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Preface
This issue of the Georgetown Public Policy Review - the IYh published
by students at the Georgetown Public Policy Institute - represents a modest
shift in format for the publication. Starting here, the Review will focus each
issue around a theme chosen in advance. This new process will allow the
Review to publish multiple articles oriented around same topic and will help
the journal stay flexible to address significant policy issues of the moment.
The theme for this issue is the Earned Income Tax Credit, which has
become the United States' largest cash-benefit program for the poor.
Timothy Smeeding of Syracuse University studies the EITC's design as an
opportunity to promote savings, and Richard Toikka examines how local
earned income credits might act a more targeted and more efficient use of
public funds for poverty assistance than living wage mandates. In an
interview with the Review, U.S. Senator Jim Jeffords of Vermont addresses
low-income groups that are outside the EITC's area of largest concentration
- childless adults and parents of three or more children. Janet Holzblatt of
the U.S. Department of the Treasury, in another interview, provides an indepth perspective of the history and implementation challenges of the EITC.
The Review continues to address topics outside its issue theme to reach
out to readers in other policy areas. In this issue, Kelly Mikelson of the
Urban Institute provides a detailed analysis of TANF waivers in Wisconsin,
a state that has gained a reputation nationally as an innovator in welfare
reform efforts. Finally, we are proud to publish the 2002 Award for Practicum
Excellence, which was selected by Review editors from nominees provided
by GPPI 2001-02 practicum advisors. The paper, by 2002 GPPI graduate Brian
Harrigan of The Advisory Board Company, analyzes the availability of
health insurance for early-retirees-an
often overlooked population among
those who study health care access. The book review section returns as
well, featuring critiques of titles dealing with direct foreign investment in
developing countries, anti-poverty programs and public-choice theory.
On the whole, the EITC articles and interviews in this issue raise as many
questions as answers about how be to improve upon the tax credits for the
working poor. The alternative strategies highlighted here should promote
continued debate about how best to apply the EITC. We are hopeful that
readers will like our new approach. We'll leave to you, the readers, to decide
for yourselves whether this new treatment is worthwhile. As always, we
gladly accept both kudos and criticisms.
Steve Robblee
Editor
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The EITC and USAs/IDAs:
Maybe a Marriage Made in Heaven?
TIMOTHY

M.

SMEEDING

Syracuse University
This paper addresses the possibility of linking the savings desires of the
low-income population to two or more policy instruments: The Earned Income
Tax Credit (EITC) and a set of proposed policy instruments that subsidize savings
behavior for low-income households through the tax code and other mechanisms,
which we call Universal Savings Accountsiindividual
Development Accounts
(USAlIDAs). The evidence presented here suggests both motive and desire for
low-income families to save. However, a number of important questions need to
be addressed before we can determine if this marriage of policies between the EITC
and IDNUSAs is indeed a heavenly one. In particular, further consideration of
the design of US AlIDA -type asset accumulation policies and their congruency
with the savings desires of low-income beneficiaries, particularly those who
benefit from the EITC, seems a good next step. The potential is there, but the case
is not yet strong for such a linkage.
INTRODUCTION: THE CASE FORAsSETBASED TRANSFER POLICY

The poor are just like the rest
us, except they don't ha·ve as
much money.

of

-Harold

Watts,

1971

The motives that underlie the desire to save and accumulate assets are
not very well understood.
Economic
theories about saving (e.g., the "lifecycle hypothesis") are not well borne
out by empirical evidence. Rates of
saving differ substantially across nations with similar levels of economic
development (e.g., high in Japan and
Germany,
compared
to the United
States), suggesting
that cultural, as
well as economic factors, determine
savings. Finally, one influential economist argues that the United States is a
nation driven by "luxury fever," which
pushes our consumption
desires beyond our savings capacity
(Frank
1999). In fact, the evidence is that both

net worth and non-housing/household debt have grown in America over
the past two decades (Wolff 2000).
It should, perhaps, come as no surprise that the public policy tenor toward
the poor has changed from one of
penalizing
asset accumulation
and
saving (though liquid asset tests for
means-tested programs targeted at the
poor are still enforced) to one of encouraging
asset-building.
There is
recent qualitative and quantitative evidence that the poor do indeed desire to
accumulate assets and to save for specific purposes (Edin 1998; Romich and
Weisner
1999;
Sherraden
1991;
Smeeding, Ross, O'Connor and Simon
1999; Smeeding,
Ross Phillips and
O'Connor 2000; Beverly, Tescher and
Marzah12000) .
However, desire and action are often two different realities (Thaler 1990;
Shefrin and Thaler 1992). Motives,
goals and aspirations of savers, particularly low-income savers, may differ
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from those of policy makers and policy
analysts. Hence, the congruence and
interactions
of two or more sets of
policy instruments may be difficult to
predict ex ante. It is with these hesitations in mind that we begin.
This paper is about the possibility
of linking the savings desires of the
low-income population to two or more
policy instruments:
First, generous
federal and state income tax provisions aimed at low-income families with
children-The
Earned T ncome Tax
Credit (EITC); and second, a set of
proposed policy instruments that subsidize savings behavior for low-income
households through the t,LXcode and
other mechanisms, which we call Universal Savino's Accounts/Individual
Devdoplm:nt' Accounts (USA/l DAs).
The EITC offers low-income families a
clear-cut opportunity
to accumulate
assets and to build positive net worth.
The USA/IDA
legislation hopes to
build on this motivation and to assist
financially
and logistically
to meet
these goals. We call this interaction
"asset-based
transfer policy."
Our study reviews some recent
evidence on desired savings among
EITC beneficiaries, as well as some of
the difficulties of designing an effective asset-building
policy for this
population. We first review the EITC
and the evidence on savings desires
among a sample of more than 800 recipients surveyed in Chicago in 1998.
Then we delve into the possible rationales for savings and some of the new
policies for promoting asset accumulation among the poor. This leads us to
some suggestions r()r making a more
complete assessment
of the design,
feasibility and effectiveness of an asset-bas~d
transfer
policy
for
low-income families and its interaction
with the EITe.
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The largest United States cash income support program for low-income
families is the Earned Income Tax Credit
(EITC). In 1998, the EITC was expected
to cost the federal government $30.5
billion, according to the Council of
Economic Advisers (1998). More than
19.7 million ta.xpaying units benefited
from the EITC in ] 998; roughly 80
percent of total benefits were returned
to claimants in the form of an IRS t~LX
refund check. Though state EITCs were
not studied,
because
Illinois
(the
sample site) did not have a state EITC
program in 1998, at least ] 1 states
currently have their own earned income credit program (johnson
and
Lazerc 1999). These state-level t~LXinstruments supplement the federal EITC,
adding to both the impact and the total
outlays for the EITC (Greenstein and
Shapiro] 998).
Despite its enormity, very little is
known about the impact of the EITC on
the families that receive it. Unlike other
income-transfer programs, the EITC is
received by almost all client families
(99 percent of recipients) as an annual,
lump-sum, t,LXrefund check paid sometime in the spring of the year
earnings are received . Moreover, the
EITC is administered bv the Internal
Revenue Service (IRS) ~via the personal income t~LXsystem, thus permitting eligible clients to self-select for
benefits without a formal review and
certification
of eligibility (Liebman
1998). For these reasons, the EITC is
likely to have very different effects
from a benefit received monthly over
the -vcar in which the nualifvi;vT
in-1
•
b
come is earned, or a benefit administered by the social welfare programs.
As a result, the EITC offers an opportunity to observe behavioral response
to a lump-sum transfer and its disposition for purchases and, particularly,
for savIngs.

aper

The EITC and USAs/IDAs

EITe Background
The EITC was enacted in 1975 to
provide refundable tax credits to lowincome workers, and, originally, to refund some fraction of their Social Security taxes (Eissa and Hoynes 1999).
It was significantly expanded in the
Tax Reform Act (TRA) of1986 and the
Omnibus Budget Reconciliation Acts
(OBRA) of1990 and 1993. By 1999, a
maximum federal refundable tax credit
of $3,816 was available to low-income
households
with two children
and
earned income between $9,540 and
$12,460. Participation rates in the EITC
were estimated to be about 85 percent
in 1990 (Scholz 1990, 1994), but may
have increased since then, as the maximum benefit and income ceiling have
increased
and eligibility
standards
have been broadened.
The most significant changes in the
EITC over the past decade have taken
place in benefit generosity to families
with two children. The 1993 OBRA
expanded the maximum creditforfamilies with two children from $1 511 in
1993 to $3,816 in 1999, and hi~her in
subsequent years. The result is a 40
percent earnings subsidy for low-earnings families with two children in 1999,
compared to a 19.5 percent subsidy in
1993. The EITC now helps families with
two children and incomes of up to
$30,585, compared to $23,050 in 1993.
Because of this growth, the EITC benefits a wide range of families, from
those who might be cycling on and off
welfare (Temporary
Assistance
for
Needy Families, or TANF), to those
with near median incomes. Faced with
this broad range of beneficiaries, we
would expect to find different types of
effects for different types of recipients. In fact, these differences may be
quite important for asset-building policies, as different subgroups of EITC
recipients may have very different rea-

