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There are inevitabl e tensions among the three primary goals of any nation’s social safety
net. These three goals are adequacy (providing a socially acceptable minimum level of living to
those unable to attain it on their own), targeting (the provision of support to the neediest at the

lowest public cost), and desirable incentives (providing financial and other encouragement for

socially desirable behaviorsin the structure of programs). Generous programs are costly. Costs
can be limited by targeting benefits on the most needy, but doing so implies rules that reduce
public support when private income increases, or rules that restrict benefits to those with income
or assets below some threshold, or rulesthat limit benefits to adults with children. Such rules
tend to inhibit work, skill development, and asset accumulation, and encourage nonmarital
childbearing. Targeting becomes easier if benefits are low, but low benefits may come with the
cost of consigning the poor to lives of deprivation.

The safety net in the U.S. has resolved the inherent tensions in away that is quite different
than other industrialized countries. By international standards the size of the U.S. safety net is
small. Moreover, the safety net is composed of many programs, each with different target
groups and eligibility requirements. And, it has a variety of other characteristics that give
taxpayers concern. By thelate 1980s, American citizens of all political persuasions were calling
for reform of this system.

The first two sections of this paper briefly describe the key safety net programsin the U.S.
prior to 1996 and the tensions associated with this system. These tensions led to the 1996
Personal Responsibility, Welfare and Opportunity Reconciliation Act (PRWORA). The next
two sections of the paper describe, and then provide brief appraisals of, the two major—and
complementary—changes to the U.S. safety net in the past decade: PRWORA and the sharp

expansion of the earned income tax credit (EITC). Thefinal section of the paper offers lessons



for other countries, drawn from the U.S. experience with antipoverty policy.
|. The Structure of the Social Safety Net in the U.S. Prior to Reform?

Programsin the U.S. safety net can broadly be broken into two groups: social insurance and

means-tested transfers. The distinguishing characteristics of social insurance programs are that

they are universal, in that all individuals or their employers make contributions to finance
programs and all people can receive benefits when specific eligibility requirements are met.
Most of these programs have dedicated funding mechanisms in which social insurance taxes are
remitted to trust funds from which benefits are paid. Means-tested transfers, on the other hand,
are financed by general revenues and tend to be categorical, in the sense of being restricted to
those who satisfy some set of personal (e.g, single parents) or resource characteristics (e.g.,
disabled who are poor). All such programs provide benefits only to those judged on income or
asset levelsto be needy and they generally reduce public support as recipients incomes increase.
In most industrialized countries, means-tested transfers have a smaller budgetary cost than social
insurance programs.

Social Insurance Programsin the U.S.

The largest social insurance program is social security, formally known as the Old-Age,
Survivors, and Disability Insurance program (OASDI). It isamassive program and pre-tax and
-transfer poor families receive half of its benefits. Consequently it has a major effect on poverty
rates among the elderly and disabled who are the primary beneficiary groups.

The elderly receive the bulk of cash benefits from social insurance. Aggregate retirement

income payments were $334.4 billion in 1999, and averaged $750 per month for aretired worker

!See Scholz and Levine (2000) for a more complete discussion of antipoverty programs and their evolution.
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(%$1,300 for couples). The elderly also receive substantial benefits from Medicare (hospital
insurance and for some households, supplementary medical insurance), which covers aimost all
people over age 65 and most people under 65 who are receiving Social Security disability
benefits (DI). Rea Medicare outlays have increased more than tenfold from $16.9 billion in
1967 (the year the program started) to $233.4 billion in 1999, and average over $5,800 per
enrolleein 1998. In recent years, the elderly have typically received between 85 and 90 percent
of all payments for both Medicare and social security.?

Three smaller socia insurance programs, unemployment insurance (Ul), workers
compensation, and disability insurance (DI), target prime-age workers. Unemployment
insurance ($21.4 billion in 1999) provides temporary and partial wage replacement to recently
employed workers who become involuntarily unemployed. Workers' compensation ($42.6
billion in 1998) provides cash and medical benefits to some persons with job-related disabilities
or injuries, and to their survivors. Disability Insurance (DI) ($51.3 billion in 1999) is part of the
OASDI program, and provides income support to covered workers who are permanently and
totally disabled.® Over time, the enormous increase in the aggregate value of the five social
insurance programs have been driven largely by increasesin social security and Medicare.

Means-tested Transfer Programsin the U.S.

Medicaid ($188.8 billion in 1998) is the largest means-tested transfer program, providing
medical assistance to low-income persons who are aged, blind, disabled, members of families

with dependent children, and certain other pregnant women and children. Asset and income

2 Authors' calculations from data provided by the Health Care Financing Administration and Social Security
Administration. Other Social Security and Medicare benefits go to families with a disabled member.

3A covered worker istotally disabled if they are unable to engage in “substantial gainful activity” and permanently
disabled if the condition is expected to last more than one year or result in death.
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tests that vary across states determine eligibility. Supplemental Security Income (SSI, $29.7
billion in 1999) is afederally-funded but state administered means-tested safety net program for
the aged, blind and disabled whose income and assets are below threshold levels. The disabled
comprise nearly 80 percent of SSI recipients.

Aid to Families with Dependent Children (AFDC) was the central safety net program for
poor families with children from 1936 to 1996, and was the primary target of the 1996 welfare
reform. This program was directed at single-parent families, though some two-parent families
with an unemployed parent also received benefits. The program was a means-tested entitlement,
meaning that all applicants whose income and assets were below the stipulated levels could
receive benefits. States determined benefit generosity that varied widely, and states and the
federal government shared the costs of the program according to afederal matching formula.
AFDC benefits were $24.1 billion in 1995. Expenditures for its post-reform successors are
difficult to determine, but appear to be around $13.4 billion, reflecting the precipitous drop in
welfare casel oads over this period.

The largest federal cash or near-cash antipoverty program is the earned income tax credit
(EITC). Sinceitsintroductionin 1975, the EITC has been expanded in Republican and
Democratic administrations. The credits most rapid growth has occurred in the last 15 years,
with phased-in expansions legislated in 1986, 1990 and 1993.

