, a closer inspection of figure 3.4 suggests the results are not as robust as
they might at first appear. If, for example, one used 1991 as a base year, one
finds far less divergence in employment between the more and less aggressive
states. Other years can heighten the effect. Moreover, there is some convergence
in employment rates between more and less aggressive states in 1999 in both
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TABLE 3.7 / Changes in Work Among Poor Single Mothers Between 1985 and 1987
and 1997 and 1999, by Aggressiveness of State Welfare Reform

Category 1985 to 1987 1997 to 1999 Difference
Fraction working, March CPS data
Living in least aggressive states 0.34 0.47 013
(0.01) (0.01) (0.02)
Living in moderately aggressive states 0.33 0.50 0.17
(0.01) (0.01) (0.02)
Living in most aggressive states 0.32 0.53 0.21
(0.01) (0.01) (0.02)
Fraction working, ORG data*
Living in least aggressive states 0.39 0.50 0.11
{0.01) (0.01) (0.02)
Living in moderately aggressive states 0.33 0.51 0.18
(0.01) 0.01) (0.02)
Living in most aggressive states 0.33 0.53 0.21
{0.01) 0.01) {0.02)
Differences between groups
Most — Least Aggressive 0.02 —0.06 —-0.08
March data {0.02) (0.02) (0.03)
ORG data 0.06 —-0.03 —0.09
0.02) (0.02) (0.03)

Source: March Current Population Surveys, 1985 to 1987 and 1997 to 1999, and Outgoing
Rotation Groups.
Note: Standard errors are in parentheses. Poor single mothers are defined here as those whose

characteristics at the time of sampling would have placed them in the lowest wage quartile in
1998.

“Sample excludes persons in the ORG data who were also present in the March CPS sample.
"This figure represents the difference in the differences, the estimated impact of social policies.

CPS and ORG data. While this convergence in 1999 can quite plausibly be attrib-
uted to simple sampling variation or to the efforts of formerly less aggressive
states finally to act on reform, it may indicate that aggressiveness is changing
rapidly, and thus an average measure for the six-year period selected may be
subject to considerable error.

I tried using these measures to conduct various decompositions of the relative
magnitude of the economic strength {low unemployment), state aggressiveness,
and the EITC and other work incentives. These proved to be quite sensitive to
the comparison groups used and the time periods chosen.

I also explored other measures of aggressiveness: programmatic measures, in
a manner similar to that of Meyer and Rosenbaum (1999). The programmatic
aggressiveness measures used to create figure 3.5 show differences between
more and less aggressive states, but the patterns over time show considerable
variation, a finding that is consistent with the view that it is difficult to measure
accurately the real changes in AFDC based on programmatic measures. More-
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FIGURE 3.5 / Employment Rate of Single Mothers in the Lowest Predicted Wage
Quartile, by Aggressiveness of State Welfare Reform, Program
Parameter Method (Three-Year Moving Averages)
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over, in the period preceding 1989, the trends in these states differed greatly.
This pattern reveals that the measured impact depends a great deal on which
year is taken as the base. Since this measure mostly captures state changes up to
1996, one should not necessarily expect it to predict well after that period, but
even in 1996, the moderately aggressive states seem to have had more impact on
employment than the most aggressive ones.

State policies are changing rapidly over time. The methodology proposed
here for determining statistical aggressiveness could, in principle, be used to
create separate aggressiveness estimates for each state and year, but given the
sample sizes, these would be subject to sizable measurement error. Indeed, any
measure of state reform—whether it be statistical or programmatic—is certain to
be subject to considerable measurement error, given the current state of data
available for each. I suspect this renders the attempt to decompose the relative
impacts of welfare reform, the economy, and the EITC perilous to impossible.
One should be particularly cautious about attempts that begin by estimating the
impacts of measured state variation in welfare and measured economic condi-
tions and then attributing the residual impacts to the EITC. Given the inherent
difficulties in measuring state policy, such methods seem likely to understate the
role of welfare changes.

In the end, the whole exercise seems problematic in any case. State and fed-
eral policymakers would almost certainly have adopted a different set of policies
under different economic conditions. The impact of the EITC will surely be dif-
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ferent at a time when low-paying jobs are plentiful than it would be when jobs
are scarce. Recipients may be far more sensitive to welfare reform policies de-
signed to get them working when the economy is strong and the rewards to
work have grown so significantly. Finally, the whole tenor of welfare reform, the
changing social climate, and the strong economy may have dramatically in-
creased the stigma associated with welfare receipt and failure to be working
outside the home in all states-—leading to changed behavior of recipients and
caseworkers alike, regardless of any actual changes in state policy. Thus the
question of the marginal impact of particular policies may not even be meaning-
ful—at least not in a sense that can be determined from existing behavior. In-
deed, it is quite logical that the combination of welfare sticks, EITC carrots, and
a remarkably strong economy had a multiplicative effect that is far greater than
any one or two of these policies would have had on their own.

Empirical Estimates of Work Effects for Married Mothers

Figure 3.6 examines the work behavior of married mothers. Once again the re-
sponses are remarkably consistent with the altered incentives. Up until roughly
1988, the employment rates of married mothers at all potential wage levels were
rising pretty much in tandem. Then the rises abruptly ceased for the low-wage
group—the only group whose incentives were sharply altered by the EITC.
This change is particularly surprising in light of two other facts. The earnings
of husbands in the lowest-wage group were falling somewhat as the wage of

FIGURE 3.6 / Employment Rate of Married Mothers, by Predicted Wage Quartile
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FIGURE 3.7 / Employment Rate of Married Women Without Children, by Predicted
Wage Quartile
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less skilled men fell. That decline would ordinarily have been expected to lead to
a disproportionate rise in the employment rate among low-wage women. Sec-
ond, the strong economy might have been expected to disproportionately benefit
low-skill married mothers, just as it seemed to help work by single mothers.
Indeed, as shown in figure 3.7, work among childless married women in the
bottom quartile rose relative to work among childless wives in higher quartiles.
This change seems likely to have been caused by changes in the EITC, especially
since changes in the welfare system are not much of a factor. Married mothers
virtually never would qualify for benefits before or after this period.

There is an alternative and even more powerful way to test the significance of
the EITC. Some married women with low predicted wages are married to men
with high enough earnings that the family does not qualify for the EITC,
whether or not the woman works. In other cases, the man’s income is so low
that work by the mother would actually increase the EITC benefits. One can
exploit this natural experiment by comparing the employment patterns over
time of low-wage women whose incentives are adversely affected by the EITC
with comparably skilled women who have neutral or positive work incentives. I
simulated for all married women with children in my sample whether their
EITC payments would rise, fall, or be unchanged if they earned $10,000 and
faced the EITC rules as they existed in 1998. Thus I track over time the low-wage
women for whom the expanding EITC discourages work and compare them
with other low-wage women.

Throughout the sample period roughly 54 percent of married women in the
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FIGURE 38 / Employment Rate of Married Mothers, Indexed to 1986, With and
Without EITC Disincentives to Work, for Women in the Lowest
Quartile of Predicted Wages (Three-Year Moving Average)
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bottom quartile would have faced 1998 EITC earnings penalties averaging $1,288
(had they earned $10,000 and faced the 1998 EITC provisions). These are typ-
ically women with working husbands who earn less than the EITC maximum.
Another 28 percent would have had no work incentives from the EITC because
their husbands’ incomes were above the maximum. Finally, 18 percent would
have had work incentives averaging $2,678 because their husbands had low
earnings.

Figure 3.8 shows what happened to the employment rates of women in each
group over the period. Because married women in the three categories start with
somewhat different levels of work in 1986, I have normalized the patterns rela-
tive to what they were for each group in that year, to make visual interpretation
easier. These results again appear to confirm strongly the earlier findings.

As compared with 1986, work by married mothers in the bottom quartile by
predicted wages, where the EITC had a positive incentive on work, rose the
most; those for whom the EITC was neutral rose considerably less, and work
rose least for those wives where the EITC penalized their work. I should note
that this result is somewhat more sensitive to estimation methods than others in
this chapter, and one can see higher and lower estimates depending on the
method used. In addition, the timing is somewhat odd. Some divergences oc-
curred in the late 1980s, before the EITC was very large. The biggest changes
have been in the past several years, somewhat after the time when EITC expan-
sions occurred. Still, it seems reasonable to presume that the effects of the dra-

[ 4



Making Work Pay

matically expanded EITC in the mid-1990s would take some time to become
more fully understood and experienced by married women, for whom the im-
pacts were less obvious. The divergence in work by those with incentives to
work less and others is also striking.

In table 3.8, I once again perform more rigorous statistical tests of what these
graphs show. Here the tests are strong, but they are not quite as conclusive as

TABLE 38 / Changes in Work by Married Mothers and Estimated Impact of Social
Policy Between March 1986 and March 1999

Fraction
Working
Category 1986 1999  Difference
Married women with children
Women with characteristics that would place them in 0.39 0.44 0.05
the lowest quartile of potential wages in 1998 (0.01) (0.01) 0.01)
Second quartile of potential wages 0.53 0.63 0.11
{0.01) 0.01) (0.01)
Third quartile of potential wages 0.61 0.69 0.08
(0.01) (0.01) (0.01)
Highest quartile of potential wages 0.64 0.70 0.06

©.01)  (0.00) (0.01)

Married women with children in the lowest potential
wage quartile

Women for whom the 1998 EITC created work 0.42 0.43 0.01
disincentives (0.01) (0.02) (0.02)
Women for whom the 1998 EITC had no effect on 0.39 047 0.08
incentives (0.02) {0.03) (0.03)
Women for whom the 1998 EITC created positive 0.28 0.43 0.15
work incentives (0.02) (0.03) (0.04)
Married women without children
Women with characteristics that would place them in 0.66 0.04 -0.02
the lowest quartile of potential wages in 1998 (0.02) (0.02) {0.03)
Differences between groups
Bottom as compared to third quartile among married -022 —-025 -0.03
mothers 0.01) (0.01) (0.02)
Bottom as compared to second quartile among -014 -0.19 —0.05°
married mothers (0.01) (0.01) (0.02)
Married mothers in bottom with disincentives versus 011 0.04 -0.07
married mothers with no effect on incentives {0.02) (0.03) {0.04)
Bottom married women with children as compared -028 020 0.08°
to bottom married women with children (0.02) (0.02) {0.03)

Source: March Current Population Survey, 1986 and 1999.