9

sons for saving.
Among lower income families, the
EITC is not counted as T ANF income
in most states (Meyer and Rosenbaum
1998), nor is it counted toward Food
Stamps or Medicaid eligibility in the
month that it is received. The EITC
therefore, offers a powerful work in~
centive for low-income
earners with
children, e.g., the T ANF population.
One recent econometric study (Meyer
and Rosenbaum 1998) concludes that
the EITC has been the foremost driving force in explaining increased hours
worked by former welfare mothers over
the 1993-1996 period (see also Council
of Economic Advisers 1998· Blank
Card, and Robbins 1999). Of ;ourse, a~
with all targeted income supplement
programs,
benefits must be phased
out at some point. The federal EITC for
families with two or more children in
1999 declines at a rate of 21.06 percent
per dollar earned from $12,460 to
$30,580. Eissa and Hoynes (1999) find
that the phase-out reduces work effort
by married women by a noticeable
amount. Thus, higher earning families
in the "phase-out" region of the EITC
respond differently than do lower earnings units in the "phase-in" or "plateau" ranges.
If we count benefits as income in
the year that it accrues, the EITC also
has a powerful anti-poverty effect. It is
the largest single program removing
children from poverty. Among the
working poor, some 30 percent of children who would otherwise be poor
(based on earnings and other sources
of income) were lifted from poverty by
the EITC (Greenstein and Shapiro 1998).
In sum, recent studies have shown
that the EITC increases work effort of
low-income
families by supplementing earnings, thereby raising net incomes and reducing poverty. But these
studies treat the EITC as an income
subsidy and for the most part ignore its

10

"lump-sum"
delivery mechanism
its effect on savlllgs.

The (ieorg-:town
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Economic lind Behavioral Effects
Because of its unique administration and "lumpy" character, the EITC
offers a rare opportunity
to examine
the direct economic impact of the program on recipients. The lumpy nature
of the EITC arises from several forces.
A full 99 percent of recipients receive
a lump-sum
amount when they file
their income tax in the following year
(Scholz 1994) and not as a flow during
the year. There are several possible
explanations
for such behavior, including: (a) employers' unwillingness
to participate in the program; (b) employees' unwillingness
to inform the
employer due to stigma effects or fears
of lower pre-tax wages; and finally, (c)
employees' desire for the forced savings aspects of the EITC. There is
some evidence that recipients prefer
the forced savings aspects of the EITC
(Romich and Weisner 1999; Olson and
Davis 1994). While the forced savings
theory supports a possible link between EITC lump-sum
refunds and
targeted savings vehicles, the relative
impacts of these factors, and perhaps
others, have yet to be examined.
Regardless of the reason for the
type of benefit receipt, the lumpy nature of the EITC benefit and its recent
rapid increases in benefit generosity
create a rare and different opportunity
to study the effects of the program on
household finances-both
on expenditure patterns and on asset behavior
(i.e., debt, credit, and savings). In fact,
before the recent papers by Smeeding,
Ross, O'Connor
and Simon (1999);
Smeeding, Ross Phillips, and O'Connor
(2000); Beverly, Tcschcr and l\1arzahl
(2000); and Beverly, T eschcr, Romich
and Marzahl (2001), very little had been
written on the effects of the EITC on
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household financial behavior or how
households
usc EITC benefits, despite the fact that benefits received
can be as high as 50 percent of the
previous year's income, for example, in
states with high state supplements
(DeParle 1999).

Chicago Study of EITC Usage
The data in Smeeding,
Ross,
O'Connor and Simon (1999) were drawn
from a sample of 7,000 low-income
Chicago area taxpayers who utilized
the free tax preparation services provided by the Center for Law and Human
Services (CLHS)
in the winter and
spring of 1998. The CLHS has ten
centers in the Chicago metropolitan
area in which any low-income ta.xpayer
can receive free assistance from professionally
qualified
volu ntccrs in
preparing their tax return. From January through April 1998, we interviewed
low-income
t<Lxpayers in general, and
EITC beneficiaries in particular, at these
sites. l\1ore than 90 percent of taxpayers interviewed were willing to discuss
their refunds. This produced a sample
of826 tax returns, which CLHS calculated would generate both a federal tax
refund and the EITC as part of that
refund. About one-quarter
(208) of
these families also completed a followup phone interview six weeks after
tiling to verity, their receipt of the EITC
and to answer again the same questions posed to them earlier on their use
oftheEITC.

Uses of the EITC
The purpose of this study was to
examine rwo important types of usage
for the EITC: making ends meet and
improving
social mobility.
Respondents were given several categories of
future purchases:
goods or services,
paying off existing bills, or saving the

The ElTC and USAs/IDAs

refund for future anticipated or unanticipated needs. While several other
bundles of categories of uses could be
created, we initially selected these two
particular categories.
First of all, the EITC is targeted on
low-income working families with children; more than one-half of those in
our sample received one or more meanstested transfers in 1997-98. Our data
suggest that our sample head of household population is largely made up of
former welfare mothers who in 1998
found formal jobs or increased hours
worked at existing jobs and are, in
effect, trying to make ends meet. These
mothers, most of whom were much less
attached to the labor force in earlier
times, may have unmet consumption
needs or may use the EITC mainly to
spread their consumption over the year.
Recent studies show that typical
household expenses make up over 100
percent of welfare clients' incomes,
the rest being made up from borrowing
or from unreported earnings (Edin and
Lein 1997). Among these types of
households, Edin and Lein have shown
that the move from informal unreported
work to formal work adds to expenses
(e.g., child care and transportation),
which reduces or negates the positive
impact of higher earned income and
may leave the household in no better
economic circumstances
than when
they were on welfare. More recently,
Loprest (1999) reports similar findings.
Among welfare mothers, Edin (1998)
found that living day-to-day (or monthto-month) was the typical way of life
and that formal asset-building, saving
or even formal contact with financial
institutions (e.g., banks or use of credit
cards) was a rare event. Despite their
poor economic circumstances,
Edin
found that many interviewees were
both aware of, and interested in, accumulating assets or using earned income
to improve their social mobility (Edin

II

1998). Among reClpIents just struggling to make ends meet, the EITC
could be seen as a way to buy durables,
payoff
outstanding bills, and meet
other urgent consumption needs. To
the extent that the EITC helps meet
current consumption needs, it may be
no different than other types of income
subsidies, child care subsidies and
similar benefits (e.g., Food Stamps) in
terms of its impact on recipients.
While
the majority
of Edin's
samples were "credit constrained" and
had little leverage to borrow money,
many still expressed a strong interest
in having access to credit and accumulating savings for durable purchases
(Edin 1998). Many of them, however,
also realized that saving EITC benefits
in formal settings, such as bank accounts, would negatively affect their
eligibility for welfare benefits, leading .
most low-income former welfare recipients to avoid banks. Because of these
and other cultural factors, many lowincome
families
may be credit
constrained in that they either lack
access to formal credit markets or, having access, they are not credit-worthy
enough to obtain a bank loan. For
populations similar to these, and in
particular among those who are struggling to move from welfare
to
something better, the EITC and its
"lumpiness" presents an opportunity
to make extraordinary types of purchases that they might not otherwise
be able to make, or to save for "big
ticket" items such as homes, cars, or
college.
The literature on assets and the
poor (e.g., Sherraden
1991; Bird,
Hagstrom and Wild 1999; Edin 1998;
Oliver and Shapiro 1995; Shapiro 1998)
suggests that even low-income families are willing to make sacrifices by
postponing
current consumption
to
improve their long-run economic wellbeing,
when
presented
with
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appropriate incentives and opportunities to save. Because of its large size
relative to current income, the EITC
presents an opportunity for otherwise
credit constrained low-income
families
to
move
beyond
current
consumption and to use the EITC for
what Shapiro (1998) refers to as "assetbuilding"
or
Improving
social
mobility." This term was used to describe
several
types
of
asset-enhancing
uses of the EITC for
improving longer-term economic mobility and well-being. Many of these
uses are consistent with both Edin's
(1998) findings and those found by
Rimer(1995) and Romich and Weisner
(1999) in their more limited set ofinterviews, and since verified by Beverly,
Tescher
and Marzahl
(2000) and
Beverly, Teschcr, Romich and Marzahl
(2001). In fact, we find some evidence
for each of the savings motives given
below.
Mooing and Housing.
Recent studies
indicate that significant numbers of
low-income,
central-city
residents
would move to safer neighborhoods
if
they could afford to do so. Recent
studies based on the NJoving to Opportunity(l'v1TO) expcrirncntvcrity that
low-income, central-city residents who
participate in 1\1TO overwhelmingly
(70 to 75 percent of movers) choose to
move away from violence and crime
when given the chance
(Ludwig,
Duncan and Hirschfield 1998). Chicago has a number
of dangerous
inner-city
neighborhoods,
including
those in which
we sampled
ou r
interviewees
(sec also Sampson,
Randenbusch and Earls 1997). Because
moving a household requires both direct
moving
expenses
and
demonstrated
ability to pay rent (e.g.,
first and last months' rent), the EITC
might provide such an opportunity.
Alternatively,
residents who have a
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growing stake in their neighborhood
could use thc EITC to repair or improve
their home. In fact, a small fraction of
our sample consisted of homeowners
who were paying off mortgages, and
many of them claimed this as a priority
use of the EITC. The desi rc to own their
own home may also have an important
longer-term effect on asset accumulation among EITC clients.
Automobiles
and
Transportation,
Increasingly, studies of welfare to work
arc finding that owning, or having
access to, a reliable means of transportation is a key to reducing the time
costs of work-related
travel, thus enabling a job seeker to expand the area
of job search to obtain higher wages
and improve economic well-being. The
EITe also provides an opportunity to
purchase, upgrade, or repair a car, make
a down payment on a better car, or pay
for car insurance. Because lack of transportation is a serious impediment
to
job searching, employment,
and job
mobility, the EITC may provide a critical bridge to a higher level of economic
well-being via a dependable source of
transportation (Ong 1996). Danzigeret
a1. (2000) find that 47 percent of their
sample of low-income welfare recipients do not own or have access to a car,
but for those who do, the marginal
effects of car ownership on earnings
are equivalent to the marginal effects
of completing high school in terms of
higher future earnings. Edin (1998) also
reports that individuals could usc cars
to begin self-employment
as informal
taxi drivers, as pickup and delivery
agents, or as "junkers."
Hence, an
opportunity
to purchase a car or a
truck, insure a car, repair a car or payoff
a car loan increases the opportunity to
work more and at better paying jobs.
Human Capital.
The EITC also
presents a source of funds for human
capital investment both for tuition and
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as an alternative to student loans or to
payoff former student loans, either for
the recipients or their children. In effect, a $1,000 to $2,000 EITC is a good
substitute for a tuition voucher to a
parochial or private school in communities where public schools are inadequate (Rimer 1995). Recipients can
also use EITC benefits to improve their
children's early learning by improving
the quality of their child care or for
other child-related learning enhancing
expenses. The EITC can also pay the
recipient's tuition at a local community
college or trade school (Romich and
Weisner 1999).