The EITC is administered through the federal personal income tax, and is directed primarily
to working poor and near-poor taxpayers with dependent children. In 1999, taxpayers with two
or more children could get a credit of 40 percent of income up to $9,540, for a maximum credit

of $3,816. Taxpayers (with two or more children) with earnings between $9,540 and $12,460



receive the maximum credit. Their credit is reduced by 21.06 percent of earnings between
$12,460 and $30,580.* The credit is refundable, meaning that if the EITC exceeds the taxpayer’s
other liabilities, the U.S. Treasury writes a check to the taxpayer for the difference. Infiscal year
1999, the credit cost $31.9 billion, providing support to 19.5 million taxpayers. 1n comparison,
the credit cost roughly $3.8 billion in 1975 (in 1999 dollars) and gave benefitsto 6.2 million
taxpayers.

Two other major means-tested program are the Food Stamps program ($15.8 billion in
1999) and housing assistance ($27.6 billion in 1999). Food stamps are designed to enable |ow-
income households to purchase a nutritionally adequate low-cost diet. The program isthe
country’ s single, almost-universal entitlement for those with low income and assets.” Housing
aid is primarily afederal government function, and comes through public projects rented to low-
income families and viaincome-conditioned subsidies for securing private rental housing.
Waiting lists for support are common in housing programs.®

Public Expenditures on Safety Net Programs

Figure 1 summarizes the evolution of spending on socia insurance and means tested
transfers. The cost of social insurance-the largest category—has risen steadily because of rapid

increases in the cost of social security and Medicare. Total social insurance expenditures (in real

“Table 1 lists the evolution of EITC parameters since the inception of the credit.
® Families receiving SSI or TANF payments are generally automatically eligible for Food Stamps.

5The remai ning, smaller means-tested programs are Head Start (providing enriched day care to children from poor
families, $4.7 billion in 1999), and two nutrition programs: school nutrition programs ($7.4 billion in 1999) and the
special supplemental nutrition program for women, infants and children (WIC, $3.9 billion in 1999). In addition,
roughly $5.5 billion is allocated to states through a block grant, called the Child Care and Development Fund
(CCDF), designed to assist working poor families with child care needs.
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dollars, excluding workers' compensation because of data limitations) rose at an annual rate of
6.9 percent in the 1970s, 3.1 percent in the 1980s and 4.0 percent in the 1990s (through 1998).

The bottom two lines of Figure 1 show total spending on in-kind transfers (without
Medicaid, which isroughly the same size as the combined value of the other in-kind transfers),
and cash transfers. In kind transfers (including Medicaid) grew at an annual rate of 12.3 percent
in the 1970s, 3.7 percent in the 1980s and 8.9 percent in the 1990s. Cash transfers-the sum of
AFDC/TANF, the earned income tax credit (EITC) and SSI—grew at an annual rate of 4.7
percent in the 1970s, 1.8 percent in the 1980s, and 4.2 percent in the 1990s.
II. TheReform of Safety Net Policy in the 1990s

For many years there was widespread dissatisfaction with one key component of the safety
net—the AFDC program, which was known as ‘welfare.” Figure 2 plots the responsesto a
question drawn from the Genera Social Survey (GSS), alarge and regular household survey.’
The question is:

We are faced with many problems in this country, none of which can be solved easily or

inexpensively. I’m going to name some of these problems, and for each one, I'd like you to

tell me whether we' re spending too much money on it, too little money, or about the right
amount. Are we spending too much money, too little money, or about the right amount on

[...]

The two lines beginning in 1973 highlight American’ s schizophrenic attitudes toward the
safety net. They plot the percentage of respondents saying “too little on welfare” (the bottom
series) and “too much on welfare” (the top series). 1n 1984, the GSS started asking an identical

guestion on “assistance to the poor.” The lowest line (that starts in 1984) shows the percentage

"The GSS has been conducted by the National Opinion Research Center (NORC) at the University of Chicago since
1973.



that says we are spending “too much on assisting the poor.” The highest line (that startsin 1984)
shows the percentage that says we are spending “too little.”

The GSS responses are striking. First, anear majority of respondents appear to
simultaneously believe we are spending too much on welfare and too little on assisting the poor.
The conflicting responses to welfare and assistance to the poor highlight tensions that arise when
crafting the safety net between an instinct to help disadvantaged families and an unwillingness to
do so through welfare programs. Second, there was a sharp increase, starting in 1993, in the
percentage of respondents who said spending on welfare was too high. The increase coincides
with President Clinton’s 1992 campaign pledge to “end welfare as we know it.” Therewas a
comparable decline in the percentage of respondents who said we were spending too little.
These patterns both influence and are influenced by public debates, but they document
Americans longstanding antipathy toward welfare.

Many factors probably contribute to American’ s dislike of welfare. Thefirst is the stubborn
persistence of poverty, despite years of anti-poverty spending. Figure 3 showstrendsin the
official (cash income) measure of poverty for persons older than 64, children under 18, persons
18 to 64, and for the full population.® Poverty rates for children are very high —nearly 20

percent of children are being raised in apoor family.® The 1998 child poverty rate (18.9 percent)

83incethe early 1960s, official poverty in the United States has been gauged by an absolute measure. This measure
established a set of family-size-specific poverty thresholds, based on of the cost of a minimum adequate diet
multiplied by three (to alow for other expenses). The one-third ratio of food to total income was based on studies of
consumer expenditures. To determine afamily’s poverty status, its cash income before taxes is compared with the
appropriate threshold. The U.S. Census Bureau publishes the official annual statistics on the number and proportion
poor (the poverty rate) by comparing the thresholds to estimates of families' cash income before taxes, using income
information collected in March of each year in anationally representative survey, the Current Population Survey. The
thresholds are updated annually for priceinflation, but are not changed in real dollar terms. The 1997 poverty
threshold value for a family of four (two adults and two children) was $16,050.