Note: Standard errors in parentheses.

*This figure represents the difference in the differences, the estimated impact of social
policies.
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before. All except the comparison with childless married women (a comparison
that seems highly questionable, given the already high rates of work in this
latter group) show a depression of work from 3 to 7 percentage points. The
seven-point estimate reflects the impact of the negative incentives only, while the
three- to five-point estimate is for the low-wage group as a whole, including
women facing positive and negative incentives (though negative incentives
vastly outnumber positive in this group).

One estimate goes in the wrong direction: the comparison between low-wage
married women with and without children. A comparison of figures 3.6 and 3.7
suggests that this is likely to be a highly problematic comparison group. Employ-
ment rates were vastly higher for the group without children, and there has been
essentially no growth in work for any of the wage quartiles since the mid-1980s, in
sharp contrast with the pattern for married mothers. Thus I am inclined to accept
the three- to five-point estimated range for low-wage married women.

These results are consistent in direction with the projections of Dickert,
Houser, and Scholz (1995) and the findings of Eissa and Hoynes (1999). The
magnitudes are larger than the estimates of the latter, however, who estimate
that the labor force participation of married high school dropouts would have
declined by somewhat more than 1 percentage point. This may reflect the fact
that Eissa and Hoynes used married women without children as the control
group, with its attendant concerns.

One obvious question is whether the EITC, on net, increased or decreased
work by women when the positive work effects for single mothers is combined
with the negative ones for married mothers. Based on the number of mothers in
each group affected, the EITC still results in a net increase in work by women.

THE IMPACT OF POLICY CHANGES ON MARRIAGE AND
COHABITATION ARRANGEMENTS

I now turn to an examination of how policy changes altered marriage patterns
and cohabitation among single parents. My basic methodology is quite similar to
that used for work. I begin by examining how incentives change for mothers in
different quartiles of the potential wage distribution and then examine how
those patterns changed.

The EITC creates a strong marriage bonus for low-skill, nonworking single
parents. It creates an equally large penalty for a working single parent. An ob-
vious question is whether the marriage rewards outnumber the marriage penal-
ties. Nicholas Bull and colleagues (1999) point out that any attempt to fully pa-
rameterize marriage penalties requires a comparison of how an existing or
potential couple would behave if they were married or unmarried. Janet
Holtzblatt and Robert Rebelein (chapter 4, this volume), Danicl Feenberg and
Harvey Rosen (1995), Leslie Whittington and James Alm (1997), and the US.
Congressional Budget Office (1997) all estimate the size of the marriage penalty
based on the observed work earnings of men and women who are married, with
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the assumption that these would be unchanged if the couple were not married.
They then make further assumptions about how the children, deductions, and
unearned income of the couple would be divided after marriage. Stacy Dickert-
Conlin (1999) simulates marriage among low-income unmarried women and
men and separation ameng married couples and compares their tax liabilities
before and after the change in marital status, under the assumption that their
work behavior would not change.

As an empirical matter, people’s behavior clearly does change with marriage,
and some couples have children only after they marry. Thus, in determining
how many people might actually face penalties or bonuses, I find a variant on a
method by Alm and Whittington (1997) particularly helpful. Use of the data
from the Panel Study of Income Dynamics allows observation of reported in-
come for each person in the year preceding the marriage and the year following
the marriage. In a sample of people who married before the EITC expansions
had taken place, one can explore how many would have been rewarded or pe-
nalized by the EITC that was in place in 1996, based on their actual observed
work behavior and family patterns before and after marriage. Had they been
married in 1996, would their 1996 EITC have grown or diminished in the year
following their marriage? Since the 1996 EITC was not yet in place in the years
we examine, it cannot yet have influenced behavior, and thus we can ask about
the impact of the EITC absent behavicral change.

I observed 1,671 marriages (first or later) for women in the Panel Study of
Income Dynamics between 1983 and 1991 that could be used in this analysis.” I
limited the sample to marriages before 1992 to minimize the danger that their
behavior had already been altered by the EITC changes that came later. T used
information on income from the last full year before the year of marriage and
the first full year after it to determine whether the couples would have been
EITC winners or losers had the 1996 EITC provisions been in place when they
married. I calculated what their combined EITCs would have been before mar-
riage and compared that with their joint EITC following it.

One important feature of this method is that changes in the earnings or paren-
tal status of the partners following marriage may also affect the EITC. I would
argue that the right question regarding the EITC for a couple contemplating
marriage is whether or not their combined benefits will change after marriage
after taking account of their likely choices regarding children and work in the
event they do marry; this method allows for behavioral changes that occur after
marriage absent the high EITC of the middle to late 1990s. By looking only one
year forward, however, the method surely understates eventual winners because
many people will wait a year or more to have children. Moreover, behavioral
changes induced by the EITC would also tend to increase rewards and reduce
penalties in actuality.

Table 3.9 is drawn from the Panel Study of Income Dynamics.” The results are
rather striking. Marrying couples facing EITC marriage penalties outnumber
couples getting EITC marriage rewards. The reason is simple enough. In 29 per-
cent of the marriages in the sample, one or the other partner was living with a
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TABLE 39 / Projected Effect of EITC Receipt on Marriages Between 1983 and 1991,
Under 1996 EITC Rules

EITC EITC
Benefits EITC Benefits Benefits
Would Have Waould Have Would Have
Been Lower  Been Unchanged  Been Higher
Work and Family Situation  in Year After in Year After in Year After
Before Marriage Marriage Marriage Marriage Total

At least one partner was

living with a child in

year before marriage

(percentage)

At least one partner 0 3 2 6

with child and did not
work in year before
marriage (percentage)

Both partners worked in 16 4 3 23
year before, marriage
(percentage)
Neither partner was living 0 65 6 71

with a child in the year
before marriage

(percentage)
Total 16 72 11 100
Mean gain (dollars) —$1,505 $0 $1,367 —$92

Source; Based on author’s tabulations of 1,671 marriages in the Panel Study of Income
Dynamics.

Note: The table presents a comparison of the sum of what the partners could have
individually recetved from the 1996 EITC based on their earnings and child status in the last
full survey year before their marriage with the 1996 EITC the couples could have received
based on the couples’ earnings and child status in the first full survey year after marriage.
The table does not include the impact of the very small EITC available in 1996 for persons
without children.

“Each couple had a child in the year after marriage and thus became newly eligible for the
EITC.

child before the observed marriage. In the large majority of those cases, both
partners worked in the year preceding marriage. In the bulk of those cases,
marriage led to a decline in EITC benefits, as the spouse’s income reduced the
benefits. Among couples in which at lcast one partner is living with a child,
losers outnumber winners, 16 percent to 5 percent.

There is another group that benefits from the EITC after marriage, however.
Childless couples who marry and have a child in the year following marriage
are often EITC winners, Thus in roughly 6 percent of marriages, the arrival of a
child in the first year leads them to benefit from the EITC in ways they other-
wise would have missed.
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Overall, 16 percent of marriages would have been EITC losers and 11 percent
would have been winners. The size of the potential EITC penalties and benefits
is not trivial, averaging almost $1,400 in gains for the winners and $1,500 in
losses for the losers.

Holtzblatt and Rebelein (chapter 4, this volume}) also find that among existing
married couples, the presence of the EITC creates many more filers with mar-
riage penalties in the tax system and fewer receiving marriage bonuses. On net,
they report that the EITC increases marriage penalties by $3.6 billion, though as
noted, their method assumes no behavioral change among existing married cou-
ples.

The important question is whether these penalties and bonuses have had any
behavioral impact. It has proved remarkably difficult for social scientists to reach
a definitive consensus about the influence of social policies on marriage and
family formation. In his fine review of the literature, Moffitt (1998) concludes
that the impact of AFDC on family structure is at best mixed, with somewhat
inconsistent cross-sectional and time-series patterns. He believes that the evi-
dence hints at some modest impacts of social policy on family structure, but the
findings remain scattered and often contradictory. The only randomized experi-
ment that found an impact of financial incentives was the negative income tax,
and even its findings remain highly controversial.

Unlike the case of labor supply, relatively little work has been done on the
impact of the EITC on marriage and separation. In perhaps the most important
work to date, Dickert-Conlin (1999) examines the impact of taxes and transfers
on the decision to end a marriage. Using longitudinal data, she tracks divorce
patterns, exploring whether persons with high marriage penalties are more
likely to divorce. She finds that divorces are indeed slightly more common in the
penalized group. With this methodology, she can examine only the behavior of
those already married, not whether people marry more or less in the first place.
With this sort of longitudinal work, since marriage penalties chiefly arise when
the incomes of husband and wife are similar, it may be hard to correctly model
the impact of tax penalties as against labor supply patterns of the couple, though
Dickert-Conlin attempts to do so using instrumental variables.

Dickert-Conlin and Houser (1999) seek to examine the overall female-head-
ship decision. They seek to parameterize financial incentives in AFDC and the
EITC and examine the connection between these changes and female headship,
using a rather limited set of independent variables. They use aggregate mea-
sures of AFDC and EITC generosity. They find little impact of the EITC on fe-
male headship of either whites or African Americans. They use a reduced-form
specification, and the results appear to be somewhat sensitive to specification.

Most recently, Schoeni and Blank (2000) have compared the changes in mar-
riage and female headship rates between waiver and nonwaiver states among
women with low levels of education and find evidence that early welfare re-
forms influenced marriage. On the other hand, they find little evidence that
TANF welfare reforms had any impact on family formation.