Saving.

Another important use of the
EITC, which improves social mobility,
is saving
for specified
purposes
(Thaler 1990). Movement from welfare
or government safety nets to self-protection via precautionary savings is an
important indicator of upward social
mobility. Making regular car payments
and paying off bank loans, medical
bills or credit card bills are all uses of
the EITC that help establish or improve
a credit history. Repaying informal
loans or sharing EITC refunds with
family members is also indicative of
social capital building and maintenance
of nongovernmental
means of support
in case of emergencies. In fact, a growing number of American policymakers
feel that saving is a worthy activity
that should be subsidized
for lowincome Americans in the same way
that tax deductions for IRAs, 401(k)s
and pensions subsidize saving for others (Boshara 1999; Seidman 1999). If
the EITC effectively subsidizes saving
as well as work, it has a double benefit
for society, as we investigate
more
fully below.
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Classifications of Bundles
Smeeding,
Ross, O'Connor
and
Simon (1999) separated their EITC categories of use into two corresponding
"bundles." In their sample, payment of
regular bills (rent, utilities, food, groceries and personal
expenses)
and
purchases of clothing were classified
as expenses for "making ends meet"
(first bundle). So were purchases of
household
appliances
or household
furniture, as well as other personal or
regular household
expenses. Using
the EITC to "improve social mobility"
(second bundle) included all forms of
debt repayment,
savings and other
expenditures
that were easily identified as increasing chances for improved
mobility, including all forms of workrelated expenses. These uses included
payment of credit card, automobile or
personal
debt. They also included
human capital building (e.g., tuition
payments, medical bills), expenses for
cars (purchases,
repairs, insurance),
moving expenses and home improvements, as discussed above. Sharing
money with family members was also
classified as an equity expense in that
it builds social capital and maintains
informal credit links.

Results
Here we review the results of the
Chicago study with a particular eye
toward asset accumulation
and desired savings
behavior.
A more
complete set of results for all recipients
is found in Smeeding, Ross, O'Connor
and Simon (1999), and for families with
children
only in Smeeding,
Ross,
Phillips and O'Connor (2000).
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Priorities
First, respondents
were asked to
list up to three priority uses of the EITC
benefit. Of the ~Q6respondents, 617 or
74.7 percent had at least one first priority usc for the EITC, while 40 percent
also had a second priority and 12 percent a third priority usc as well. They
indicate that bill paying was the single
highest priority usc of the EITC for
almost one-half of all beneficiaries,
with purchases being the leading second usc. Across all three-priority
levels, between 75 and 80 percent of rcspondents would use the EITC to pay
a bill or make a purchase of some
commodity.
Clearly the EITC helps
make ends meet; this result was fully
expected.
However, almost one-half of all rcspondents
(49 percent)
also stated
that they would save some or all of
their EITC check. Purposes for saving
were mixed. Less than 40 percent
claimed they were saving to payoff
current or future bills, while more than
80 pcrcent were saving for at least one
equity building purpose such as purchasing a car, home or education for
themselves or their children. Beverly,
Tcschcr, Romich and Marzahl (200i)
have similar findings, with only 21
percent of their EITe
savings plan
participants
stating that precautionary savings were their first priority use
for savings.
Smeeding,
Ross, O'Connor,
and
Simon (1999) also identified three specific key uses of the EITC that enhance
social mobility: moving, paying tuition, or purchasing or repairing a car.
While moving seems to be an all-ornothing decision (with only 3 percent
listing it as a secondary or tertiary
preference compared to 4 percent who
list it as a primary preference), paying
tuition or purchasing/repairing
a car
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are more evenly spread across the
preference scale. Altogether,
16 percent of the sample stated they would
use the EITC to pay tuition ;vhile 22
percent would make a car-related usc
of the refund. These uses suggest that
the EITC also plays a large role in
improving social mobility, a finding
that the authors did not expect, All
other priority uses of the EITC amount
to only 11 percent of primary priorities
and 14 percent of secondary priorities.
The separately identified categories,
upon which we focus below, seem to
be driving the results.

Specific Uses
Combining
priority uses across all
respondents
so that all persons stating each use (i.e., as a first, second, or
third priority) are represented,
and
bundling
them as suggested
in the
previous
section
of the
paper,
Smeeding, Ross, O'Connor and Simon
(1999) arrived at the best overall snapshot of EITC use. Several important
patterns are evident.
· More tban aile-half of all bcneficiaries had a social mobility related use for the EITC. This use
increased with income and benefit level, peaking for those with
the maximum benefit. lVIoving,
transportation,
and saving all
peaked in the plateau range and
declined slightly in the phase-out
range. Tuition expenses increased
slightly as incomes rose.
· Making ends meet was an important use of the EITC [or almost
one-hat! of the sample. Utilities
and rent were higher priorities than
were food and clothes.
· As expected, the lowest income
households in the phase-in range
had higher immediate needs than
did those in the phase-out range.
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Table 1.
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Access to Financial and Credit Markets
by EITC Range

Assets and
Formal Credit

Percent of Respondents
within EITC Range
Phase-In

Plateau

Phase-Out

Overall

A. Percent with Different Forms
Checking account
Savings account
Credit card
Bank loan
Mortgage
Any of the above

24.0
16.l
16.6
1.8
3.7
40.0

36.7
28.9
27.4
2.3
2.3
59.4

49.7
42.1
37.7
5.0
1O.l
72.6

35.8
28.l
26.4
3.2
5.9
55.6

B. Percent Using a Check Cashing
Service for Their EITC
34.2
44.3
57.8
Source: Smeeding, Ross, O'Connor, and Simon (1999).

Utilities and rent dominated food
and clothes
as consumption
needs for this group.
. Less than 20 percent of the
sample had no plans for the EITe,
with those in the phase-in range
most likely to not state a use. Both
this data and anecdotal evidence
(DeParle 1999) suggests that these
were likely to be lower income
persons who did not expect a refund.
If we were to prioritize usage according to our designated bundles of
uses, we find that while those who
would make both types of use are
evenly spread across the range of refunds at 21 to 23 percent of respondents, about one-third would make
social mobility uses only, while onequarter would use the EITC check only
to make ends meet. Both bundles follow predictable
patterns across the
EITC range, with those in the phase-in
region having making ends meet as the

44.3

highest priority while those at the plateau or in the phase-out ranges placing
a higher priority on uses that improve
longer run social mobility. Thus, there
are some suggestions that the determinants of EITC usage vary in predictable ways.

Access to Credit
If we are to study savings behavior
among EITC beneficiaries, it is important to understand how EITC recipients relate to financial institutions.
The ability to safely protect assets
until they are needed seems important
to long-term mobility. Low-income respondents
who use check cashing
services and who have no formal relationship to financial markets (i.e., no
checking or savings accounts, credit
cards, loans or mortgages), are less
likely to be able to keep a large EITC
refund intact for future needs. In general, they will also be less likely to
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benefit from federal asset-building
policies.
I n fact, access to financial and credit
markets differ markedly across the income ranges of beneficiaries
in the
Smeeding, Ross, O'Connor and Simon
(1999) study (see Table 1). Only 40
percent of those in the phase-in range
had one or more of the types of financial affiliations listed above. Only 24
percent had a checking account. In
contrast, almost 73 percent of those in
the phase-out region had some contact with financial markets. Checking
and savings accounts, credit card usage and bank loans all increased across
the EITe range. In contrast, use of a
check cashing service declined steadily
across the income ranges, with 58 percent of those in the phase-in range
using such services, and 44 percent of
the plateau group. Many of our respondents did, however, indicate that
they wanted to open a checking or
savings account with their EITC check
once it was received. Preliminary comparisons indicate that these breakdowns are similar to those found by
other
researchers
using
national
samples to investigate
use of credit
cards and checking and savings accounts among low-income populations
(e.g., Bird, Hagstrom and Wild 1999;
Carney and Gale 1999). Caskey (2000)
and H~)garth and Lee (2000) report that
approximately
ten million households
nationwide
are "un banked," largely
minority renters with no savings and
with
younger
household
heads.
Clearly, bringing banking services to
this population, many of whom receive
the EITC, will be a crucial future taskfor
those promoting
asset-building
policres.