° Poverty rates are even higher for families with children under six, where nearly one quarter of U.S. children are
being raised in poverty (Green Book, 1998, page 1293).



isonly 8.4 percentage points lower than the 1959 child poverty rate and is almost 5 percentage
points higher than its lowest point in the late 1960s and early 1970s.%°

The second pressure point on the social safety net is the perceived disintegration of the
American family. Figure 4 shows the sharp upward trend in the fraction of U.S. children being
raised in single-parent families. While research has found, at most, a minor link between welfare
benefits and the prevalence of single-parent families, the welfare system in the U.S. does contain
incentives that encourage such changesin family structure. Because benefits are family-size
conditioned, the incremental cost of children to recipients lies below that faced by nonwelfare
families; the system is“pro-natalist.” Moreover, because eligibility for AFDC benefits depends
on having dependent children, continued childbearing by single-mother recipients insures
continued €ligibility and enables long-duration dependency.™ These incentives—when
combined with large family sizes of some recipients, and a sizable number of long-term
recipients—led some to conclude that the system fosters both excess childbearing by recipients,
and dependency. Similarly, because it historically has been difficult for two-parent families to
receive AFDC, the cost of both marital separation and nonmarital childbearing is reduced.

Again, the high rates of divorce and nonmarital childbearing (especially among teenagers) in the

%The second striki ng feature of Figure 3 isthe declinein poverty rates for the elderly. In 1959, the elderly poverty
rate was 35.2 percent; by 1998, it was 10.5 percent, equal to the poverty rate for prime-age workers. A complete
explanation for the strikingly different patterns of child and elderly poverty rates would require analysis of saving
behavior of prime-age workers, retirement decisions of the elderly, marriage and fertility patterns of workerswith
low human capital and the operation of low-wage labor markets. A substantial contributing factor isthe rapid
expansion of social security since 1959.

“Concern with this pronatalist incentive led 21 statesto cap the benefits provided afamily at the level indicated by

its family size upon entering the rolls. Hence, the birth of another child would not lead to more income support. This
provision is referred to as the “family cap.” This policy was first introduced in 1992 in New Jersey.
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U.S. have fueled the belief that the welfare system has played an important causal rolein
encouraging these unattractive behaviors.*

A third factor contributing to the dislike of the welfare system is also related to incentives,
in particular disincentives to work. These effects are reflected in the high margina (and
average) tax rates placed on the earnings of households that receive benefits. Figure 5 illustrates
the budget constraint faced by a single parent with two children in atypical state, under a variety
of hours of work and hourly wage rate assumptions. Total annual family incomeis plotted on the
y-axis; family earnings on the x-axis.®* The 45° line indicates the annual income-earnings
relationship in the absence of all tax and transfer programs.

The lowest (dotted eee+*) line shows the income-earnings relationship if the family received
only AFDC benefits available in the state. As earnings increase from $0 per month, the first $30
plus one-third of monthly earningsis set aside in the calculation of the benefit entitlement, as
well as an allowance for travel and work-related expenses. In the earnings range from $2500-
$7000, income is virtually unchanged at about $7500 per year. Through this range, then each
dollar of earnings results in anearly equivalent reduction of benefits—a marginal tax rate of 100

percent.

2Nlumerous research studies have failed to confirm guantitatively large or economically significant effects of these
incentives, though some response in the expected direction has been found (See Moffitt, 1997). During the same
period that these trends in family structure and childbearing are observed, the generosity of AFDC benefits—and
hence the asserted incentives—fell.

13Thisfigure is constructed from estimates from a micro-data simulation model reported in Giannarelli and Steuerle
(1996). In Figure 5, annua earnings from 0 to 2080 hours per year are determined by assuming the welfare recipient
earns the pre-reform minimum wage of $4.25 per hour. (The minimum wage is $5.15 per hour now.) Working full-
time at this wage yields $8,840 of annual earnings. Earnings beyond this level are assumed to come from increases in
the wage rate. For example, the earnings level of $13,260 in Figure 5 assumes that the recipient works full-time at
$6.35 per hour, which some estimates suggest is close to the expected wage rate of the typical welfare recipient.
Also see Dickert, Houser and Scholz (1995) for asimilar analysis.

9



Thetriangle line aaa reflects the relationship between work and income were the family to
be eligible for Food Stamps, public housing and Medicaid benefits, aswell as AFDC. (It also
takes into account payroll and federal income taxes, except for the EITC.) Benefitsfal as
earnings increase in al of these programs, and starting at zero earnings up to the poverty line
(nearly $13,000 of earnings) the lineis nearly horizontal at atotal net income, including the in-
kind benefits, of roughly $15,500. Additional earnings are nearly entirely offset by reductionsin
benefits, again implying the marginal tax rate is close to 100 percent.

The top line (with squares) indicates the effect of the EITC, as it interacts with these other
benefits. When earnings are low, the marginal tax rate of the EITC is negative, and offsets the
benefit reduction rates in the Food Stamp and AFDC programs. After the earnings level at which
the credit is maximized (around $8,500 for afamily with 2 children in thisfigure), the credit
remains constant for arange of earnings, during which the program has no marginal effect on
work incentives. Beyond this range, the available credit falls as earnings increase, at about a 20
percent rate. We have indicated the overall marginal tax rates that apply to the various segments
of thisfinal income-earnings relationship. As can be seen in the figure, because of the EITC,
marginal tax rates are below 75 percent until earnings reach about $10,000. However, after that
level and up to about $18,000, earnings again get ‘taxed away’ by the reductions in program
benefits (and increases in taxes) at a 100 percent rate.

Figure 5 can also be used to illustrate the average tax rate for the welfare family. Assume
that the woman faces the choice of either welfare recipiency or full-time work at a $6.35 wage
rate. As awelfare recipient, her position is shown as point A on the diagram, reflecting a total

income (including AFDC, Food Stamps, housing subsidies and Medicaid) of $15,137. However,
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if she were to work full-time at $6.35 an hour, she would earn $13,260. Thislevel of earnings
exceeds the eligibility limit for AFDC benefits. Annual Food Stamp benefits at thisincome level
arevery small, $572, but the woman receives $2,428 in EITC benefits, and housing subsidy
benefits valued at $2,430 (plus Medicaid). Taking account of taxes and other offsets to income,
the woman'’ s position is shown as point B on the diagram, indicating annual income of $18,828.
Although her market wage rate is $6.35 for each of the 2080 hours per year that she works, her
net wage rate (her total income from working full-time less her income should she not work at
all, divided by 2080 hours) isonly $1.78.%* Such ameager hourly return to work is a strong
deterrent to entering the labor force and seeking work. Taken together, the high benefit-
reduction rates and very low net average wage rates tend to lead some recipients to cease job
search completely, and others to reduce hours worked.*

The fourth pressure point arose from a broad perception in the general public that well-
intentioned anti-poverty interventions had few positive effects, and often made things worse.
Corbett (1993), for example, discusses a policy dynamic that contributes to cynicism about
policy. For policy ideasto become enacted, they must be aggressively marketed, to the point
where their likely effectiveness becomes exaggerated. Once enacted, public attention shifts
elsewhere and little attention is placed on implementation of the often underfunded policy.