Here I once again use the natural experiment created by EITC expansion and
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AFDC contraction to look for behavioral effects in CPS data. Indeed, the 1990s
seem to have been a time of changed marriage incentives as well as work incen-
tives, The EITC expansion was accompanied by a dramatic change in welfare
policy. Thus, for very low-income women on welfare who are not working, there
is far more incentive to marry than before; welfare is less available, and the EITC
rewards marriage between a nonworking parent and another working childless
individual. Meanwhile, somewhat higher-skill women, who would probably
work if they were single, face suddenly increased marriage penalties.

Table 3.10 illustrates marriage penalties and rewards for people of different
wage quartiles under different conditions in the CPS. For the purposes of devel-
oping this table, I again assume that women who work earn the median for their
wage group and that if they marry, they will marry a man who earns the me-
dian-level income of husbands of currently married women. In reality, currently
married men are undoubtedly a select group, and their wages may be somewhat
higher than what an unmarried woman might expect from the remaining men,
but for simple illustrative purposes, these estimates seem adequate.

The first and second panels of the table show marriage penalties under differ-
ent conditions. Two striking features emerge immediately. First, in every case
there is a financial penalty to marriage, whether or not the mother works, re-
gardless of whether the working mother is in the top or bottom quartile of
wages. Of course this is not entirely the result of the EITC. The impacts of
means-tested transfer programs at the bottom and tax policies at the top are an
important part of the story. Second, incentives for working and nonworking
mothers changed dramatically over time and in opposite directions. After 1986,
one sees a significant reduction in marriage penalties for nonworking mothers
and a modest rise in them for working ones.

What is the overall impact of policy changes on women in cach group? That
depends on the probability that a woman in each category would be working if
she were a single parent. Very-low-skill women are less likely to work if they are
single parents. For such women, the expanded EITC creates, on net, an incentive
to marry. Higher-skill women are more likely to work. For them the penalty is
dominant.

The bottom line on marriage incentives by wage group in 1986 and 1998 is
shown in the bottom rows of table 3.10. For the lowest quartile of women, on
average marriage penalties have been reduced over time. In 1986 marriage
meant enduring a marriage penalty equal to 20 percent of combined net income.
By 1998, the penalty was down to 14 percent. Note this reduction in penalties
would be even greater if the potential mates had lower incomes than those of
currently married men. For all other quartiles, the marriage penalties have in-
creased since 1986. In absolute terms, these increases were quite large. As a
percentage of combined income, however, the changes were relatively modest-—
from 1 to 3 percent of net income.

Since marriage incentives grew by 4 percent of combined income (or nearly
$1,000) for the bottom quartile and fell by 3 percent for the second, and since
welfare reform was sharply reducing opportunities for low-wage women to sup-
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The Impact on Work, Marriage, and Living Arrangements

port themselves through weltare, it appears that marriage incentives for the bot-
tom quartile increased relative to those in higher quartiles. We should thus ex-
pect marriage to grow in the bottom group relative to the others.

These incentives should operate both on marriage and divorce. The fraction of
persons who are married and living with a spouse reflect the impact of both
these flows. If these incentives are influencing marriage, one should see the frac-
tion married in the bottom group to grow relative to the others.

It is important to recall the earlier discussion suggesting that the true influ-
ence of the EITC and other policies is likely to be far more complex than the
simple calculated marriage penalties shown here. The added income and re-
duced stress from an EITC might actually stabilize a low-income married couple,
even if it creates an apparent marriage “penalty.”

Still, it seems natural to compare the marriage patterns of mothers at the
bottom with those of other mothers to see if there is any evidence of changing
marital behavior in the face of the rather monumental changes in social policy.
Figure 3.9 shows the fraction who are married and living with their spouses in
each of the wage groupings. There is little evidence here that marriage patterns
are changing in response to the new incentives. Instead of rising relative to the
other marriage rates, the marriage rates for those in the bottom wage category
seem to be still falling. There is some possibility that the trend has slowed some-
what in the past few years, but certainly no dramatic changes have been seen.
One striking feature of figure 3.9 is that marriage rates among women with

FIGURE 39 / Fraction Married With Spouse Present Among Women Aged Eighteen
to Forty-Four With Children, by Predicted Wage Quartile
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FIGURE 3.10 / Fraction Married With Spouse Present Among Childless Women
Aged Eighteen to Forty-Four, by Predicted Wage Quartile
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children are rapidly becoming more unequal. The marriage patterns at the top of
the wage distribution have changed little, but at the bottom they are in sharp
decline.

1t is also possible that the incentives have slowed what would have been an
even faster decline. The only way to test that is to find an adequate control
group. Figure 3.10 shows the marriage patterns for childless women. The pattern
is less consistent than for women with children, but there is a spreading here, as
well. For a variety of reasons, including the fact that marriage proportions
among childless women are vastly smaller, I do not think this is a good control
group for this purpose.

One can also look to see if the aggressiveness of welfare reform has influ-
enced marriage patterns. If welfare is powerfully influencing marriage, then the
sharp cutbacks in aggressive states would be expected to influence family struc-
ture. T also find no relevant difference in the change in the odds of marriage or
cohabitation between states with more aggressive welfare reforms and less ag-
gressive ones, illustrated in table 3.11. The table statistically confirms what is
already evident from the graphs. Generally one finds insignificant results when
one tries to compare the marriage patterns of the lowest-wage group with other
wage groups or with childless women. The results all have the opposite sign of
what was expected.

In interpreting these results, however, one should keep in mind that age is
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TABLE 3.11 / Levels and Changes in Fractien Married, Spouse Present, Among
Women Aged Eighteen to Forty-Four in Various Situations Between

March 1986 and March 1999

Fraction Married,
Spouse Prescnt

Category 1986 1999  Difference
Women with children
Women with characteristics that would place them in 0.63 0.53 —0.10
the lowest quartile of potential wages 0.01) (0.01) (0.01)
Second quartile of potential wages 0.76 0.70 —0.06
(001)  (001) (001
Third quartile of potential wages 0.80 0.75 —0.06
(0.01) {0.01) (0.01)
Highest quartile of potential wages 0.85 0.86 0.02
(0.01) (0.00) (0.01)
Women with children in the lowest potential wage
quartile
Women in states with the most-aggressive welfare 0.59 0.49 —0.10
reform policies (0.01) {0.01) (0.01)
Women in states with the least-aggressive welfare- 0.66 0.60 -0.06
reform policies (0.01) (0.01) (0.01)
Women without children
Women with characteristics that would place them in 0.17 0.10 -0.07
the lowest quartile of potential wages (0.01) (0.01) 0.01)
Differences between groups
Bottom quartile as compared to third quartile among -017 -021 —0.04
women with children (0.01) (0.01) (0.01)
Bottom quartile as compared to second quartile -013 -017 —0.04°
among women with children (0.01) (0.01) (0.01)
Bottom quartile women in most-aggressive compared  —-0.06  —0.10 —0.04
to least-aggressive welfare-reform states (0.01) (0.01) {0.02)
Bottom women with children as compared to bottom 0.46 0.44 —0.03*
women without children 0.01) (0.01) (0.02)

Source: March Current Population Surveys, 1986 and 1999.
Note: Standard errors in parentheses.

“This figure represents the difference in the differences, the estimated impact of social policies.

used in determining predicted wages, so that women in the lower wage quar-
tiles tend to be younger than those in higher quartiles. Thus in comparing lower-
and higher-wage women, one is partly comparing younger and older women.*
If younger women were postponing marriage for reasons unrelated to the EITC,
the age differences might obscure EITC patterns. To test this hypothesis I gener-
ated figure 3.11, limiting the sample to women aged twenty-five to forty-four.”
Here a somewhat more interesting pattern emerges. Although there is year-to-
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FIGURE 3.11 / Fraction Married With Spouse Present Among Women Aged Twenty-
Five to Forty-Four with Children, by Iredicted Wage Quartile
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year fluctuation, after falling until the early 1990s the fraction married among
the lowest wage quartile does seem to have flattened out in the past six or seven
years. By contrast, marriage percentages continued falling for the second and
third quartiles. The differences in these trends are simply too tenuous to draw
strong conclusions. Yet there is at least some possibility that the decline in mar-
riage among the lowest-skill women has been slowed among women older than
twenty-four by the social policies of recent years. Note that confining the sample
to this group of older women does not affect the finding that welfare aggressive-
ness seems unrelated to marriage patterns.

The spreading of marriage patterns shown in figure 3.9 and the differences in
patterns for the young and old strongly suggest that our model is incomplete
and that other factors are influencing marriage and may be obscuring the re-
sults. For example, if the declining fortunes of low-skill men, especially younger
men, have reduced the appeal of marriage, then trends in male earnings may
obscure the impact of tax policy. It may also be that the combination of marriage
rewards and penalties are confounding our estimation. Fortunately there is an-
other more powerful way to test the power of the EITC and AFDC incentives to
matriage.
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THE INFLUENCE OF THE EITC ON THE CHOICE OF MARRIAGE
VERSUS UNMARRIED COHABITATION

Couples often cohabit without being formally married and are doing so in increas-
ing numbers. In general, if they live together without being married, they will be
treated by the AFDC-TANF system and the tax system as single individuals.” This
offers a wonderful experiment. With CPS data it is possible to observe couples with
children who are living together—either married or as unmarried cohabiters. Since
this latter group has already taken the step of living together, many factors influenc-
ing choices of adults to live together have already been accounted for. One question
often remains, however: whether to formally marry or not. This group seems the
one most likely to be sensitive to economic incentives for marriage.

1 begin by creating a consistently defined series on cohabitation from the CPS.
(The rules I used for cohabitation are described in the appendix.) For each cou-
ple with children (whether married or unmarried cohabiters) I calculate whether
the couple would have faced a marriage penalty or reward under the 1998 EITC
rules. In this work I assume that each person’s earnings would be the same
regardless of whether the couple was formally married, that only the mother is
the legal guardian of the children, and that she is the one claiming the EITC if
the partners are not legally married.”