Discussion
Altogether,
the
findings
of
Smeeding, Ross, O'Connor, and Simon
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(1999) suggest that knowledge

of the
EITC is high, that the large majority of
people who receive the EITC expect it,
and that most of those people have at
least one use related to building social
mobilityforthe
EITC. Yet many recipients have few or no formal ties to
financial markets and many rely on
informal services to cash their refund
checks. Thus, while the EITC offers
some hope as a vehicle for tax-financed
asset accumulation
policy, we have
not yet achieved that goal. Furthermore, as others have suggested, additional subsidies for tax-funded
savings, which EITC participants favor,
are likely to be needed.
This study was the initial exploration of the ways in which families used
our largest targeted income transfer
program, the EITC. As far as we know,
it is the only such study to date, though
others have urged similar studies (e.g.,
Hotz and Scholz 2000). The EITC is
unique because of both its tax administered nature and its lumpy, once a
year nature. This lumpiness may provide a key vehicle to overcome
a
short-term liquidity crisis and to provide recipients with opportunities
to
move beyond SU1'~)ort of current consumption
to meet more strategic
longer-term goals. It may also provide
a vehicle for asset-building
policies.
While debt payment and consumption
spreading behavior was to be expected,
more than one-half of EITC recipients
used their refunds to improve their
social mobility. The large majority of
EITC recipients were aware of the program and were able to articulate several
specific uses for their refund, including investments in higher current and
future earnings
such as schooling,
transportation
and moving.
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Savings Policy Implications
If we wish to encourage social mobility uses for the EITC, Smeeding,
Ross, O'Connor
and Simon (1999)
found that they were positively related
to having formal contact with financial
institutions.
As the federal gover~ment increasingly moves toward electronic benefit transfer (EBT) over the
next several years, both formal relations with banks and the financial literacy that is required should be encouraged by policy makers (Stegman
1999). Opening a checking account
offers a safe means of storing the EITC
until priority uses can be sorted out. In
turn, checking and savings accounts
offer the possibility for having both
precautionary savings and for longerterm asset-building. Public policies that
permit or encourage asset accumulation for low-income households are
obviously important here and could
further strengthen ties with formal financial institutions.
Legislation to create special subsidized savings accounts for special
purposes such as home ownership,
post-secondary tuition, or retirement,
has recently appeared on the policy
agenda (Boshara 1999). Universal Savings Accounts (USAs) and Individual
Development
Accounts (IDAs) are
currently in the experimental stage. If
we believe that asset accumulation is
an important part of upward social
mobility, only those with formal ties to
financial intermediaries will be able to
take advantage of these efforts. It may
be useful in some cases to offer outright subsidies to EITC beneficiaries
to open savings accounts for specified purposes (e.g., Seidman 1999),
thus providing an incentive to open a
bank account and to save for a specific
goal.
The EITC helps meet current consumption needs but also offers av-
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enues for upward social mobility. The
findings of the Chicago study suggest
that increased incentives for savings,
greater access to credit markets and
federal programs to match low-income
savings for specified purposes (e.g.,
home purchases or schooling) could
lead to greater savings and work effort
by the low-income, low-wage population and, hence, to greater levels of
self-insurance
and self-sufficiency.
The importance of the EITC for promoting savings-based policy cannot
be understated. Without the EITC
almost one-half of its recipients could
not have met their first priority use for
the EITC, while the large majority of the
rest could meet their primary need only
to a lesser extent or with some delay.
Hence, the EITC provides an important source of support for working
poor families. As such, the EITC appears to be our most effective federal
program for leading low-income families on a path toward true economic
independence. The question we must
further investigate is how the EITC
interacts with other recent legislative
actions, existing programs and new
proposals to promote asset accumulation among low-income populations.

LINKING

THE

EITC

AND SAVINGS:

PROMISESAND PITFALLS

Can the EITC and USAJIDAs interact to provide a significant, combined
effect on the asset position of lowincome households? The first (and
last) thing to be said is that if the EITC
is good policy, and USNIDAs
are
good policy, then the two should coexist in a~ycase. The interaction among
the two IS bound to be positive, even
if small. It is not clear that USAJIDA
policy should be tied at all to the EITC.
However, if the USNIDA
design can
help EITC recipients meet their needs
while also achieving its goals, the com-
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bincd effect might be large, and the two
together might make for better policy.
The problem we bee is that at this time
we can only speculate about this interaction.
First, realize that asset accumulation policy f()r low-income families is
liable to be a more complicated venture
than one might believe (Shefrin and
Thaler 1992; Thaler 1990). For instance,
Smeeding, Ross, O'Connor and Simon
(1999) also found that about one-quarter of their sample have credit cards
and of these, 80 percent had credit card
debt averaging about $2,400. Yet only
18 percent of these respondents listed
paying off credit card debt as a priority
usc for the EITC refund they received.
Clearly, promotion of financial literacy
is another consideration
for asset accumulation
policy.
Hotz and Scholz (2000) suggest that
further research of this type in a clynamic context is sorely needed. Most
families who receive the EITC in one
year receive it in the next. Indeed, more
than one-third of the Smecding, Ross,
O'Connor
and Simon (1999) sample
stated that they received the EITC last
year. The dynamics of the EITC may,
therefore, help families to move to economic
independence.
Of course,
changes in employment, marriage and
cohabitation,
divorce or separation,
family living arrangements
and various other factors could also affect
transition. Following a sample of recipients over time would shed additional light on these topics and more
clearly identify the pathways
from
dependency
on means-tested
transfers to economic independence,
the
usc of savings, and the potential for
the EITC as a basis for asset-building
policy. However,
absent such evidence, we must build our analyses on
the data that we have at present.
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The Promise
Clearly there is potential for the
EITC to be linked to asset-building
policy
(Seidman
1999;
Beverly,
Tescher, Romich and 1\1arzahl 2001).
Before leaving office, then President
Clinton proposed legislation to further
expand the federal EITC with an even
larger benefit for families of three or
more children. The list of states offering some added EITC benefit is growing, with even Illinois now beginning
such a policy. Cherry and Sawicky
(2000) propose combining the EITC
with refundable child tax credits, thus
further strengthening
the structure of
tax credits for low-income households
and removing some of the labor supply
disincentives in the current program.
Moreover, there has been no increase
in the fraction of households selecting
the early payment option for the EITC,
suggesting that lump-sum transfers at
a fixed time will grow even larger in
future years. Hence, the possibility for
linking the EITC to savings-based
policy is ever increasing.
What arc the savings goals of lowincome households in the peak EITC
benefit ranges of roughly $9,500 to
$12,500? The evidence shown above
suggests that their primary goals are
the desire to become econornicallv independent, to avoid returning to -welfare, to accumulate human capital via
more and better education for their
children and themselves and to accumulate durables (including cars and
horncowncrship).
The recent proposals for subsidized
savings accounts
and other assetbased policies clearly intend to build
assets among the poor. Because the
tax code is used to subsidize savings
and asset accumulation
for high-income households, why not use it for
low-income
units as well? As mentioned earlier, these proposals come in
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two basic varieties: savings for retirement, such as Clinton's Universal Savings Accounts (USAs); and Individual
Development Accounts (IDAs), which
subsidize savings for other purposes.
We cannot be sure of the success of
such policies because no one has attempted to carry out such an assetbuilding policy on a large scale. And
while the EITC evidence in the Chicago Study, as well as the Beverly,
Tescher, Romich and Marzahl (2001)
study, suggest that low-income families have the desire to save, one must
question how successful the EITC and
targeted savings linkage might be.

Potential Pitfalls
First we need to better understand
the motives for saving among the poor
and their linkage with legislated purposes for saving via USA/IDAs.
The
EITC population is largely a low-income group. According to IRS data for
1996, of the 19.5 million filers who
claimed the EITC, 7.8 million claimed
one child while 8.0 million claimed two
or more children (IRS 1999). Over 97
percent of the total cost of the credit for
tax year 1996 ($28.2 billion) went to the
82 percent of filers who claimed one or
more eligible children (IRS 1999). National samples from 1997 also divide
EITCbeneficiaries
into two major
groups: (a) about 70 percent are single
parents filing as heads of households,
or single persons; and (b) almost 30
percent are low earning two-parent
households (U.S. Congress 1998, Table
13-13, p. 871). Other IRS data suggest
that 18 percent of filers in 1996 were
single filers without children (IRS 1999).
Assuming the same fraction of single
filers in 1997 as in 1996, this means that
52 percent of national filers were singleparent heads of households in 1997. In
contrast, almost one-half of all recipients are in the phase-out range (above
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$12,400 in 1999), with most of these in
two-parent
households.
Hence, the largest EITC credits go
to young families with children, most
of them single parents. In the income
ranges where the EITC is the highest
($12,000 to $.15,000 annual gross earned
income), families are more likely to be
struggling to escape poverty than to
achieve secure middle-class status. At
higher income ranges, the EITC subsidy quickly
shrinks
both as the
program phases out (at 21 percent) and
as federal income tax liability grows (at
15 percent). Thus, most recipients of
the EITC in the $20,000 to $25,000 and
above income range receive either small
tax refunds or pay lower taxes and
receive no April tax filing bonus. While
this group is more likely to participate
in a USA/IDA plan, their impetus from
the EITC refund is liable to be small.
Therefore, it seems that the families
most able to finance long-term savings
do not get a large EITC bonus. At the
same time, those closest to welfare and
those with the least stable familial situations (low-income, single parents) are
liable to receive the greatest EITC bonuses. Thus, much of the attraction of
using the EITC has to be contrasted to
the savings intentions
of truly lowincome mothers with young children
who receive the bulk of large EITC
payments.