Subsequent evaluation then may reveal that the policy failed to live up to promised expectations,

14$18,828 - $15,137 = $3,691 + 2080 = $1.78.

11 addition to high marginal and average tax rates on earnings, the AFDC and Food Stamps programs contained
enforced “assetstests,” eliminating eligibility for assistance if assets (including a car) exceed some very low level.
For example, in the 1995 AFDC program, those families eligible for benefits cannot hold assets valued at more than
$2,500: $1,000 in equity value plus a car worth up to $1500. In the Food Stamp program, the asset limit is $2,000 for
households without an elderly member and $3,000 for those with an elderly member.
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feeding arecurring cycle of cynicism. The following passage from a prominent journalist

writing in the New York Times (Lemann, 1994) isrevealing.
“... Think for aminute why most people believe that the Great Society was afailure.
What’ s the evidence? It isthe enduring physical and socia deterioration of poor inner-
city neighborhoods. The Government promised to turn these places around, and instead
they got worse; ipso facto, Government can’'t do anything right. Thisis exactly the
button that Marlin Fitzwater tried to push [in 1992] when he blamed the Great Society for
the Los Angelesriots... Voters are absolutely certain that social services cost alot and
don’'t work, so political support for them is hard to come by.”

The fifth pressure point arises from a possible discrepancy between the objectives of the
system and citizens' judgments regarding the nature of the poverty problem. While the system
sought to offer collective support to supplement poor peopl€’ s own income, many Americans see
the poverty problem as something quite different from the simple need for income assistance.
With the rapid growth in the number of women with children who work outside the home, able-
bodied women with children became expected to contribute to their own well-being through
work. And with most young and low-education people experiencing eroded real earnings,
concern with maintaining the incomes of similar people who did not work waned. These
concerns have been reinforced by perceptions of counterproductive behaviors and choices by
some of those receiving benefits—to bear children out of wedlock as teenagers, to not complete
high schooal, to refuse minimum-wage employment when it is avail able, to abuse drugs and sell
them.

[11. The 1996 Welfare Reform Act (PRWORA/TANF)
Pressures on the safety net have made welfare reform a near-quadrennia event. Since the

1960s every U.S. president other than Gerald Ford had a highly publicized plan for reforming

welfare, though only one of these, the Family Support Act of 1988 (FSA) became law. The FSA
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shifted the nation’ s welfare system by requiring states to establish a Job Opportunities and Basic
Skills Training (JOBS) program to “help needy families avoid long-term welfare use.” JOBS
provided job search assistance, education, work experience, vocational training, and other
employment-related services, and required all parents except those with small children to
participate in these work-related activities or face areduction in the amount of assistance
received. Unfortunately, evaluations of the JOBS program were mixed at best.

Along with JOBS, and in anticipation of a major reform, the federal government had,
throughout the decade of the 1990s, encouraged states to come forward with demonstrations
designed to test proposed reforms. States responded in force: by 1995 proposed demonstration
projects had been approved for 43 states, covering three-fourths of AFDC recipients. The range
of demonstration proposals mirrors the set of problems that have been associated with the
welfare system. For example, 36 states implemented some form of work requirement; 31 states
proposed time limits on the receipt of benefits; 41 states adopted (positive or negative) financial
incentives to encourage the move from welfare to work; 39 states proposed either “encouraging
parental responsibility” by education or imposing ‘ sanctions’ for having another child while on
welfare,'® for teenage recipients who lived apart from their parents, or for failing to attend
mandated education/training programs.'’ The move from this free-for-all potpourri of program
waivers to comprehensive reform is not as large aleap as it might first appear; already states had

been thinking about new ways of doing businessin this area.

16« sanctions’ refer to warni ngs followed by reduction of benefits, or removal of some personsin the family from
benefits, or (at the limit) denying ligibility for benefits.

1See Wiseman (1997). In addition, numerous states required mothers to identify their children’s fathers, and
implemented tough child support enforcement efforts (U.S. Department of Health and Human Services, 1996).
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PRWORA/TANF-The 1996 L egislation

Beginning in the early-1990s, welfare reform was debated within Congress, within the
Clinton administration, and between the two. It was clear that reform would be far-reaching and
not incremental. The resulting legislation, signed by President Clinton after vetoing two prior
Congressional packages, abolished AFDC and in its place, established Temporary Assistance for
Needy Families (TANF).

As stated in the legislation, TANF has four primary objectives:

1. To assist acentral target group—needy families—to care for children;
2. To promote job preparation and work (that is, to reduce “dependency”);
3. To reduce out-of-wedlock childbearing; and

4. To promote mother-father families.

These goals clearly reflect some of the primary concerns with the pre-reform system.
However, rather than changing the structure or assuming control of the AFDC program and
correcting its structural and incentive problems, Congress instead removed the program from
federal jurisdiction and assigned responsibility to individual statesfor accomplishing these goals.
Along with the responsibility, the federal government also provided financing to accomplish the
objectives—pre-reform federal expenditures for welfare were packaged into afixed “block
grant” and assigned to individual states depending on their previous AFDC expenditures.”® The

legidlation granted wide discretion to states in the use of the block grant monies, permitting

8states must continue to spend at least 80 percent of their pre-TANF expenditures on the new program (or 75
percent, if they meet the mandatory work regquirement goals of the program). Thisis known as the “maintenance of
effort” provision. The use of the pre-TANF program as a basis for the block grant freezes the prior discrepanciesin
state spending and favors those states which have greater ability to pay and have chosen to have more generous
programs historically. The federal government continues to fully fund the EITC and Food Stamp programs and
continues the federal matching program for Medicaid.
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alocations to child support enforcement, child care assistance, job subsidies, medical care
assistance, training/education, and the creation of asset accounts to encourage saving. Although
states were given substantial freedom in designing their own approach to assisting poor families,
the federal |egislation also imposed restrictions and requirements on states.