If the EITC influences behavior, one would expect marriage to decline and
unmarried cohabitation to rise among couples living together who begin to face
a large EITC penalty in the later years. Conversely, one would expect marriage
to rise or at least fall less sharply among couples who face an EITC marriage
reward. Figure 3.12 and table 3.12 show the results. Among couples living to-
gether with children, marriage (as opposed to unmarried cohabitation) fell just
as much in settings in which the EITC rewarded marriage as in those in which
the EITC penalized it until 1996. Then, rather dramatically, marriage rates turned
up among cohabiting couples who would experience a marriage reward.

The trend illustrated in figure 3.12 among those getting rewards only really
becomes evident with the addition of the last year’s data. The rise relative to
those with penalties is statistically significant. The timing is slightly odd, since
most of the EITC changes had peaked by 1996, but this may be another case of
people learning about the incentives only gradually. Still these data do seem to
suggest that EITC incentives may influence decisions about cohabitation as
against marriage.

These results should be treated cautiously. The proportion of married persons
among cohabiters rose from 89 to 93 percent in these data, certainly not a mas-
sive change. The change is only seen in the last two years of data, and it mostly
represents greater marriage rates among the group of single mothers who are
cohabiting and not working. This may simply be the result of changing work
patterns of unmarried women—fewer nonworking women were single, so
tewer nonworking cohabiters were single.
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FIGURE312 / Marriage Rate Among Cohabiting Mothers in Lowest Quartile of
Predicted Wages, by Presence of EITC Marriage Incentives (Three-
Year Moving Averages)
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weighted double.

This same question can be looked at another way, by comparing the cohabita-
tion rates of working and nonworking low-skill unmarried mothers. A working
single parent now faces a larger marriage penalty than in previous years; thus a
woman who would like to live with a man would often be financially better off
cohabiting outside of marriage. By contrast, a nonworking single mother faces
far less marriage penalty than before and thus would be better off marrying
rather than cohabiting. Thus we might expect the fraction of single mothers who
were cohabiting to diverge between the working and nonworking mothers.

Figure 3.13 shows this pattern. Interestingly, after running together until the
early 1980s, the rates of cohabitation diverge sharply in the mid-1980s (when
Reagan-era welfare cuts and tightening rules regarding eligibility may have
played a role); they then rise in parallel and finally diverge again in the past few
years. A more convincing test will await longitudinal data to examine how mar-
riage patterns of individuals changed over time as the incentives they faced
changed. Nenetheless, the changes in apparent cohabitation patterns are intrigu-
ing. 1t is possible that marriage and cohabitation patterns are changing slowly.

In contrast with the changes in work, changes in marriage and living arrange-
ments are more subtle. So far, there has been no dramatic change in marriage
patterns, especially among the young. Nonetheless, there is the hint of possible
family change beginning to occur in these results, at least for older women and
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TABLE 3.12 / Levels and Changes in Fraction of Cohabiting Couples Who Are
Married Among Couples in Which the Woman Is in the Lowest
Predicted Wage Quartile, March 1985 to March 1987 and March 1997 to
March 1999

Fraction of Cohabiters Who
Are Married

Category 1985 to 1987 1997 to 1999  Difference

Couples with children and woman is in
lowest predicted wage quartile

Couples for whom the 1998 EITC creates 0.959 o.911 —0.047
a marriage penalty (0.004) (0.006) (0.007)
Couples for whom the 1998 EITC is 0.966 0.903 —0.064
neutral with respect to marriage (0.004) (0.009) (0.010)
Couples for whom the 1998 EITC creates 0.978 0.905 —0.072
a marriage reward (0.003) (0.006) (0.007)
Differences between groups
Couples facing EITC marriage penalty as -0.019 0.006 0.025°
compared to couples facing a marriage (0.005) (0.009) (0.010)

reward, bottom quartile as compared to
third quartile among women with

children

Source: March Current Population Surveys, 1985 to 1987 and 1997 to 1999.
Nete: Standard errors in parentheses.
“This figure represents the difference in the differences, the estimated impact of social policies.

women who are already cohabiting. The large EITC, perhaps coupled with wel-
fare reform, may yet lead to somewhat greater marriage rates.

CONCLUSION

This examination of incentives and behavioral responses points to several find-
ings regarding the EITC and welfare reform.

* The combination of the higher EITC, welfare reform, and a strong economy
has led to a truly unprecedented increase in labor market activity by low-
income single parents.

* Since the late 1980s, labor market work by low-wage married mothers has not
increased in the way that work by other categories of married mothers has.
Neither social policy changes nor the economy should have produced reduced
work rates, so the income effects and adverse work incentives of EITC seem
the most likely cause.

* Although the EITC sharply reduced marriage penalties and welfare reform has
pushed many people off welfare, there is no dramatic increase in matriage or
decrease in cohabitation among the lowest-skiil single mothers. There is at
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FIGURE 3.13 / Share of Unmarried Mothers in the Lowest Wage Quartile Who Are
Cohabiting, by Work Status (Three-Year Maving Averages)
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least some possibility that marriage and cohabitation patterns have been
changed slightly, however, especially among older women.

The interpretation of whether these results are reassuring or somewhat troub-
ling depends on onc’s attitudes toward work and marriage among mothers. The
fact that the EITC really does help working poor and near-poor families is con-
sistent with recent public opinion in the United States that the working poor are
among the most deserving. In the U.S. context, where the nation seems to have
concluded almost unequivocally that single mothers should work outside the
home, the first finding in the foregoing list should be welcome news. After years
of being employed in lower proportions, single mothers are now employed at
the same rate as married mothers. However, some observers may rightly worry
about whether children are being helped or harmed by this rapid move into the
labor market.

Whether the apparent reduction in work among married mothers is seen as
good news or bad is likely to vary. Some believe that social policy ought to do
more to enable married mothers to remain at home and nurture their children.
Others will be troubled by the distortions in behavior and the danger that mar-
ried mothers may lose out in the long run.

The possible results on marriage coupled with reductions in work by married
women seems to echo a recent finding of the Minnesota Family Investment Pro-
gram as evaluated by Manpower Demonstration Research Corporation and re-
ported by Virginia Knox and colleagues (2000). In that experiment, a program of
strong encouragement to work coupled with higher benefits to working two-
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parent families led to somewhat reduced work by wives and to lower levels of
divorce and separation as compared with a randomized control group.

1 did not find any real evidence that the EITC marriage penalties were reduc-
ing marriage rates. Nonetheless, social policymakers may still want to remove
penalties to marriage based as much on symbolism and fairness as on any ob-
served behavioral response.

Some might use the existence of marriage penalties as an argument for cut-
ting back the EITC. Such a plan would have significant consequences. The EITC
supports low-income working families with children. In an era of welfare re-
form, such aid may be especially important. The EITC clearly creates a marriage
reward for the poorest single parents. The other alternative for fixing marriage
penalties is to work on modifications in the design of the EITC.

The EITC’s positive work and marriage incentives result from the fact that
people with no earnings get nothing, while those with modest earnings get sig-
nificant benefits. One needs to work or be married to someone who works in
order to qualify for the credit. The negative incentives mostly come as a result of
the phase-out—specifically, the fact that the income from one spouse can lead to
a reduction in the EITC for the other spouse. Exploring alternative designs is
beyond the scope of this chapter. At a time when removing marriage penaities in
tax policy affecting higher-income families is a popular notion, it seems strange
to ignore marriage penalties for those at the bottom of the income range.

Note that the incentives reported for the EITC apply to a host of other pro-
grams designed to provide aid to low-income working families where low in-
come is based on the combined income of the family. Any targeted program of
this sort will show incentives like the EITC. Incentives for a first parent to find
employment, incentives for a second parent to remain at home, incentives for a
nonworking parent to marry, and incentives for a working single parent to re-
main single will all be present. Since social policy in the United States is rapidly
moving out of the traditional “welfare” programs and into supports for low-
wage workers, it behooves policymakers to look closely at this mixed group of
incentives when designing new programs.

APPENDIX: RULES FOR CREATING
SINGLE PARENTS AND COHABITERS

Single mothers with children can in principle be classified as primary family
heads, related subfamily heads, or unrelated secondary family (now called unre-
lated subfamily) heads. Unfortunately, before 1982 there were errors in the way
related subfamilies were defined, owing to the fact that the relation to the head
variable created ambiguous situations (see U. S. Bureau of the Census 1985). A
mother, her two daughters, and her grandchild would be classified as a head,
two children of the head, and an “other relative of the head” (who was under
the age of eighteen). Thus it was unclear which of the two daughters was the
grandchild’s mother or even if some other nonresident was the parent. For many
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years, it appears that coders faced with this ambiguity often did not define such
family groups as subfamilies even when they should have. The situation was
corrected in 1982 and 1983, when more detailed information on relationships
was collected. As a result, there is a sudden jump in subfamilies in the data after
1981. In time-series work, this creates potential inconsistencies.

Thus as a starting point, 1 assigned related persons under the age of eighteen
(who were not children of the head and not already in a related subfamily) to
potential parents within the household. Children were assigned first to daugh-
ters of the head who were at least fourteen years older than the child and no
older than forty-four themselves. When more than one daughter was a possible
mother, the oldest qualifying daughter was chosen. If no daughters were found,
the procedure next looked for sons and then to other relatives who met the
stated age criterion. This procedure undoubtedly creates some additional related
subfamilies that would not be so defined after 1983, when full data was avail-
able. Since we are interested in tracking trends, for consistency, I created addi-
tional “subfamilies” in the post-1983 period, using this procedure, as well.

The procedure seems to have worked well. In the years just preceding 1982,
the procedure increased the number of subfamilies by close to 50 percent. In the
post-1984 period, the procedure added just 7 percent to the total, and time-series
trends now look sensible.