Designing USAIIDAs
Beneficiaries

for

EITC

If EITC-linked
savings policies are
aimed at lower income households
because of the EITC structure, we must
therefore ask what drives their savings
intentions. While there are few studies
of these motives, there is some evidence of the desires ofEITC recipients
for different types of savings (Beverly,
Tescher, Romich and Marzahl 2001;
Beverly and Sherraden 1999; Hogarth
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and O'Donnell 1999). Clearly, low-income households
have a desire for
precautionary
savings. Short-term
liquidity is important for expected and
unexpected future bills, particularly for
those just leaving welfare. Further, lowincome households
save for specific
goals: a first or better car, a first home
and to start a business (sec also Davis
and Lemieux 2000). Many also save to
pay for their education or that of their
children. Finally, after all of these priorities are met, low-income families may
choose to save for retirement.
It seems that this list of savings
priorities is both judicious and sensible, especially for single parents. But
if so, few large EITC beneficiaries will
save for retirement. Thus, while EITCbased savings incentives may be useful
for some types of savings plans, such
as IDAs, they arc liable to be less
useful as vehicles for add-on retirement savings accounts, such as lJSAs.
Not only do savings needs differ among
those with and without children, but
also once children have grown to age
18 and retirement
savings become a
priority, the maximum value of the EITC
drops precipitously.
Proposals for retirement savings plans, like the USA
program, seem to recognize this dilemma by allowing withdrawals
for
college tuition, a first horne, or catastrophic medical expenses as well as
for retirement. This is not to say that
matched pension accounts arc not a
good idea (as demonstrated
by Orszag
and Greenstein 2000), but that retirement savings accounts do not seem to
match well with the savings needs of
younger EITC recipients with young
children who receive large lump-sum
amounts.
Finally, plans that tie up personal
savings for specified periods in order
to receive subsidies vitiate the use of
these savings for short-term
needs.
While a large fraction of EITC rccipi-
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cnts may be enticed to participate in an
IDA-type
scheme, the time and use
limitations may clash with their shortterm needs for emergency bill paying
or durablcs purchases due to job loss,
car breakdown, or related costly" emergencies." There is a long liter:lhlre on
low-income
women's
tendencies
to
cycle on and offweltarc, and the immediate use of savings may be to avoid
cycling back to welfare. However, subsidized IDAs are not designed for such
uses.
The Beverly, T cschcr, Romich and
Marzahl (2001) study found that only
20 percent of the beneficiaries of the
EITC took advantage of the opportunity to open a bank account under the
Shore Bank "Extra Credit Savings Program" (ESCP). Moreover, 61 percent
of these were unbanked, meaning that
the ESCP was their only banking account. Most recipients decided to open
accounts because banking costs were
low and because they offered a safe
harbor for their EITC checks. flowever, by the end of the year, most
recipients had severely depleted their
accounts for bills and other needs, so
that the median closing balance was
only $13.00. Hence the needs ofEITC
recipients were greater than their ability to save for long-term
goals.
Additional studies like this one, drawn
from larger samples in multiple areas,
can help us to better understand
if
EITC recipients can maintain their ID Alike accounts throughout
the current
year.
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POLICIES

Low-income families need and want
to build assets. Financial institutions
offer a safe place to keep assets and to
monitor their growth. They also pro-
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vide an institution for maintaining the
fidelity and public accountability
required of an USA/IDA type program.
Linkages to the EITC may provide
both an opportunity and a natural linkage to savings. Indeed, EITC recipients
might well find that financial institutions, which offer safety features, and
public programs that subsidize asset
accumulation (with a large match for
participation)
offer an attractive use
for part of their EITC refund. However,
such schemes are liable to be complex
conceptually, personally and administratively. In this section of the paper,
we close by suggesting some of the
most important considerations
for an
EITC-based
savings incentive policy.

Untaxing Assets
Before we even begin to encourage
savings by the poor, we need to stop
discouraging
asset accumulation
in
means-tested
benefit programs. The
recent literature finds strong evidence
that social insurance in general, and
means-tested
programs in particular,
discourage
savings (e.g., Hubbard,
Skinner and Zeldes 1995; Gruber and
Yelowitz 1997; Powers 1998; Neumark
and Powers 1998). The fact that so few
lower-income clients have checking or
savings accounts could be attributed
to the asset tests associated with welfare and Medicaid receipt, which discourage saving and opening bank accounts. In most states, the EITC is not
counted toward T ANF for benefit determination;
however, it is counted
toward asset limits after two months
for both Medicaid and SSI (Supplemental Security Income). While many
states have eased liquid asset tests for
TANF clients, Food Stamp asset limits
for most families remain relatively low,
$2,000 for liquid assets, thereby penalizing savers who fear losing their jobs
and having to reapply for aid. Low
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limits on the maximum value of a car in
Food Stamps are liable to have similar
effects on eligibility, even when the
literature clearly suggests that automobile ownership
is a key positive
determinant
of earnings levels. However, while Food Stamp asset limits are
relatively low, the EITC is exempt from
counting
against Food Stamp asset
limits for 12 months after receipt, a
much longer period than in the cases of
SSI or Medicaid. The negative effects
of participation
in means-tested
programs on savings and equity building
deserve further investigation.
Policies to limit eligibility to clients
whose automobiles are worth less than
$4,650 should be re-evaluated in states
that are keeping this Food Stamp option, while at the same time Medicaid,
SSI, and TANF might mimic Food
Stamps by exempting savings from the
EITC from asset tests for 12 months,
instead of two. In turn, Food Stamp
liquid asset limits of $2,000 could be
increased to allow for some asset accumulation
among otherwise
eligible
households.
While many USA/IDA-type
savings accounts are explicitly excluded
from consideration by these programs,
it seems wise to change the program
rules themselves if we are to build
assets more generally, and to promote
long-term
economic
independence.
Asset transfers should be seen as a
way to transform
societies, not for
meeting
emergency
needs. Raising
asset limits in means-tested
programs
would allow households the opportunity to build flexible, unsubsidized,
precautionary
savings balances which
might be the first step to participate in
longer-term
USA/IDA-like
savings
schemes.
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Financial

Literacy

The widespread
usage of expensive check-cashing
outlets; the popularity of short-term loans from tax refund vendors (e.g., H&R Block) at 200
percent interest rates; and the persistence of credit card borrowing at 19 to
25 percent interest rates, (while at the
same time "saving" at 1 to 2 percent
interest in bank checking and savings
accounts) all suggest that the need for
financial literacy among low-income
households in general, and EITC beneficiaries in particular, is great. While a
few pilot programs have begu n to educate the welfare-to-work
population
on financial literacy, a longer term and
more general
education
policy is
needed. Financial literacy is a good
investment
in the type of forwardlooking society that would adopt taxbased savings incentives in a meaningful way.

Financial

Institutions

One must also question the willingness and cost to financial institutions
for maintaining and monitoring USAf
IDA and EITC schemes. From a financial perspective,
these accounts are
liable to be high cost and low revenue,
particularly
if banks are rcqui red to
enforce withdrawal
policies for specific purposes. While long-term
saving arrangements at fairly low rates of
interest offer banks a chance to benefit
from time-tied savings plans like IDAs
and USAs, the costs of administering
these accounts is high because of their
relatively small size and because of the
chance of carlv withdrawal. Davis and
Lemieux (2000) report that the average
savings of participants in the American Dream
(IDA)
Demonstration
Project was $286, and the average total
account balance (with subsidies) was
$845. Many participants also make inperson monthly deposits and with-
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druwals, consistent with the Bcverlv
T escher, Romich and Murzahl (2001)
study. Hence, these are fairlv hivh
b
maintenance accounts. Banks like the
Shore Bank in Chicago, which are willing to absorb these costs and to offer
low cost asset-building
accounts, are
liable to attract low-income families as
clients for this reason alone, even without an IDA matching scheme.
Moreover, ifUSNIDA
withdrawal
policies are to be enforced, banks must
monitor use of withdrawals ami obtain
"proof' of legitimate usage of funds
(c.g., to purchase a horne or to start a
business). Despite the impending onset of Electronic Benefit Transfer (EBT),
the for-profit banking community, in
particular, and even more low-in~ome
friendly credit unions and communitvoriented banks, will incur real costs 'in
administering USNIDA
plans and in
bringing the "unbankcd" into the financial world. These costs have to be
taken into account by policymakers
(e.g., by including payments to financial intermediaries
to offset the costs
of administering and monitoring USA!
IDA amounts).
•