The new restrictions and requirements embody defining characteristics of the new
legidation. They are:

« The new state TANF laws can not establish aright (or “entitlement”) for familiesto
receive cash income support, even if they meet certain eligibility requirements. Indeed,
states must impose limits on the length of time that families can receive services; in
particular, no family can be given any help that involves federal funds after it has
received a maximum of five years of assistance.’

« States must meet targets for the proportion of assisted families that have full-time
workers; in turn, states are encouraged to impose additional work requirements on
families.®

» States are required to develop comprehensive programs for enforcing the collection of
child support payments from noncustodial parents. Mothers who refuse to identify the
father(s) of their children are denied all (or part) of the assistance package.

« States must implement programs designed to reduce the prevalence of teen nonmarital
childbearing.* Unmarried teen parents who receive help must be in school and living
with parents (or under alternative adult supervision).

« No one convicted of adrug-related crimeis permitted to receive help unless the state
enacts legisation specifically authorizing such assistance; legal immigrants admitted to
the country after the passage of TANF (except refugees) cannot be assisted by a state

19 TANF does permit states to exempt 20 percent of the people receiving benefits or services from thistime limit, and
states may provide benefits or services out of their own funds.

2OBy 2002, 50 percent of all one-parent families must have aworker employed at least 30 hours per week, and 90
percent of all mother-father families must have aworker employed at least 35 hours per week. With recent sharp
caseload reductions, states have easily met existing regquirements.

ZATANF provides funding for ‘ abstinence education’, requires that states be annually ranked on their performancein
reducing teen nonmarital birth rates, provides $1 billion over 5 years for performance bonuses to states that achieve
reduced nonmarital birth and increased two-parent family prevalence rates, and provides $400 million in bonus
payments to states that reduce rates of nonmarital childbearing.
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under the new program (or receive Food Stamps) for their first five years in the country.?
Families whose income is above the former eligibility limit for AFDC, may not be
eligible for Medicaid benefits.®

Though financed as a block grant, TANF and it accompanying restrictions, represents a

major restructuring of federal-state fiscal and administrative relationsin U.S. social policy.?

Emerging Models for Assistance to Needy Families

Asis clear from these provisions, awide variety of new, diverse, and hand-tailored
individual state programs targeted on the low-education, unskilled, working-age population with
children will evolve. It will be several years before the complete dimensions of this new and
uncoordinated arrangement will be known. Nevertheless, several potential models for the future
of welfare have emerged.

The Wisconsin Works (W-2) Program

Wisconsin eliminated the AFDC cash income support welfare program, and did so on its
own prior to the passage of the national TANF legidation. Inits place, the Wisconsin Works
(W-2) program was established. While W-2 ends the entitlement to cash income support, it does
ensure that all working-age people with income at or below 115 percent of the poverty line (and
not just single parents) have—and do—work. And support for work activities, such as child care

assistance and subsidized health care, is made available.

ZHowever, states may use their own funds to provide such benefits. The 1997 balanced budget act restored disability
and health benefits.

ZChildren in families with incomes up to 200 percent of the poverty line may be covered under a new initiative
passed in 1997, the Child Health Insurance Program (CHIP). Similar to TANF, CHIP provides states a block grant
and flexibility to design their own programs.

2\While federal expenditures for AFDC were diverted into block grant form, benefits and expenditures for Food
Stamps and the EITC were maintained, with minor changes. The Food Stamps change reduced benefits somewhat
and established a new work requirement under which prime-age, healthy individuals without dependent children lose
Food Stamps if they do not work at least 20 hours per week or participate in aworkfare or approved training
program.
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Poor people who appear at a W-2 office—now called “job centers’ rather than welfare
offices—are guided into awork-oriented regime. They meet with a*“Financial and Employment
Planner,” no longer awelfare caseworker, who advises them of their work options and assists
them to make the best choice among these options. Counseling is provided and clients are told of
the job-finding support offered by the program and the child care and health care subsidy
arrangements that are available. Because several program offices are housed in the center, the
client istold of the other programs for which she may be eligible, and especially of the work
supports (e.g., child care subsidies) that may be available. Each istold to expect being employed
full-time, full-year, and that their income will depend on their work efforts, not on their family
Size or needs.

Thisisamajor change in approach. Inthe old AFDC system, the main task of the case
worker was to seeif the family met the eligibility rules of the program (single parent status, no
assets, no other income source), and if they did, to determine the amount of the monthly check
that would be sent to the recipient. The larger the family, the bigger the check. There was no
counseling, no planning, and little emphasis on work.

Wiseman (1999) identified five features that are at the heart of W-2. (1) It focuses on
adults, rather than children. (2) It denies core cash assistance to most adults if they do not work
full time. For those unable to find employment in the private sector, it provides public sector
jobs, abeit at low wages. (3) Eligibility for other services (health care, child care, transportation,
child support enforcement) are not tied to receipt of TANF cash benefits. Indeed, only roughly
20 percent of the W-2 budget now goes to cash assistance. The balance funds ancillary services

such as child care, health care and transportation that enable W-2 recipientsto work. (4) There
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isan emphasis on responsibility and reciprocity. The state provides W-2 as an opportunity;
those in need assume responsibility, with assistance, for taking advantage of it. (5) Program
provision and administration are separated: non-governmental organizations are frequently
responsible for running W-2 programs.

The most well-publicized aspect of W-2 isits 4-tier job ladder. Upon entry into the
program, clients are assessed by the W-2 Planner, and are assigned to one of four categories of
work options. The most qualified are allocated to the top category of work options—regular
jobsin the private economy—and given information and advice on how to find such ajob. If
they are successful, they will earn income and support themselves; they will cost the state very
little, except for the day care and health care subsidies they receive. They will also be eligible for
Food Stamps and the EITC. It is expected that most of these people have the skill and experience
necessary to be self-sufficient, to earn enough to be ineligible for cash income support.