Various definitions have been used to denote “persons of the opposite sex in
shared living quarters” (POSSLQs) over the years. After the mid-1990s, more
information was collected on the nature of relationships within the household.
Before that time, however, the POSSLQ) relationship had to be inferred. The stan-
dard Census Bureau procedure called for forming POSSLQs when there were
two and only two unrelated adults in a household. The reason for this restriction
was to exclude cases where groups of roommates were living together. One
weakness in this formulation, however, is that any family that included related
adults {over the age of fifteen) could not have a POSSLQ. Thus a mother and her
seventeen-year-old son could never be assigned to the POSSLQ category. Since
adult children are living at home in greater and greater numbers, this restriction
seems problematic. Moreover, it is quite possible for two POSSLQ couples to
share an apartment. Thus [ prefer a methodology similar to that of Robert
Moffitt, Robert Reville, and Anne Winkler (1998), one that does not limit
POSSLQs to cases in which there are only two adults or to families with only
one unrelated adult, as does the POSSLQ definition in the work of Lynne Cas-
per, Philip Cohen, and Tavia Simmons (1999).

Moreover, since I am seeking to create a consistent series over time, I use the
same procedure to form POSSLQs after 1995 even though more complete data is
available after that time. A POSSLQ couple is formed if and only if two or more
unrelated adults of the opposite sex separated in age by no more than twenty
years are living in the same household. In cases in which there was more than
one possible POSSLQ couple, the pair closest in age were designated. A POSSLQ
couple may be formed with unmarried family heads, primary individuals, re-
lated subfamily heads, unrelated individuals, and unrelated secondary heads.
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The classification specifically allows for a POSSLQ relationship to be formed in
cases in which an individual listed as the head of houschold is living with an
unrelated secondary family. Thus a man and his girlfriend and her daughter
living in “his” house could be designated as a POSSLQ group. Similarly, in rare
cases a related subfamily can have a POSSLQ relationship if there is an appro-
priate unrelated secondary individual or family of the right age and sex in the
family and such a relationship cannot be formed with the household head.

Using this procedure, in later years [ can examine the self-reported status of
persons who were carlier designated as POSSLQs. Roughly 94 percent of those
who classified themselves as a “partner” in 1999 were classified as POSSLQs
using this procedure. Of those classified as POSSLQs, 64 percent report them-
selves as “partners,” 24 percent report the somewhat more ambiguous designa-
tion, “roommate,” 8 percent report the nonspecific “nonrelative of the head,”
and 4 percent report themselves as boarders. Not surprisingly then, some desig-
nated POSSLQs are simply “roommates,” though one cannot be certain whether
some of the “roommates” and “nonrelatives” preferred not to report themselves
as “partners.” I know of no reason to believe this upward bias varies over time.
Note that limiting POS5LQs to cases in which there is only one unrelated adult
in the household excludes roughly the same number of self-designated “part-
ners” (who one would want to include) as “roommates” (who one would like to
exclude), and among families with children it mostly excludes persons who
were self-designated “partners.”

TABLE 3.A1 / Regression Coefficients for Working Women in 1998

Variable Coefficient Standard Error
Age twenty-five to thirty-four 0.332 0.012
Age thirty-five to forty-four 0.445 0.012
Black —0.048 0.012
Other -0.017 0.019
High school graduate 0.263 0.016
Some education beyond high school 0.413 0.016
College graduate 0.736 0.017
More than college 0.900 0.021
Number of children under the age of eighteen —0.025 0.004
Constant 1.593 0.016
R squared 251

Number of observations 17,402

Standard error of the estimate 533

Source: March Current Population Survey 1999.

Note: Sample includes all women, regardless of marital status, who worked at least twenty-six
weeks in 1998. Wage is defined as total earnings divided by annual hours worked (weeks
worked times usual hours worked). The sample excludes persons with calculated wages of
less than $1.00 an hour or more than $75.00 an hour,
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NOTES

. In fact, the median woman in the bottom quartile of the predicted wage distribution

earned roughly $10,000 in 1998 if she worked at least twenty-six weeks; if a woman in
the same bottom quartile was married, her husband earned a median of $18,000.

. Note, however, that although EITC use is very high, use of food stamps and Medicaid

is hardly universal among working families eligible for such aid. This is especially
true of Medicaid enrollment. See Guyer, Broaddus, and Cochran 1999. Thus the table
gives a sense of what people could qualify for, not necessarily the amounts that any
individual actually collects.

3. LaDonna Pavetti, personal communication (Fuly 2000, Washingten, D.C.).

4. Ham and Shore-Sheppard 1999 is one of the few papers that do so.
5. This is the CPS survey conducted in March of 1999 that asked about income in the

10.

11.

12.

previous calendar year.

. The results of that equation are provided in table 3.Al, in the appendix. The preferred

way to estimate potential wages is to use a Heckman correction for selection bias
owing to the fact that some women do not work because their wages are lower. I tried
such a correction in several years and predicted wages again. Although the levels
differed as a result of the correction, the rank order changed little. The correlation
between the corrected and uncorrected wage predictions exceeded .95. Since we only
seek to group people into quartiles, and since I want to estimate equations for well
over 350,000 women over the age of eighteen, I relied on the simpler ordinary least
squares regressions.

. One could also create new wage equations in every year. I prefer using the 1998

model since it guarantees I will be tracking similar people over time. However, I have
done all the estimates presented in this chapter using separate-year wage equations as
well, and the results are virtually identical.

. The age, race, and education categories are the same as those used in table 3.A1. The

annual earnings categories are 0, $7,500, $15,000, and more than $15,000. State unem-
ployment rates were taken from the Bureau of Labor Statistics. Earnings do not in-
clude EITC or similar benefits as these were not counted as income in calculating
AFDC benefits or eligibility.

. In making these projections I set the trend value at 1992, effectively simulating eligi-

bility patterns for 1992.

The state-by-state differences in actual as against predicted caseload declines and
their standard errors are shown in table 3.A2, in the appendix. Because of space lim-
itations I do not report the full probit results for each state.

For 1999, the value represents two-thirds of the 1999 value plus one-third of the 1998
value.

As a test of whether these aggressiveness measures were somehow capturing other
aspects of the state economic environment, | tabulated work patterns of unmarried
women without children and of married mothers. As expected, I found no significant
differences in work patterns by welfare reform aggressiveness in these groups.
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13.

14.

15.

16.

17.

18.

19.

The Impact on Work, Marriage, and Living Arrangements

The CPS sample includes a given household for four consecutive months, then skips
it for eight months, and then includes it for another four months. In effect respon-
dents are interviewed for the same four months over two consecutive years. At the
end of both of these four-month interview periods, they are members of the outgoing
rotation group, and special information is collected that, at least after 1984, allows one
to determine the potential wage quartile and whether the heads of household were
female. Because of the nature of this sampling design, outgoing rotation groups from
March to June include members who were included in the monthly March CPS data.
But those in cutgoing rotations in other months were never a part of the March sam-
ples.

A small portion of women married more than once in our sample period—all mar-
riages are included.

In deriving this table, I ignored the very small EITC available to low-earning childless
individuals.

Note that unlike marriage results, work results described earlier are essentially un-
affected by limiting the sample to particular age groups.

Further segregating the sample into women twenty-five to thirty-four years old and
those thirty-five to forty-four years old reveals patterns that are similar to the one
shown here.

Not surprisingly, the story can get complicated. Alm, Dickert-Conlin, and Whittington
(1999) and Moffitt, Reville, and Winkler (1998) note that in theory both the AFDC-
TANF system and the tax system distinguish between cohabitation with the father of
the children and cohabitation with an unrelated male, though my understanding of
actual AFDC practice differs from their interpretation of the actual rules. Rather than
include the father as part of the filing unit when the couple is not married, states may
often elect to establish paternity and collect child support. States rarely look carefully
at the contributions of other relatives in the home for AFDC cases, but benefits could
be reduced somewhat if the family reported that a cohabiting adult was contributing
money toward the rent. As Alm, Dickert-Conlin, and Whittington properly note, the
IRS has rules about who can claim the EITC when a child is living with two adults. If
the man is the father and lives with the child for at least six months, or if he is “caring
for the child as his own” and lives with the child for a full twelve months, he can
claim an EITC on the child if the mother has no carnings. If the mother has earnings,
the person with the higher earnings must claim the child for purposes of the EITC.
Note that unlike the married case, however, the other partner’s income is not counted
in determining the level of the EITC—thus there remains a marriage penalty in cases
where both adults have income. I know of no information on the number of cases
where an unmarried father is legally claiming the EITC of a child who is legally in the
custody of the mother or men who claim it for children they “care for as their own.”
Paternity has been legally established in a minority of cases of single parents. More-
over, | suspect these rules are rarely applied in practice, and they still leave EITC
marriage rewards and penalties in place for unmarried couples. Finally, I know of no
reliable data on the fraction of cohabiters who are fathers of the children among low-
income couples, much less a breakdown by earnings of each partner.

Using the table from Alm, Dickert-Conlin, and Whittington (1999), one can see that
this assumption will roughly lead to the correct measure of marriage versus cohabita-
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tion rewards in every case except when the cohabiting man is the father of the child,
the mother is not working, and the father claims the EITC for the child. While I have
no evidence on the incidence, T would suspect such cases are quite rare. I experi-
mented with assuming that the high earner always claimed the EITC if a child was
living with two adults of the opposite sex and recalculating penalties and rewards.
The results were similar to those reported.
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Chapter 4

Measuring the Effect of the
Earned Income Tax Credit on
Marriage Penalties and Bonuses

Janet Holtzblatt and Robert Rebelein

nine provisions in the income tax code that either penalize or reward

marriage.! The presence of marriage penalties and bonuses in the income
tax code raises at least three concerns. First, one goal of tax policy is horizontal
equity, or the equal tax treatment of equals. The presence of marriage penalties
and bonuses, however, implies that two couples who are similar except for the
existence of a marriage license can be taxed differently on the same amounts of
income. Second, marriage penalties and bonuses may affect taxpayers’ behavior
by distorting decisions to marry or to work. Third, marriage penalties and bo-
nuses may encourage taxpayers to evade tax liabilities by misreporting marital
status and other family characteristics to tax authorities.