0
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The evidence presented here suggests both motive and desire for lowincome families to save. The EITC and
its lump-sum
nature offer a natural
opportunity
for beneficiaries
to use
part of their refunds for targeted assetbuilding. However, a number of imp orrant questions need be addressed before we can determine if this marriage
of policies between the EITC and USAf
IDA is indeed a heavenly one. In particular, the availability of low cost asset bearing accounts -seems to attract
a substantial proportion ofEITC claimants, but not for long periods of time.
If longer term asset accumulation is to
be linked to the EITC, it seems that

Thl:File and USAs'IDAs

further consideration of the design of
USA/IDA-type
asset accumulation
policies and their congruency with the
savings desires of low-income bcncficiaries seems a good next step. The
potential is there, but the case is not
yet strong for such a linkage.
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Food Stamp asset limits fi)r 12 months
(U.S. Congress 1998). This point is
discussed later in the paper.
')The remainder of this section of the
paper is based on Smeeding,
Ross,
O'Connor and Simon (1999).
6 This
"flow" option has scveral limitations. First of all, the EITC can be taken
Norrs
as a transfer during the year. I f employ1 Food
Stamps, T ANF, and Suppleees fill in a W-5 withholding form and
mental Security Income (SS1) were all
submit it to their employers, they can
budgetarily sn;~dlcr programs in terms
receive up to 60 percent of the maxiof total costs for 1998.
mum allowable amount of the EITC
2 The EITC
is also available to single
scaled to their monthly
or weekly
persons but at a much lower level. In
checks. The maximum amount of recontrast to the: treatment of families
funds in 1998 was $26 per week
with children, the level ofEITC benefit
(O'Connor 1999a).
for single filers has not changed in real
i Ideally, one would like to separate the
terms since 1994.
economic effects of the EITC using a
:;While higher benefits and word-ofcounterfactual group to parse out bemouth might have increased participahavioral affects with a comparison
tion in the EITC since 1990, other facgroup of some type. Because the EITC
tors work in the opposite direction.
is a national program open to all lowincome, low-wage taxpayers, there is
In 1991, the IRS began requiring a new
no natural control group. One could
form, Schedule EIC, in order to claim
examine year-to-year changes in outEITC. Previously, thc IRS would calculays using, for instance, the Consumer
late and issue "thc credit based on
Expenditure Survey (CEX), e.g., Barinformation in the form 1040. The parrow and McGranahan (2000). However,
ticipation rate might therefore have
the CEX does not collect tax data and
droppcd somewhat in the early 1990s.
is not designed for assessing the efOur interviews showed that over 20
fects of the EITC in respondents.
percent of EITC recipients were not
Further, nonparticipants
of the EITC
expecting a refund. Many of these
are likely to be a nonrepresentative
individuals would not have filed at all
and biased group. As a substitute,
but for the CLHS tax program and
Smceding, Ross, O'Connor and Simon
others like it. Sec O'Connor (1999) for
(1999) devised the questions regarda more detailed analysis. In hlCt, lowing ability to make spending or saving
income earners in Milwaukee,
Wisdecisions if the tax refund was not
consin, involved in the New Hope
given. These arc reported on below.
Experiment,
seem to understand the
"Smccding, Ross, O'Connor and Simon
relationship between work and the size
(1999) rely on the 826 questionnaires
of the tax refund as being linear, i.e.,
filled out at the time of the tax filing. The
"more work, more money" (Romich
208 call-hack interviews provided veriand Weisner 1999).
fication of intended
usage of these
4 However,
after two months, any savrefunds. Call-backs
were limited to
ings from the EITC are counted toward
those with refunds of $1,000 or more
liquid asset tests in TANF, SSI, and
and we obtained a 50 percent response
lVledicaid. EITC docs not count against
rate. About 90 percent of the call-
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support

payments

that were outstand-

ing. Among this 90 percent there was
a high (85 percent) correspondence
between
intended
use of refund
(sample used here) and actual usage
(once the check arrived), with no systematic change in the distribution
of
tax return usage by type of usc. Callback interviewees were remarkably consistent in their preferences for EITe
usage in the phone interview compared to the face-to-face interview.
')In fact, in other call-back interviews,
we found a small number of EITC returns (less than 3 percent) that were
reduced bv the Internal Revenue Service becat~se of money still owed on
guaranteed
student loans.
10 This
finding helped inspire the recent Beverly Tcschcr, Romich and
l\1arzahl (2001) study.
1 i While
81 percent of the EITC participants in the Beverly, Teschcr, Romich
and Marzahl (2001) study that would
have participated in their Shore Bank
ECSP accounts did not do so, most
who did participate were "unbankcd."
It could be that a large number of
nonparticipants
did nor take advantage of the ErTC savings plan because
they realized that it would not be possible to tie up their EITC check long
enough to collect the up to $100 bonus
promised at year's end for participants.
12 Title IV of the 2002 Farm Bill (H R
2646), the "Food Stamp Reauthorization Act of2002," section 4107, permits
states to set their own value limits on
vehicles (http://www.fns.usda.gov/
cga/2002_Farm_Bill/
food_stamps.html).
The Web site http:/
Iwww.foodstamps.org
lists 16 states
that have kept the previous $4,650 limit
(including California and New York);
28 others have excluded vehicles altogether or have increased the limit of the
value of the vehicle to $5,000 or more.
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A Local Earned Income Tax Credit:
A Better Anti-Poverty Policy Than
Wage Mandates
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The "living w~lge" movement
has successfully built coalitions in over 75
localities
to pass wage mandates
claimed to alleviate poverty.
Such wage
requirements
range from 150 to 225 percent of the national minimum wage, and
usually include health insurance
mandates.
However,
in view of mounting
evidence on the unintended
consequences
of such laws, including loss of joh
opportunities
for the least skilled, it is time to carcfullv consider alternative local
policies to alleviate poverty. Properly designed, targeted local earned income tax
credits are superior to living wage laws because they avoid job losses, target
families most in need more effectively, raise after-tax income more effectivelv, and
can be less costly for local governn;ent.
To date, two localities, 1\Iontg(;mery
County, Maryland,
and Denver, Colorado,
have adopted such programs.
This
article discusses the experience of both communities
in passing their programs,
and assesses the comparative
costs and benefits of local tax credits and ' v age
mandates.

INIRODUCTIO:\l
Povcrrv rates in the United States
declined sharply in the late 1990s.! The
combination
of a sustained economic
expansion and more generous government economic assistance programs
brought poverty to the lowest levels in
decades.
There is also evidence of
increased upward mobility among the
poor and near poor (Formby, Bishop,
and Kim 20(1). However, poverty rates
for certain vulnerable groups such as
female-headed
families and children
and in high unemployment
urban areas remain
high enough
to cause
concern.' The persistence of poverty
for some amid growing affluence at the

top of the income distribution

is used
government
intervention
in the labor
market, including wage mandates such
as higher minimum wages, to assist
those at the bottom of the income
distribution.'
An example of such activism is the
so-called "living wage" movement,
which has succeeded in building coa1itions of trade unions,
religious
organizations
and community
activists to promote consideration of living
wage ordinances
by local governmc n t s ;" Approximately
80 local
governments have adopted some type
of living wage ordinance, and more

by some activists to call for
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than 125 others are considering
or
have considered living wage proposals (Employment
Policies Institute
20(2).) A typical ordinance requires
contractors
and businesses receiving
financial assistance from a local government to paya minimum wage ranging
from 150 to 225 percent of the state or
federal minimum wage .. Many ordinances require higher wages if the
business does not provide heath insurance to its workers.
The national living wage movement
has been aided by generous financial
support from trade unions, religious
groups and liberal foundations.
It also
has benefited from intellectual leadership from academics with close tics to
organized
labor, such as socialist
economist Robert Polli n of the University of Massachusetts
at Amherst."
Pollin and sociologist Stephanie Lucc
drafted a manifesto for living wage
ordinances (1998). It is clear from the
Pollin- Luce book that the living wage
movement has set a goal of a national
wage floor high enough for a single
earner family of four to live above the
poverty line.
l Iowever, unlike the
Marxist credo "to each according to
his needs," the living wage movement
would require that wage standards
apply to all workers regardless of family income or needs.
The movement has mounted campaigns to pass state and federal living
wage laws, but only one of these has
passed so fir.' Legislation introduced
in the U.S. House of Representatives
by California Representative
George
Miller in May 2001 would have mandated that most federal contractors
and subcontractors
pay a minimum
wage based on the official poverty
threshold for a family offour. S Christopher Dodd, senator from Connecticut,
introduced a parallel bill in the Senate
on May 24, 2001. Backers of living
wage ordinances
and laws have ex-
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pressed their intention to nationalize
and expand the living wage movement
to push for higher regional or national
minimum wages.') Recent examples of
this trend include a ballot initiative in
California to pass a state minimum
wage of $10.29.10
While the living wage movement
has scored successes at the local level,
the clear trend nationally is to usc
targeted subsidies to assist families in
need rather than to rely on wage mandates.
Economists
have historicullv
preferred wage subsidies to wage floors
such as minimum wages or living wages
because they believe such mandates
cause job losses among
the least
skilled, and because tax credits can be
better targeted to the poor. The federal
Earned Income Tax Credit (EITC) provides a refundable ta..x credit to working
families that can increase the effective
wage rate for workers in low-income
families with children by over $2.00 per
hour. Fifteen states and the District of
Columbia have adopted earned income
tax credit programs that supplement
the federal credit.
The EITC is an
example of a targeted t,LXcredit that
attempts to direct resources to families
deemed to be most in need. Reflecting
society's concern over child poverty,
the EITC provides greater benefits to
families with children than families
without children."
Although the targeting provisions
of the EITC create opportunities
for
taxpayers to receive overpayments
by
falsely reporting
their earnings and
number of children, such incentives
exist generally in the U.S. tax system,
and the I nrcrnal Revenue Service performs compliance
audits to reduce
underpayment
of taxes and overpayments of refundable
credits.
On
balance, the EITC is thought to be our
most effective anti-poverty
program,
partly because the take-up rate is higher
than for in-kind subsidy progr,u11s such
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Tax Credit