The second tier istrial jobs, which are directed at individuals with basic skills, but are not
ready for unsubsidized employment. With thetrial jobs, employers are paid up to $300 a month
to train and supervise workers for up to 6 months. Employers must pay at least the minimum
wage. This component of the job ladder has not been used very much.

Those with fewer skills or other work qualifications may be placed in a community service
job. These jobs pay $673 per month and require 40 hours of participation per week. However,
10 hours of education/training can be substituted for 10 hours of work. Provision of these jobsis
costly to the state; all of the wage costs plus the supervision and job arrangement costs are paid
by the state, and again day care and health care subsidies are available. Clientsin this category

are penalized the national minimum wage rate of $5.15 for every hour of the 40 hours missed
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without good cause, and are not eligible for the EITC. The harsh termsin this option are
expected to provide the incentive to move up the job ladder, making this atemporary stopping
point.

Finally, the least well-off, are placed in W-2 Transitions, where they engage in activities
including treatment for alcohol or drug abuse, community rehabilitation (generally for a
disability), counseling, or obtaining shelter or safety from domestic abuse. Individualsin W-2
Transition will also be paid, but not much—about $630 per month plus the health and child care
subsidies. Again, forty hours of participation per week are required, 28 hours of work and 12
hours of education/training. No EITC support is available and the same minimum wage penalty
applies for time missed without good cause. As with community service jobs, the meager level of
available benefitsin W-2 Transitions provide a strong incentive to move up the job ladder.

Consistent with TANF, W-2 will only provide services and employment assistance to any
client for amaximum of five years. Teen parents are required to live with parents who will
provide them support; they are mandated to attend high school, and W-2 only provides somein-
kind support for child care. Similarly, W-2 adopts the TANF restrictions on providing servicesto
legal immigrants, and aggressively seeks child support from noncustodial parents, passing this
support directly through to the children’s caregivers.

Asaresult of these changes and the ending of the entitlement, the culture of state-assisted
support has been fundamentally changed, and with it the expectations of the state’ s low-income
population. Supported by arobust economy, the number of people seeking support has decreased
substantially. By 1997, the number of recipients of W-2 services was only about 30 percent of

the number receiving AFDC benefits three years earlier. And, by early 1999 only about 10,000
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cases receiving cash assistance remain open, which is about 10 percent of the peak number in
1994

W-2 isdistinctive, not only because the precipitous drop in caseloads induced, at least in
part, by the program (the State' s strong economy and expansions of the EITC also likely played
arole), but by its strong focus on work. Studies of people who recently left Wisconsin's welfare
system suggest that people formerly on the caseload are indeed working, but, not surprisingly, a
large fraction of these families are living with incomes at or below the poverty line.® For
example,

« Fifteen months after leaving welfare, about 30 percent of al who left were receiving no

public assistance. The majority received some form of public assistance, mainly

Medicaid, over the entire 15 month period.

« For all theleavers, median annual earnings were around $7,800 in the year after
exit—3%$9,100 for those who never went back on welfare.

« About 36 percent of women with one child, and only 17 percent of women with three
children, had measured incomes greater than the poverty line in the first year after they
left welfare.

» Asthe caseload fell after the passage of W-2, those remaining on the welfare roles
appear to be more difficult to employ.

No studies have yet tried to directly measure the effect of W-2 relative to a counterfactual
world in which W-2 had not been implemented.
The Minnesota Family Investment Program

The Minnesota Family Investment Program (MFIP) has many of the same rhetorical points

of emphasis as W-2, but appears to rely more on incentives as opposed to sanctions to achieve its

%see Cancian et al. (19993, 2000). Thereis no reason to think that the statistics that characterize the experiences of
Wisconsin families leaving welfare are any worse than those that apply to families from other states, and given the
states strong economy and extensive work supports provided by W-2, they may be better.
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goals. Rather than abolishing AFDC, asisdonein W-2, MFIP reforms welfare into a work-
oriented program.

MFIP has four major parts (Knox, Miller and Gennetian, 2000). (1) It enhances financia
incentives as a supplement to earned income, which encourages people to work. Welfare
benefits are received by participants until their income is 40 percent above the poverty line. (2)
Child care payments are made to providers, rather than being paid by MFIP participants up front.
(3) Public assistance rules and benefits (including food stamps) are simplified and put into a
single cash benefit program. And (4) employment-focused activities are mandatory for all MFIP
participants unless they are already working 30 hours or have a child under the age of one.

The evaluation of MFIP conducted by the Manpower Development Research Corporation
(MDRC) suggestsit substantially increased employment and earnings relative to the AFDC
program, and the effects continued for at least three years (the last year of the evaluation, to
date). The higher earnings and larger welfare payments reduced poverty. MFIP appeared to
also reduced domestic abuse, modestly increased marriage rates, and, for children, improved
school performance and reduced behavioral problems. For two-parent families, MFIP appeared
to increase marital stability. Knox, Miller and Gennetian (2000) noted “Because MFIP increased
support for working families — through financial incentives and, for two-parent families, less
restrictive eligibility rules— the program cost between $1,900 and $3,800 more per family per
year than did the AFDC system.” The MDRC evaluation results for MFIP are among the most

promising of any welfare reform.
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The Oregon TANF Program

The Adult and Family Services Division (AFS) of the Oregon Department of Human
Services has transformed their approach to welfare in adirection somewhat different than W-2
and MFIP: it too may be a harbinger of the future of welfare.”® Like other states, the mission of
Oregon’s AFS is “to help low-income families become self-sufficient. In the past, the emphasis
was on determining eligibility and providing benefits.” Responsibility for programs has been
pushed down from the state to county and even local agencies. Thisresultsin considerable
variation within the state in services offered to clients. The model in the words of AFS, is

Beginning with their first contact with AFS, clients hear a message of self-sufficiency. Staff

members of AFS and partner agencies help families find employment or other resources,

and people who come onto public assistance are expected to participate in activities that
move them to their employment goals. When clients find work, they receive help in
keeping their job and advancing to better employment, through services designed to meet
their needs.