These concerns are particularly important when considering the impact of the
Earned Income Tax Credit (EITC). The EITC is a refundable tax credit that has
been supported by many because they view it as fair, pro-family, pro-work, and
refatively simple to administer. If the design of the EITC results in marriage
penalties and bonuses and these penalties and bonuses adversely affect equity,
taxpayer behavior, or compliance, then the credit may not be fully achieving the
goals of its supporters.

Because the EITC initially increases and then declines with taxpayers” income,
a marriage license can make a significant difference in the amount of the credit
received by a couple. For example, two very-low-wage workers with a child
may receive a marriage bonus if they file a joint return, because their combined
income will entitle them to a larger EITC than they can receive, in combination,
as two unmarried filers. On the other hand, a two-earner couple with children
and $35,000 of combined income will be ineligible for the credit if married, but
may be eligible for a sizable credit if they do not marry and, instead, live to-
gether and raise a family. Although their income and family responsibilities may
be similar, these married and unmarried couples are not treated in the same way
under the income tax code.

Marriage penalties and bonuses in the EITC raise further questions because
the credit is targeted to low-income families. These families are also subject to

! ccording to the US. General Accounting Office (1996), there are fifty-
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marriage penalties associated with needs-based transter programs. As the num-
ber of single-parent families has grown over the past three decades, concern has
also grown that transfer programs may have spurred this growth by discourag-
ing marriage. Marriage bonuses in the EITC may partially or fully offset the
marriage penalties caused by the transfer system. The credit may also give rise
to marriage penalties, however, which can compound the effects of the transfer
system. Thus, it is critical to take into account both the tax system and the trans-
fer system when studying family formation decisions, as some recent research
has (Dickert-Conlin 1999; Eissa and Hoynes 1999).

Another source of concern are the findings from an Internal Revenue Service
study that more than 20 percent of the credit was claimed in error in 1994 and
that nearly one-third of EITC overclaims were attributable to married taxpayers’
misreporting their filing status on tax returns (Scholz 1997; chapter 6, this vol-
ume). Some of the errors may simply reflect taxpayer confusion over the rules
regarding filing status. It is also possible, however, that some taxpayers may
respond to marriage bonuses and penalties by misreporting filing status in order
to evade taxes. If true, understanding marriage penalties and bonuses in the tax
system may provide further insight into ways to improve tax compliance. Since
EITC noncompliance has been the subject of much scrutiny in recent years, par-
ticular attention is warranted to the marriage penalties and bonuses caused by
the credit’s design.

Each of these concerns is generated by the same fundamental issue: the rela-
tive tax treatment of single and married taxpayers. In spite of this common is-
sue, it is unfortunately not possible to derive a unique measure of marriage
penalties and bonuses that can simultaneously address concerns as complex and
diverse as horizontal equity, decisions to marry or work, or taxpayer compli-
ance.

For example, measuring the effect of marriage penalties and bonuses on hori-
zontal equity requires comparing tax liabilities of couples who are similar in all
regards except for the existence of a marriage license. Thus, we assume that a
couple, if not married, would still live together and make consumption, invest-
ment, and child-rearing decisions jointly. Using this method, the EITC is found
to increase total marriage penalties in the income tax by $3.1 billion (10.4 per-
cent) and reduce marriage bonuses by $439 million {1.5 percent) in 2000. Nearly
63 percent of the EITC-related marriage penalties accrue to couples who are
ineligible for the EITC as joint filers because their combined income, which may
be as much as $60,000, is too high.

This may also be a logical starting point for examining the impact of marriage
penalties and bonuses on the decision to cohabit rather than marry. An analysis
of other family formation choices, however, such as the decision to separate or
divorce, may require different measures of marriage penalties and bonuses. The
income tax code does not simply distinguish between married and single sta-
tuses by the existence of a marriage license; it also accounts for differences in
living arrangements among couples, particularly among those who have chil-
dren. If we instead assume that the couple, if not married, would live apart and
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that the lower-wage earner would have custody of the children, the EITC is
found to increase total marriage penalties by $9.9 billion (31.7 percent) and re-
duce marriage bonuses by $5.7 billion (9.8 percent). This method increases the
impact of the EITC on marriage penalties because even couples with incomes
over $60,000 could qualify for the credit if eligibility were based only on the
lower-earning spouse’s income. Under this measure, nearly all (93 percent) of
the EITC-related marriage penalties are incurred by couples whose incomes ex-
ceed the current EITC eligibility cutoff.

The preceding measures assume that taxpayers would not reorganize their
living arrangements simply to avoid income taxes. These measures also assume
taxpayers would comply with the tax code. Measuring the impact of marriage
penalties and bonuses on tax avoidance or evasion requires a third method that
allows taxpayers to either reorganize or misreport their living arrangements to
the tax authorities in order to minimize their tax liabilities. Some taxpayers
would find that their combined tax liabilities as unmarried filers will be mini-
mized by allocating children to the higher earner, while others would find it
more beneficial to assign custody of the children to the lower earner. This mea-
sure also gives taxpayers the option to divide custody of their children and thus
both spouses, if eligible, can claim the EITC. Using such a measure, the EITC is
found to increase marriage penalties by $12.8 billion (29.7 percent) and reduce
marriage bonuses by $1.5 billion (5.7 percent). Under this measure, more than 83
percent of the EITC-related marriage penalties are attributable to couples whose
combined incomes are too high to qualify for the EITC as joint filers.

SOURCES AND IMPLICATIONS OF
MARRIAGE PENALTIES AND BONUSES

In the United States, the personal income tax is based on the income of the
individual or, if married, the couple.” Since 1948, spouses have been effectively
allowed to split income when filing a joint return. Married couples can file sepa-
rate income tax returns, but most file joint returns because their income taxes are
generally lower than if they opted for the “married filing separate” status. For
example, married taxpayers are ineligible for the EITC or the child and depen-
dent care tax credit if they file separately.

A couple has a marriage penalty if they owe more income tax filing a joint
return than they would if they were unmarried and each were taxable as a single
or head-of-household filer. Conversely, a couple has a marriage bonus if they
owe less income tax filing a joint return than they would if they were unmarried
and each were taxable as a single or head-of-household filer.

Marriage penalties and bonuses are difficult to eliminate because they are
often the by-products of trade-offs among many policy goals. By treating the
married couple as a distinct tax unit, the personal income tax recognizes that
spouses share resources and make consumption and savings decisions together.
From a practical perspective, it may be difficult to disentangle the income or
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expenses of one spouse from those of the other. The current tax code achieves
horizontal equity among married couples because couples with equal combined
incomes generally pay the same amount of taxes, regardless of the allocation of
income between spouses.” However, as Boris Bittker (1975) and many others
have shown, a tax system cannot simultaneously have neutrality toward mar-
riage, progressivity, and equal taxation of couples with the same total incomes.
Graduated tax rate schedules and phase-outs of deductions and credits contrib-
ute to the progressivity of the tax code but also can lead to marriage penalties
when spouses” incomes are combined. Social policy considerations may also af-
fect both the design of tax systems and the magnitude of marriage penalties and
bonuses. During recent policy debates on the federal role in the provision of
child-care assistance, tax cuts that enhance marriage bonuses have been pro-
posed for families with stay-at-home parents.

The design of the EITC provides further evidence of the trade-offs that are
made between the goal of marriage neutrality and other tax and social policy
goals. For example, two of the fundamental goals of the EITC are to encourage
work, particularly among those with little or no attachment to the labor force,
and to lift working families out of poverty. Three design features of the EITC
contribute toward the achievement of these goals. First, individuals must have
earned income to qualify for the credit. Second, the EITC initially increases with
earned income at a maximum rate of 40 percent, thus offsetting the disincentive
effects that may be associated with a 15 percent social security tax rate and a 24
percent reduction rate in food stamp benefits. Third, the maximum amount of
the EITC was raised in 1993 with the goal of reducing the likelihood that a
family of four with one full-time minimum-wage worker lived in poverty. In
2000, the maximum EITC will be $3,888.

In addition to encouraging work, the first two features also create marriage
bonuses, and the third feature—the size of the maximum credit—affects the
magnitude of these bonuses. For example, by marrying an unemployed single
parent with little or no taxable income, a low-income childless worker will al-
ways qualify for a much larger EITC than if he or she remained unmarried.

Another goal of tax policy is to raise sufficient revenues to pay for spending
programs. Concerns about fiscal responsibility prevent policymakers from ex-
tending eligibility for this nearly $4,000 tax credit to all taxpayers, but limiting
benefits to those with the greatest needs causes marriage penalties. The magni-
tude of these penalties depends on the size of the credit and the extent to which
eligibility for the credit is limited to those with the greatest needs.

Eligibility for the EITC is limited in two ways. First, after reaching a maxi-
mum value, the EITC decreases with modified adjusted gross income (or earned
income, if greater) until it is fully phased out at an income of $31,152 (for a
taxpayer with two or more children). Second, taxpayers are also ineligible for the
EITC if their investment income, including interest, dividends, net capital gains,
net rents, and net royalties, exceeds $2,400.

Finally, policymakers have used the EITC to adjust for differences in ability to
pay among taxpayers based on their family responsibilities. Until 1994, the EITC
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was available only to taxpayers if they resided with children tor more than half
the year, although the amount of the credit did not vary with the number of
children in the family. This had two consequences. On the one hand, the EITC
could result in a significant bonus when a childless worker married a nonworker
with children. On the other hand, it created a sizable penalty when two low-
income workers, each with at least one child, married; instead of qualifying for
two credits, the married couple would only be eligible for one credit.

Recent legislative changes have reduced the magnitude of both these effects.
Legislation in 1990 and 1993 entitled families with two or more children to
a somewhat larger EITC than those with one child. At the maximum credit
amounts, a family with two or more children receives a credit that is 165 percent
of the amount received by families with only one child. This differential re-
duces—but does not eliminate—the marriage penalty caused by the cap on the
number of EITC-qualifying children.