as Food Stamps." The fact that t,LX
credits arc administered
through the
tax system is thought to remove some
of the stizrna
from rcccivinzo azoverna
men t assistance.
Al though
net
overpayments in the federal EITC program were estimated to be $8.4 to $9.9
billion for tax vcar 1999, much of th is is
undoubtedly due to the complexity of
the eligibility requirements rather than
outright fraud.':'
The living wage movement
has
~tated its objective as helping families
111 poverty. 14
Manv observers assess
living wage laws in terms of their effectiveness in reducing
poverty.
An
example is the considerable media attention focused on a recent study bv
the Public Policy Institute ofCalif<;rni;
(Neumark2002) finding that living wage
laws reduced
povcr ty.I ' Ncu m ark
found that a 50 percent increase in
living wage requirements
above the
minimum wage reduced measured urban poverty by 1.8 percentage points.
However, the same study concluded
that wages among those in the bottom
decile of the skill distribution
would
rise by 3.5 percent, while their employment rate would drop off more sharply
by 7 percent. Considering
the efficiency,
cost
and
employment
advantages
of wage subsidies
over
wage mandates as a means of assisting
low-income families (i.e., the poor and
ncar-poor), it is unfortunate that local
governments have shown such a preference for living wage mandates. Much
of the reason for this stems from trade
union support for wage mandates and
the success of the "livinvo wage"
issue
.
\
111 trade union organizing
campaigns.
While living wage ordinances are popular with the trade unions,
a local
refundable earned income tax crcdit is
a much better public policy to aid poor
and low-income families.
Two local
governmcnts,
Montgomery
County,
IVlaryland, and Denver, Colorado, have

adopted such credits.
There are a
number of reasons why such local tax
credits are a better policy choice to
assist the poor than living wage ordinances, some of which are outlined
below.

1. Thc tax credits can target the
assistance to families most in need
rather than giving a wage boost to all
low-wage workers, many of whom live
in relatively high income families. Recent research has shown that only
about 15 percent of workers who might
see a pay increase from a living wage
ordinance live in poor families (Turner
and Barnow 2001) and only 12 to 26
percent of families who might see an
increase in income from living wage
ordinances
are poor (Turner
and
Barnow 2001). The rest have other
sources of financial support, such as a
spouse, parent, or relative, who keep
the families out of poverty.
2. Tax credits arc a more efficient
way for a local government to help the
poor and near-poor in its jurisdiction,
particularly those on welfare and other
types of state and federal government
assistance, because the credits are not
taxed, and the eligibility of recipients
for federal and state assistance programs is not likely to be affected. The
wage hikes resulting from living wage
laws are subject to payroll and possibly income tax, and also reduce the
amount of government assistance and
tax credits for which families can
qualifY. For workers in poor families,
the combined effect of taxes and benefit losses could mean that 90 percent
or more of the wage gains from living
wage ordinances are lost in taxes and
benefit reductions. A local tax credit is
far more protective of disposable family income because it is not subject to
payroll or local tax, may be exempt from
state taxes, and generally will not reduce
government
benefits
as
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significantly
as an increase 111 earnlIlgs.
3. A local tax credit can reach many
more families than living wage ordinances, which arc typically limited to
government contractors but sometimes
cover businesses
receiving financial
assistance.
There is no policy justification for providing local assistance
only to workers in poor families employcd by contractors
or financial
assistance recipients when there are
others equally in need who are not
covered by the living wage ordinances.
The living wage movement,
which
marches
to the slogan that public
money should not support poverty
wages, largely ignores issues of horizontal equity.
4. There is growing evidence that
living wage mandates reduce employment
opportunities
available
to
low-skilled workers, as employers substitute better quality labor or capital
equipment for low-skill workers. For
example, Ncumark (2002) reports that
for the larger cities adopting living
wage ordinances, a 50 percent increase
in the living wage standard over the
minimum
wage causes the employment rate of those in the bottom decile
of the skill distribution
to f~tll by 7
percent. In comparison, tax credits do
not raise labor costs, and thus do not
destroy employment opportunities
for
the least skilled.
5. Tax credits can be implemented at
a lower administrative cost than living
wage ordinances,
which require expensive compliance audits. The credits
can be added to an already existing
system of t~LXadministration,
while the
living wage ordinances
typically require a new administrative structure to
conduct compliance
audits (Sander,
Williams, and Blakley 2001; Sander,
Williams, and Doherty 2000).
6. Finally, living wage ordinances
shift the cost of assistance to local
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governments
and consumers in ways
that may be unpredictable
and mo-re
regressive than the manner in which a
tax credit would be financed. Contractors pass through
the higher wage
costs at a significant rate in the short
run, and most likely at a greater rate in
the long run. Local governments may
have to raise taxes or cut services to
finance the living wage ordinances.
As with minimum wage hikes, the poor,
many of whom receive no gains from
the wage mandates, will have to shoulder price
increases
as affected
businesses pass on the cost to consumers. For an analysis of price effects
of minimum wages, see MaCurdy and
Mcl nryrc (2002).
However,
notwithstanding
these
relative advantages,
only two local
governments,
lVlontgomcry
County,
Maryland, and Denver, Colorado, have
adopted locally refundable earned income tax credits. If, The remainder of
this article reviews the experiences of
Montgomery
County and Denver in
passing local credits, and explains further why this policy approach makes
more sense than typical living wage
ordinances.

EXPERIENCE
EAR:-\I:\,(;S

Wrri
TAX

I LOCAL

CREDITS

Montgomery County, Maryland:
EITC Chosen Over Wage
Mandates
In 1999, the living wage movement
in Montgomery
County, Marvland,
pushed hard for a county ordinance
that would have required most county
contractors (five or more employees,
$50,000 or more in contracts) to pay
their workers at least $9.00 an hour if
employers paid for health insurance at
a stipulated level, and $10.44 if they did
not. The bill also would have applied
to businesses
receiving
more than
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$100,000 in county economic assistance. While the majority of the county
council favored the bill, at least initially, it was eventually defeated when
the ·lVJont(rcHnerv
C(;untv . Executive
b"
Doug Duncan, a Democr:lt, proposed
a competing set of measures to help
the working l'noor includinu t» a local
carned income tax credit (Andrews
1999). Duncan expressed his concern
that the livinvb wave
proposal would
b
cost jobs for the working poor and
undermine the counrv's efforts to rcvi:alize and promote private investment
In the county's
older urban areas
(Duncan 1999). In addition to a local
~lTC, Duncan's counterproposal
also
~ncluded a more than 50 percent boost
1!1 spending
to $6.5 million for programs that provide support services to
~o\V-inc()me working families. These
Included
assistance
with childcare
costs, health care for uninsured adults,
housing cost assistance, job training
and educational options and increased
access to public transportation.
The debate over the competing
~lpproaches was intense, and prompted
1 he Wasbinvton Post which is liberal
6
'
on many domestic issues, to strongly
oppose l\1ontgomery
County's
proposed
living
wage
law.
The
Washington Post editorialized that the
living wage law was "an our-of-line
wage burden on selected merchants,
non-profits and othcrs.?" and "a formula for assisted economic suicide.":"
The
Cou neil eventually
p as s c d
!)uncan's
counterproposal
and rejeered the living wagc ordinance."
U ndcr 1\10n tcromery
County's
EITC, cligible f,unITies with dependents
qualif~v for a local refundable credit
equal in amount to the state refundable
EITC credit. The Marvland refundable
credit was 12.5 percent of the federal
credit in 1999, 15 percent of the federal
credit in 2000, and 16 percent of the
federal credit in 2001.2() It is projected
L

to rise to 20 percent by 2004.21 The
amount of the local EITC refund is the
difference
between
the refundable
credit and the taxpayer's local t,LXliability.
The l\1ontgomery
County
program is administratively simple: the
county receives a list of ta.xpayers
receiving state EITC refunds and cuts
an additional check payable to each
beneficiary from countv funds.