When operating well, the program will find resources to strengthen families. These may
include community colleges and JTPA agenciesthat provide “life skills,” basic education,
training and vocational programs; job placement resources; crisis support services for domestic
violence, food needs, and housing services; mental-health, alcohol and drug programs;
disability-related services; child care services; and volunteer and mentoring services. The
rhetoric and, it appears, the practice of the program is notably softer than what is heard in MFIP
and W-2, and seems to emphasize ancillary services that facilitate work and programs to attack

domestic violence, prevention of teen pregnancy and juvenile crime, and family case

management.

Material for this section comes from the Web page, http://www.afs.hr.state.or.us/.

22



In some respect the Oregon model seems to harken back to atime when the social work
profession dominated the development and conduct of anti-poverty policy. While we are not
aware of any rigorous evaluation of Oregon’s welfare policy, caseloads fell by 60 percent
between 1994 and July, 1999, and, in the words of the AFS, “not by keeping people out of the
program, but by moving them to employment or obtaining other resources such as child support.
More than 1500 clients find work each month, and they earn an average of more than $7.00 per
hour. Nine-tenths of them are off welfare 18 months |ater.”

The Future of TANF

TANF was launched at an unusually propitioustime. The country was in the midst of the
longest economic expansion in history. Labor markets were tight, and the earned income tax
credit (see below) had been expanded both in 1990 and 1993. With the strong economy and
sharp reductions in caseloads, the TANF block grants (the funding mechanism from the federal
government to the states) was considerably larger than the amount states would have received
under AFDC, given the size of their (declining) caseloads. This provided the resources, along
with the flexibility inherent in the block grants, to adopt programs that differ in significant ways
from past practice and from programs adopted by other states.

It istoo early to tell how welfare nationwide will evolve. Clearly new ways of doing
business have emerged. Some appear quite promising. Y et few strictures are put into place that
would prevent a state from eviscerating its safety net and TANF policies have evolved in the
strongest economy in decades. Welfare reform is clearly not eradicating poverty. A recent study
of families leaving welfare showed that despite substantial work effort and varied sources of

income, 19 percent of the women were poor in all of the five years, and just 22 percent had
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incomes above poverty in every year.?” Only about 5-10 percent earned enough to pull their
families above the poverty line. At the same time, solid research comparing the effects of TANF
relative to alternative ways of structuring the safety net isin its infancy.

V. Making Work Pay: The Effects of the Earned Income Tax Credit

The EITC has become a very important federal antipoverty initiative. Itiswell targeted.

By its structure, the credit is limited in 1999 to taxpayers with earned income and adjusted gross
income less than $30,580 if they have more than one qualifying child, $26,928 if they have one
qualifying child, and $10,200 if they have no qualifying children. Hotz, Mullin and Scholz
(2000) report that more than half of EITC payments go to families with incomes below the
poverty line.”® 1n 1997 and 1998 the EITC removed 4.3 million persons from poverty (Council
of Economic Advisors, 1998, 2000).

Because the EITC is based on annual family income and not wages, it is possible that people
with high hourly wages who for some reason or another, choose to work relatively few annual
hours could receive the credit. In fact, the evidence suggests that in low-wage labor markets,
incomes and wages are tightly linked. Hotz, Mullin and Scholz (2000) report tabulations from
Survey of Income and Program Participation (SIPP) data from April, 1997 show that 40 percent
of EITC payments go to taxpayers with wages in the bottom 25 percentile of al workers with

children (below $6.25 per hour) and 80 percent of al EITC benefits are paid to workers with

2’See Cancian et al. (1999a).

%The HHS poverty guidelines for 1999 are $8,240 for a one-person family, $11,060 for two-person families, $13,880
for three person families, and $16,700 for four-person families. Scholz and Levine (2000), for example, calculate
using the April, 1997 SIPP that over 60 percent of EITC payments go to taxpayers with pre-EITC incomes below the
poverty line and roughly half of total payments directly reduce the poverty gap. In unpublished calculations by
Richard Bavier at OMB, 49 percent of EITC payments were made to taxpayers with pre-EITC incomes below the
poverty linein the 1998 CPS.
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wages below the median of $9.78 per hour. If monthly hours are extrapolated to annual totals,
86.9 percent of EITC recipients worked at least 1,000 hours and 68.1 percent worked more than
1,500 hours per year.

Though the evidence is now somewhat dated, it appears that the EITC gets high marks for
reaching its intended beneficiaries. Scholz (1994) used matched data from tax returns and the
SIPP to calculate that 80 to 86 percent of taxpayers eligible for the EITC appeared to receive it
in 1990. Developments since 1990 have an ambiguous effect on EITC participation rates. The
maximum credit has increased sharply since then, from $1,207 to $3,756 in 1999 dollars, and the
credit extends further up in the income distribution, where filing propensities are high.

However, there has been a steady increase in labor force participation of single women with
children (Meyer and Rosenbaum, 1999), and new workersin this group presumably have lower
filing propensities than the typical worker in the population. In addition, the IRS no longer will
intervene and award the credit when taxpayers file and appear eligible, but do not take the credit.
Instead they send aletter to taxpayers encouraging them to consider filing an amended return.

Several papers have examined the effects of the EITC on labor market participation (see
Hotz and Scholz, 2000, for a comprehensive survey). In arecent study Meyer and Rosenbaum
(1999) find that EITC changes account for 63 percent of the increase in the employment rate of
single mothers from 1984 to 1996 and 37 percent of the increase from 1992 to 1996. Thereis
broad agreement in the academic literature that the EITC significantly increases the labor market
participation of low-income, single parent families.

Eissa and Liebman (1996) examine the hours worked of taxpayers who were already in the

labor market when 1987 EITC phase-outs were extended to additional workers. They find no
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declines in hours worked as aresult of the higher phase-outs. Liebman (1997) also shows that
there is no bunching of taxpayers at the beginning and end of the phase-out range, as might be
expected with the discontinuity in the implied marginal tax rates. AsLiebman notes, it is not
surprising that negative effects on hours for people aready in the labor market are small because
the precise relationship between the EITC and hours worked islikely to be poorly understood by
most taxpayers. The majority of EITC recipients pay athird party to prepare their tax returns
and it isdifficult to infer the implicit tax rates embodied in the credit from the look-up table that
accompaniesthe EITC instructions. This confusionislesslikely to mitigate positive
participation effects, since for this to be operative, taxpayers only need to understand thereis
some tax-related bonus to work. There is abundant anecdotal evidence that taxpayers have this
understanding (see, for example, DeParle, 1999).