In addition, since 1994, very-low-income taxpayers who do not reside with
children have been eligible for a small EITC that equals, at most, the employee
contribution for social security taxes. This provision reduces EITC-related mar-
riage bonuses that occur when a very-low-wage childless worker marries a non-
worker with children but may increase penalties when two very-low-wage
childless workers mazry.

DISTINGUISHING BETWEEN HOUSEHOLDS

As has already been noted, the tax code treats married couples with the same
total income equally, thus achieving a measure of horizontal equity. Horizontal
equity comparisons can encompass other types of households as well. Harvey
Brazer (1980) has observed that a household might consist only of single individ-
uals who share resources and otherwise appear to act as an economic unit in
much the same manner as the marital unit. He argues that such households can
be economically equivalent to marital units and that treating married couples,
but not similar types of households, as the unit of taxation can lead to another
type of horizontal inequity in the tax code.

Brazer suggests that horizontal equity could be improved if the basic filing
unit were the household, but he recognizes that this would be difficult to admin-
ister because of the absence of an easily identifiable and readily verifiable group
outside marriage. Alternatively, these inequities could be eliminated if the indi-
vidual were the filing unit. Under a progressive income tax, however, married
couples with the same combined income could pay vastly different amounts of
taxes if the income tax were based on an individual filing unit.

There is a third option that Brazer does not consider. Even within the context of
a progressive income tax with joint filing for married couples, special rules have
been created that recognize certain similarities between married couples and other
types of households but that apply only in limited situations. As a result, in some
circumstances married individuals may be treated as if they were unmarried, and
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in others unmarried individuals may have to take into account the income (or
support) of others in their household when computing their tax liability.

First, while married individuals generally cannot file for the EITC on separate
returns unless they are legally separated from their spouses, there is an excep-
tion for “abandoned spouses.” The abandoned spouse rules apply to certain
provisions in the tax code (such as head-of-household filing status) and predate
the EITC. The rules were enacted to address concerns about low-income tax-
payers who did not live with their spouses and who could not afford the legal
expenses associated with divorce or legal separation, although they are also ap-
plicable to higher-income taxpayers. Under the rules, abandoned spouses are
married individuals who have not lived with their spouses for the second half of
the tax year, have not obtained a legal separation, and pay more than half the
costs of maintaining the homes in which they and their dependent children re-
side. If they meet these conditions, they may file as heads of households and, if
eligible, claim the EITC. Thus, some married individuals can be treated, for EITC
purposes, as if they were single. Their spouses, however, would be required to
file as “married filing separate” unless they also meet the abandoned spouse
conditions, and thus the effect of the abandoned spouse rule on the couple’s
combined tax liability is ambiguous.

Second, an adjusted gross income (AGI) tiebreaker rule can affect EITC eligi-
bility among individuals who share a home and the responsibility for the care of
a child. For example, if two unmarried individuals live together and have a
child, both could potentially be eligible to claim the child and receive the EITC.
The AGI tiebreaker determines which of the two parents receives the credit.
Under this rule, only the parent with the higher modified adjusted gross income
can claim the EITC on behalf of the child.* The lower earner may not claim the
childless EITC.

Through the ACI tiebreaker, the EITC eligibility rules recognize that house-
holds consisting of two single individuals who live together and care for chil-
dren may make economic decisions as a unit.” Their circumstances are different
from those in which the separated or divorced parents live apart. Because the
AGI tiebreaker rule does not treat cohabiting single parents and married parents
exactly alike, however, marriage penalties and bonuses may still occur, although
their magnitude may be smaller than for couples who live apart.

Consider the effects of marriage on the tax liability of two workers, one with
earnings of $18,000 a year and the other with earnings of $12,000 a year. The
couple initially lives apart, and the lower earner is the custodial parent of the
couple’s two children. When the couple marries and their incomes are com-
bined, their combined adjusted gross income falls within the credit’s phase-out
range, and the EITC is reduced by $3,645, from $3,888 to $243. If, instead, the
unmarried couple initially lived together with their children, the couple would
be entitled to a smaller EITC—only $2,770—than if they had lived apart; mar-
riage would reduce their EITC by $2,527, to $243.

Undeniably, abandoned spouse rules and AGI tiebreakers add complexity to
the tax code. As Brazer notes, it is difficult to recognize and verify informal

17l



Making Work Pay

household arrangements. A recent Internal Revenue Service (IRS) compliance
study shows that failure to comply with the AGI tiebreaker rule is a significant
source of EITC errors, either because taxpayers do not understand the rules or
because they purposely ignore them (Scholz 1997; also see chapter 6, this vol-
ume). The study also reveals that some married taxpayers claim head-of-house-
hold status even when they do not meet the abandoned spouse criteria, al-
though again the data do not reveal the extent to which such errors are caused
by intent or confusion.

David Ellwood, in chapter 3 of this volume, speculates that the ACGI tie-
breaker is rarely applied in practice. When examining the effect of the EITC on
cohabitation, he assumes that the woman, regardless of her income relative to
the income of the man in the house, would claim the EITC. However, while the
findings of the IRS compliance study show that some taxpayers disregard the
AGI tiebreaker, there is little if any data with which to test Ellwood’s speculation
that the rules are rarely applied. Taxpayers do not check boxes on their tax
return to indicate that they “won” the AGI tiebreaker or that they are abandoned
spouses, and the IRS compliance study does not contain extensive information
on the characteristics or living arrangements of compliant taxpayers. Thus, nei-
ther the compliance study nor any other IRS data reveal the important converse:
the number of individuals who are accurately complying with either the AGI
tiebreaker or abandoned spouse rules.

MEASURING MARRIAGE PENALTIES AND BONUSES

Agpregate measures of marriage penalties and bonuses can be derived by “di-
vorcing” married couples or by “marrying” single individuals. Starting with
married individuals requires making assumptions about how they would allo-
cate income, expenses, and children and other dependents if they were not mar-
ried. Assumptions must also be made regarding whether or not the couple
would reside together and, if not, who would have custody of the children.
Starting with single individuals requires either estimating the earnings of their
potential (but unobservable) spouses (Dickert-Conlin and Houser 1998) or focus-
ing only on those single individuals for whom something may be known about
their prospective spouses (Feenberg and Rosen 1995; Alm and Whittington 1997;
chapter 3, this volume). Under either scenario, assumptions must also be made
regarding how marital status affects behavior such as work effort or child-care
expenditures.

Most studies of marriage penalties and bonuses have taken the former ap-
proach, “divorcing” married couples (Feenberg and Rosen 1995; Alm and Whit-
tington 1996; Congressional Budget Office 1997; Bull et al. 1999). However, these
studies have differed in how they reorganize the family unit and its financial and
living arrangements under the assumption that the couple is no longer married.

For example, some studies have assumed taxpayers would reorganize the
family unit in ways that would minimize their tax liability. The tax minimization
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method assumes that if taxpayers could file as single, they would allocate their
income, exemptions, adjusiments, deductions, and credits in a manner that mini-
mizes their combined tax liability. Daniel Feenberg and Harvey Rosen {1995)
assume that couples would minimize tax liability by allocating all but one child
exemption to the higher-income spouse; if there are two or more children, the
lower-earning spouse is assumed to claim one child exemption. Spouses with
child exemptions would then be allowed head-of-household filing status and, if
eligible, the EITC.

Other studies have adopted an empirical method. Under the empirical
method, marriage penalties and bonuses are estimated using information about
the effects of actual life events—such as marriage, divorce, or cohabitation—on
the allocation of children, income, and expenses. Observing that most single-
parent households are headed by a female, James Alm and Leslie Whittington
suggest that the wife be assumed to claim the child exemptions, head-of-house-
hold filing status, and the EITC. They find that during the 1980s, their empirical
method generated net marriage bonuses, while a tax minimization method simi-
lar to the one used by Feenberg and Rosen resulted in net marriage penalties. By
1994, that disparity had disappeared, and Alm and Whittington (1996) estimated
an average net marriage penalty of $375 under both methods.

Few studies look at the effect of the EITC, in isolation, on marriage penalties
and bonuses. The U.S. Congressional Budget Office (1997) has measured mar-
riage penalties and bonuses under 1996 law using a sample of married couples
who filed joint returns. They reject both the empirical and tax minimization
methods and instead allocate income and dependents based on specific rules
thought to reflect those that might be included in possible congressional mar-
riage-penalty relief bills. Nonetheless, some of their assumptions, particularly
those dealing with the allocation of child exemptions and filing status, are the
same as those used by Feenberg and Rosen. The Congressional Budget Office
finds that the EITC increased total marriage penalties by about $11.8 billion (or
more than 40 percent) but had a negligible effect on marriage bonuses.

Using the Panel Survey of Tncome Dynamics, Ellwood measures the change in
the EITC among couples between the year preceding marriage and the first full
year following marriage (chapter 3, this volume). While marriage does not affect
EITC eligibility for most newlyweds, Ellwood finds that the EITC declines an
average of $1,505 for 16 percent of couples after marriage and increases by an
average of $1,367 for 11 percent of couples. Unlike most studies, Ellwood’s esti-
mates of marriage penalties and bonuses reflect nontax factors that change after
marriage. For example, among the couples who experience an increase in the
EITC, more than half also had their first child after marriage.

Choosing Among Approaches

We estimate marriage penalties and bonuses using the Treasury Department’s
Individual Tax Model (ITM), a microsimulation model based on the Statistics of

i 173



Making Work Pay

Income sample of tax returns for tax year 1995 (Cilke 1994). Because the Statis-
tics of Income sample is a cross-sectional sample, the ITM does not contain any
information regarding the marital history of taxpayers. It also does not contain
the demographic data that would be required to predict the earnings of an un-
married individual’s potential spouse. Without such information, it is difficult to
estimate marriage penalties and bonuses using the single filers in the [TM. We
therefore follow the more conventicnal approach of “divorcing” married couples
to estimate marriage penalties and bonuses. This approach allows us to measure
marriage penalties and bonuses among those couples who have chosen to marry.
It may not, however, be adequate for measuring potential marriage penalties
and bonuses observed by single individuals as they consider the tax conse-
quences of marriage. This is particularly true if unmarried individuals differ in
fundamental ways (such as earnings and presence and number of children) from
those who are married.