Compared to alternative delivery mechanisms, the EITC isinexpensive to administer. As
noted above, most EITC recipients would be required to file atax return even in the absence of
the credit, so the costs imposed on taxpayers of filling out Schedule EIC (a 6-line schedule that
gathers information about qualifying children) issmall. The cost to the IRS is also quite small.
The entire IRS budget in FY 1995 was $7.6 billion and the IRS served 116 million individual
taxpayers and 15 million corporations. The incremental cost of administering the EITC issurely
avery small fraction of thistotal. The costs of administering two other major income support
programs for low-income families are much higher. Administrative costs for food stamps were
$3.7 billion in FY 1995, and AFDC administrative costs were $3.5 billion.

While a system based largely on self assessment (like the U.S. income tax) will have lower

administrative costs than a more bureaucratic approach, it will also have higher noncompliance.
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The most recent study of EITC noncompliance examined returns filed in 1997 and found that of
the $30.5 billion claimed in EITC, $7.8 billion, or 25.6 percent of the total exceeded the amount
to which taxpayers were eligible (Internal Revenue Service, 2000).

The rate of EITC noncompliance appears higher than the overall U.S. tax gap, whereit is
estimated that 17 percent of total taxes are not paid.* While compliance appears to be very high
for wage and salary income, presumably because of third-party information reporting,
compliance rates on self-employment income, certain types of capital income and income earned
in the informal sector are worse than the EITC. Nevertheless, EITC noncompliance appears to
be the single most important threat to the credit’s political viability.

The EITC and Other Countries

As suggested by the preceding, the EITC appears to be an effective, beneficial policy for
U.S. low-wage workers. But its effectivenessis enhanced by several features of low-wage labor
marketsinthe U.S. The EITC might be aless useful tool in countries with different policy
environments.

« Relativeto other OECD countries, the U.S. has few employment regulations that
constrain the ability of employersto alter the size of their work force and few mandated
benefits. The relative absence of labor market rigidities reduces barriers to hiring low-
skill workers and presumably enhances the effectiveness of the EITC in stimulating labor
force participation.

« Thefamily isthe unit of taxation inthe U.S. Thetarget efficiency of the EITCis
enhanced by limiting it to families with incomes below roughly $30,000. Countries
whose tax systems are based on individual, rather than family income will have a difficult
time limiting the EITC to low-income families.

PInternal Revenue Service, Federal Tax Compliance Research: Individual Income Tax Gap Estimates for 1985,
1988, and 1992, Publication 1415 (Rev. 4-96) Washington, D.C.: 1996
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« TheU.S. hasarelatively effectively administered individual income tax. Consequently,
avery large fraction of EITC-eligible families would file tax returns even in the absence
of the EITC.* Thisleadsto high EITC participation rates and low administrative costs.

« By OECD standards, the U.S. isalow-tax country (only South Korea, Mexico and
Turkey have lower ratios of taxes to GDP among the OECD countries). While
cumulative marginal tax rates in the phase-out range of the credit are high, they do not
appear to be so onerously high asto stifle work (or create an employment trap).*

« TheU.S. hasafairly low minimum wage of $5.15 per hour. Whilein perfectly
competitive markets employer-based and supply-side subsidies (like the EITC) will have
the equivalent effects, with a binding minimum wage, employer-based subsidies will be
more effective policy. A binding minimum wage limits the ability of employment and
wages to adjust to an increase in labor supply prompted by the supply-side subsidy.

V. IstheU.S. System of the EITC and TANF aModel for Other Nations?*

With the expansion of the EITC, the abolition of AFDC and implementation of TANF, the
U.S. isundergoing a sharp change in philosophy regarding society’ s support and treatment of
those citizens with the least earnings capacity. Work, self-sufficiency, economic independence,
and responsibility have replaced income support cum education/training. Does this welfare-to-
work approach hold potential for other nations, which—Iike the U.S.—continue to struggle with
how best to cope with their least productive citizens?

Drawing from research findings and our own interpretation of the advantages and

disadvantages of other nation’s approaches, we offer some reflections on this question.

%L ow-income families would generaly file returns because their incomes exceed filing thresholds or to get back
withheld taxes. With the new $500 child credit along with personal exemptions and the standard deduction, a
married couple with two children will not have a positive tax liability until their earnings exceed $24,600, even
without the EITC, but they will be required to file if their incomes exceed $12,500.

nthe phase-out range of the credit, some families may face marginal tax rates exceeding 50 percent. If workers
bear the full burden of socia security payroll taxes, combined marginal rates my be 14.2 percent for payroll taxes
(15.3/1.0765) plus 15 percent from the individual income tax plus 21.06 percent for the EITC phase-out. Families
also likely to bear some of the burden of state sales taxes, income and property taxes.

32The following discussion draws from Haveman and Wolfe (1999).
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First, the strategies of “diversion,” restricting the concept of “entitlement,” and imposing
time limits on the receipt of income support appears to fundamentally change the perspective of
potential clients regarding expectations of what they need to do for themselves relative to what
the state will do for them. To the extent that “dependence” on public transfersis a major problem
for many nations, such a change in expectations and perspective may be attractive. Since the
passage of TANF, more persistent job search activities are in evidence, and numerous potential
transfer recipients have become self-sufficient earners. For those generous welfare states of
Western Europe currently struggling with high unemployment (particularly of youth) and costly
and generous income support systems that erode pressures to seek and accept employment, this
element of the U.S. reform should be given close scrutiny. While the recognition that normal,
private sector work requires the provision of associated health care and child care services seems
to have been arevelation to many Americans, such arrangements are already in place in many
European nations and other developed countries, making the application of pressure to seek and
accept work more feasible for them.

Second, the emphasis on job finding rather than on training/education does seem to rest on
difficult-to-refute research evidence. Adults with low skills do seem to accumul ate needed
human capital on the job aswell asin structured (largely institutional/classroom)
education/training programs.® The lesson for “active labor market” states such as Sweden could
be an important one, especially in the face of growing suspicions regarding the cost-effectiveness

of extensive public sector training/education programs for low-skilled unemployed workers.®

33This conclusion