In an earlier paper (Bull et al. 1999), we considered and rejected the empirical
method for allocating income, expenses, dependents, and living arrangements
between the two spouses. Information on how cohabiting or divorced couples
split assets and family responsibilities could be used to derive assumptions on
how married couples might act if they were not married, but those who already
cohabit or divorce may be fundamentally different from those who remain mar-
ried and subject to either marriage penalties or bonuses under the tax code. We
also rejected a tax minimization strategy. A complete tax minimization model
would be conceptually quite complex because of the simultaneity of many vari-
ables. Most studies avoid much of this computational complexity and instead
use fixed allocation rules. It is difficult (perhaps impossible), however, to come
up with one rule that minimizes taxes for all taxpayers or a set of rules that is
consistent with compliant behavior.

Instead of the tax minimization or empirical methods, we first consider a
“resource pooling” method to measure marriage penalties and bonuses. This is
also the method used by the Treasury Department’s Office of Tax Analysis. This
measure is best suited for addressing horizontal equity concerns. We then com-
pare the results of this measure to those obtained using methods that are more
similar to the empirical or tax minimization methods used in earlier studies. We
find that these alternative measures can be used to address other concerns, such
as the impact of marriage penalties and bonuses on family formation and tax-
payer compliance.

Resource Pooling Method

The resource pooling method tries to isolate the effects of marriage on tax lia-
bilities by assuming that married couples could—through implicit and explicit
contractual arrangements—duplicate the same pooling of assets and expenses
that occurs within their marriages without actually being married. The couple is
assumed to live together even if they are not married. Both spouses are assumed
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to contribute to the family’s expenses based on their ability to pay. We measure
ability to pay using each spouse’s share of gross income. In addition, taxpayers
are assumed to act honestly and to understand the tax laws (at least as well as
they currently comply with and understand the tax laws). Because the couple is
assumed to act similarly whether married or unmarried, this measure provides
insight into the effects of marriage penalties and bonuses on horizontal equity.*

LIVING ARRANGEMENTS Current law allows only one taxpayer (if otherwise eli-
gible) to claim head-of-household filing status for a household. This means that
at most one taxpayer would be allowed to claim head-of-household filing status
if the couple continues to share a residence and pool resources. To qualify as a
head of household, the taxpayer must provide more than half the costs of main-
taining the home shared with the taxpayer’s children or dependents. While tax
return data do not contain much information regarding expenditures on the
household or family, it seems reasonable to assume that the individual with the
highest income is responsible for most of the costs of maintaining the home and
is thus able to claim head-of-household filing status. We assume this individual
is also most likely to provide more than half the support for the couple’s depen-
dents and can thus claim the exemptions. The spouse with the lower income
claims single filing status.

Following the rules described earlier for cohabiting couples, we also assume
that only the taxpayer with the higher adjusted gross income may claim the
EITC when children are present. If there are no children, then current law allows
both spouses, if eligible, to claim the EITC if they file as single taxpayers.

DIVISION OF EARNED INCOME AND CERTAIN TRANSFERS Our measure, like most
measures of marriage penalties and bonuses, assumes that returns to human
capital are retained by the earner. While some studies have shown that the labor
supply of wives is particularly sensitive to marginal tax rates, these second-order
effects are generally not accounted for in measures of marriage penalties and
bonuses and are not included in our estimates.

Information from the W-2 form and the schedule SE is used to allocate wages
and self-employment income to the appropriate earner. We also use information
reports (1099s) from the Social Security Administration to attribute social secu-
rity and disability insurance benefits to the appropriate beneficiary. Unemploy-
ment benefits and miscellaneous forms of earned income are assumed to be
retained by the earner.

Some deductions and adjustments can be incurred only if the taxpayer has
wage or self-employment income. These include deductions for contributions to
a Keogh pension plan, self-employment taxes, self-employment health insur-
ance, and moving expenses. Allocation of these items depends on the spouse’s
share of self-employment earned income (or, in the case of moving expenses,
earned income).

DIVISION OF UNEARNED INCOME Unearned income is divided in proportion to
each spouse’s share of earned income.” The assumption regarding the ownership
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of assets may also affect the division of other itemized deductions or adjust-
ments. We assume most expenses included in itemized deductions or adjust-
ments are allocated according to ability to pay and that for this purpose gross
income is the appropriate proxy for ability to pay. Changes in the definition of
gross income therefore affect the allocation of these deductions and adjustments.

Marriage Penalties and Bonuses Using the Resource Pooling Method

In 2000, of the 50.4 million joint returns expected to be filed, 24.4 million (48.3
percent) will have a marriage penalty attributable to the individual income tax,
21.1 million (41.9 percent) will have a marriage bonus, and the remaining 5.0
million (9.8 percent), many of whom have no tax liability, will have neither a
penalty nor bonus (see table 4.1). Aggregate marriage penalties in 2000 will total
$30.0 billion, and aggregate marriage bonuses will be $28.5 billion. On net, the
marrjage penalty will amount to $1.5 billion.

The second set of columns in table 4.1 contains estimates of marriage penal-
ties and bonuses for all individual income tax provisions except for the EITC. To
obtain these estimates, we assume that the couple would be entitled to the same
EITC as unmarried filers as they receive when they file a joint return.® Under this
measure, there would be 22.5 million joint filers (44.6 percent} with a marriage
penalty, 21.8 million (43.3 percent) who will have a marriage bonus, and 6.1
million (12.1 percent) with neither. Aggregate marriage penalties in 2000 would
be $26.9 billion, while aggregate marriage bonuses would be $28.9 billion. On
net, there would be a marriage bonus—not a marriage penalty—of $2.0 billion.

The third set of columns in table 4.1 shows the difference between the first
two sets, which is the contribution of the design of the EITC to marriage pcnal-
ties and bonuses. The EITC increases the number of couples with marriage pen-
alties by 1.9 million while reducing the number of couples with marriage bo-
nuses by 710,000. The number of couples with neither a penalty nor a bonus falls
by 1.2 million. The EITC adds $3.1 billion to aggregate marriage penalties (about
10.4 percent of total penalties) while reducing aggregate marriage bonuses by
$439 million (or about 1.5 percent of total bonuses). Thus, net aggregate mar-
riage penalties increase by $3.6 billion owing to the design of the EITC.

The EITC affects marriage penalties and bonuses differently over the income
distribution. For couples with positive adjusted gross incomes below $15,000
(including the entire phase-in range as well as the plateau and portions of the
phase-out range), the EITC increases marriage bonuses by $144 million while
reducing marriage penalties by $90 million. For those with adjusted gross in-
comes between $15,000 and $30,000 (covering much of the phase-out range of
the EITC), the credit increases marriage penalties by $1.3 billion and reduces
marriage bonuses by $191 million. However, most of the effect of the EITC on
marriage penalties and bonuses occurs at incomes above the cutoff for EITC
eligibility. For couples with adjusted gross incomes between $30,000 and $50,000,
the EITC causes marriage penalties to increase by $1.6 billion and marriage bo-
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nuses to fall by $219 million. In total, nearly 55 percent of EITC-related marriage
penalties will be attributable to couples whose incomes are between $30,000 and
$60,000. The EITC has a negligible effect on marriage penalties and bonuses at
higher income levels since the income of the higher-earning spouse must be less
than $31,000 to qualify for the EITC as an unmarried filer.

Table 4.2 looks at marriage penalties and bonuses among EITC claimants only.
In total, about one in four EITC claimants currently file a joint return. Among
the 4.6 million EITC claimants filing jointly in 2000, 1.4 million (30.1 percent) will
have a marriage penalty, 1.3 million (28.7 percent) will have a marriage bonus,
and the remaining 1.9 million (41.2 percent), most of whom are one-earner cou-
ples, will have neither. Aggregate marriage penalties in 2000 will be $1.2 billion
(4.1 percent of aggregate marriage penalties for all filers), and aggregate mar-
riage bonuses will be $554 million (1.9 percent of aggregate marriage bonuses for
all filers). Filers who claim the credit would experience net marriage penalties of
$682 million.

The EITC increases the total number of credit claimants with marriage penalties
by 1.1 million while reducing the number with bonuses by more than one hundred
thousand and the number with neither a penalty nor bonus, many of whom are
one-earner couples, by almost 1 million. For EITC claimants, the EITC is responsi-
ble for nearly all—$1.2 billion, or 94.1 percent—of aggregate marriage penalties
caused by the individual income tax. Nonetheless, a comparison of the findings in
tables 4.1 and 4.2 shows that nearly 63 percent of EITC-related marriage penalties
are attributable to couples who do not qualify for the EITC as jeint filers because
their combined income exceeds the eligibility cutoff. Not surprisingly, marriage
penalties among EITC claimants are primarily found among those with adjusted
gross incomes between $15,000 and $30,000. Table 4.2 also shows that the EITC
increases aggregate marriage bonuses among claimants by only $31 million (5.6
percent). Marriage bonuses among credit claimants with adjusted gross incomes
of less than $15,000 are also largely attributable to the EITC.

As shown in table 4.3, only two-earner couples have marriage penalties.” Fur-
thermore, the effect of the EITC on marriage penalties and bonuses is generally
concentrated among two-earner couples. These results reflect the assumptions,
in the resource pooling model, that the higher earner would claim the children if
the two spouses filed separate returns.

Estimates of Marriage Penalties and Bonuses Under
Alternative Assumptions

A unique measure of marriage penalties and bonuses that can simultaneously
address concerns as complex and diverse as horizontal equity, decisions to
marry or work, or taxpayer compliance may not exist. While the resource pool-
ing method is best-suited to measuring the impact of marriage penalties and
bonuses on horizontal equity, analysis of other issues may require alternative
measures of marriage penalties and bonuses.
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