Denver, Colorado: TANF Makes It
Happen
Denver's local earned income tax
credit went into effect in January 2002.
The program grew out of efforts by the
Mayor's Office of Workforce Dcveloprnent (OWD) (Nevel 2002). The
initiative, called "Operation
Streamline," was part of broader programmatic
reform efforts to improve the quality
and accessibility of work support services to families leaving welfare and
other low-income
working families.
After considering various alternative
reforms, the OWD found the earned
income tax credit attractive because its
federal counterpart had a much higher
participation
rate than
most of
Denver's federally funded assistance
programs
for low-income
families.
These programs, including childcarc
subsidies and food stamps and target
families with household incomes ranging hom 185 percent to 225 percent of
the federal poverty line, struggled with
low participation rates. Another advantage that OWD saw in the credit
was that it "has a substantial positive
impact on job retention, particularly
among recent welfare leavcrs and plays
a large role in reducing poverty, particularly among children."
They also
found that the EITC application "avoids
the inconvenience,
wasted time, and
expensive multi-layered
bureaucracy
accompanying
more mediated, publicly administered assistance programs
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for low-income individuals and families
(Nevel 2002, 6)."
Denver funds its local EITC 'with $5
million a year in TANF money (about
12 percent of Denver's TANF allocation). It helped that the State of Colorado
passed on to each of the state's 64
counties virtually all of the T ANF
monies it received from the federal
government.
As a result, since 1996
Denver has received an annual TANF
allocation of about $42 million with
some flexibility as to how the funds are
used. In designing their tax credit, the
city worked closely with the Denver
Welfare Reform Board, which oversees T ANF policies for the City of
Denver and Denver County, and the
Colorado Department
of Human Services, which has oversight responsibility
for such policies.
The city's tax credit pigt,rybacks on
the federal EITC program to provide a
refundable credit equal to 20 percent of
the federal credit. Colorado also provides a refundable credit of 10 percent
of the federal credit. The target population for Denver's
local EITC
is
low-income
families with children.
Approximately
28,000 working families with children receive federal EITC
refunds with an average refund of
$1,850.
In Denver, almost everyone
eligible for the federal EITC with children was also eligible for T ANF work
support except for recently arrived
immigrants." This overlap in eligibility
ensured that a TANF -funded local
EITC would reach a large fraction of
the target low-income population with
children.
However, a number of operational
challenges had to be overcome. First,
Colorado, unlike Maryland, was not
able to identify local residents who
claimed the federal EITC.
Second,
T ANF required a separate application
(apart from a tax return) for its applicants for work support. Denver solved
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these problems creatively by designing
a simple two-page application that included authorization for the city to obtai n
the applicant's federal EITC'transcript
directly from the IRS.

Wnv

LOCAL

TAX SUBSIDIES ARE

PREFARABLETO

LIVI:\C

WAGE

MA.'\;J)ATES

The living wage movement argues
that public money should not be used
to create jobs that pay "poverty level"
wages.23 On the surface, this argument
has obvious appeal to those concerned
about the welfare of the working poor.
However, a closer examination reveals
that living wage ordinances arc at best
an inefficient and inferior policy vehicle for helping poor families. Atworst,
they harm the poor by reducing their
incomes and work opportunities.
It is revealing that living wage activists promote policies at the local
level that would raise employer costs,
rather than targeted polices that promote economic growth and expansion.
Writing
in the influential
Brookings
Re·view, Edward I Ell andjercmv Nowak
(2000) have made the case that distressed urban areas need a combination
of tax subsidies
and market-based
policies that attract businesses
and
encourage investments in workers and
infrastructure. Living wage ordinances
work in the opposite direction by raising employer costs, thus limiting job
growth and employment
opportunities for low-skill workers, A more
appealing policy alternative to wage
mandates
is a targeted living wage
subsidy that encourages the poor to
work yet does not place hiring barriers
in their path
Professional labor economists, who
study the effects of wage mandates
and wage subsidies, are overwhelmingly opposed to living wage ordinances
and prefer tax credits or wage subsidies
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~age subsidies
as anti-poverty
deVIces. This is shown in a survey
(Employment Policies Institute 2000b)
conducted in "March and April 2000, of
members of the American Economic
Association
who specialize in labor
ec?nomics. Of the 300-plus labor economists who responded to the survey, 69
~e:cent expressed the opinion that
hVIng wage ordinances applied on a
local scale were "not at all" efficient in
addressing the income needs of poor
families. Indeed, 43 percent of the respondents agreed with the statement
that iiving wage ordinances
applied
locally increase poverty. On the other
hand, 98 percent of the responding
labor economists
expressed a belief
that the federal Earned Income Tax
Credit(EITC)
is a "very efficient" (51 %)
or "somewhat efficiel;t" (47(}{» means
of assisting the poor.

Living Wage Laws Are Likely To
Destroy Jobs for the Least Skilled
When labor costs rise throuuh
b wave
b
mandates, employers have strong incentives to substitute
hizhcr-skillcd
labor and capital for then less-skilled
labor that has become more expensive.
Also, to the extent that businesses
r~~Ise prices as a result of the wage
hikes, they stand to lose customers
which leads to further reductions iJ~
j~bs. Those who have the greatest
dIfficulty finding and keeping stable
work arc most likely to be hurt by the
wage increases.
Much of the economists' concern over unintended
harm
to local economies
and low-skilled
workers themselves is based on studies of the effects of minimum wave
b
Lnvs, such as Neumark,
Schweitzer
and Wascher (2000), Neumark and
Wascher
(1997),
Burkhauser
and
Finnegan
(1989), and Burkhauser,
Couch and Glenn (1996). The Congressional Budget Office has released
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an estimate by Ralph Smith (2001) that
Massachusetts
Senator
Edward
Kennedy's
recent proposal to raise
the minimum wage from $5.15 to $6.65
would increase employers' costs by $7
billion and lead to the loss of between
200,000 and 600,000 jobs.
Living wage ordinances arc relatively new-Baltimore
passed the first
in 1994. As a result, reliable data from
which to estimate specific program
effects have been difficult and expensive to obtain. After-the-fact
impact
studies would require substantial data
on affected employees and employers,
as well as control groups. Such studies are expensive
and difficult
to
conduct.
Many prospective evaluations have been conducted
by the
living wage activists themselves (pollin
and Luce 1998; Nissen and Cattan
1998; Reynolds 1999). Many of these
studies prospectively evaluate the effects of a proposed ordinance as part
of a campaign to adopt the ordinance.
Such studies typically speculate that
there will be no harmful effects from the
ordinances and proclaim their benefits
for the working poor. Usually, such
studies also conclude, or support further commentary that the ordinances,
while helpful, do not go Elf enough,
and that higher wage levels or expanded coverage is needed.
More
recently Neumark (2002) using Census
Current Population Survey (CPS) data
documents the large job losses among
the least skilled that occurred in cities
adopting living wage ordinances, particularly where the ordinance covered
employers who were not government
contractors.
He estimated that a 50
perccn[ increase in living wage mandates (a 3.5 percent increase in average
wages for the least skilled) lead to a 7
percent reduction in employment
of
the least skilled.
Based on an extensive body of respectable research, it is reasonable to
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believe that a mandated
10 percent
increase in wages would reduce the
employment and/or work hours of those
affected by at least 5 percent (a demand
elasticity
of 0.5). Many
economists
would consider
this a
smaller than expected impact, possibly
because it reflects only short-run adjustments (Brown 1999). Other credible
studies of minimum wages have found
much higher effects." This means that,
speaking conservatively, a living wage
ordinance that doubled labor costs for
low-wage workers (e.g., a wage hike
from $5.15 to $10.30) could be expected
to reduce employment of those previously working at the minimum wage by
SO percent." That is, one out of every
two affected minimum wage workers
could expect to be displaced (or the
equivalent in reductions in hours across
the minimum wage workforce) because
of the higher wages mandated by living wage ordinances.
The effect for higher-wage workers
would also be significant. For workers
whose wages are raised by SO percent,
say, from $7.00 to $10.50, one out of
four is likely to be displaced (or we
would see an equivalent hours reduction for the workforce). This is just the
short-run effect. The longer-term
effects are less well documented, but are
likely to lead to further skilled labor or
capital substitution,
or other adjustments that reduce labor demand. The
disemployment
effects could be lower
for contractor-based
mandates if the
local government absorbs a high fraction of the higher wage and benefit
costs.

Wage Subsidies Are A Better Way
To Ilelp The Working Poor
There are volumes of reputable economic
research
documenting
the
potential and actual benefits of targeted
wage
subsidies
for
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disadvantaged workers and poor families (Phelps
1994; Phelps
1997;
Haveman and Palmer 1982; Katz 1998;
Dickert-Conlin
and HoI tz- Eakin 2000;
Meyer and Rosenbaum 1999; Ncumark
and Wascher 20(0).2(' W<lge subsidies
to aid the low skilled can be of two
types: an employer-based
subsidy in
which the payments of tax credits are
passed to the employer, and an employee-based
system in which the
subsidy is made directly to the employecs." An example of the former is
the Work Opportunity
Tax Credit
(WOTC), while the Earned Income T <LX
Credit (CITC) in an instance of the
latter. In general, an employer-based
subsidy aids the low skilled by increasing demand for their services.
This occurs through
a lowering of
employment costs. On the other hand,
an employee-based
subsidy aids the
low skilled by putting money directly
into their hands as a supplement
to
their money wages. Recent research
on the effects of the federal Earned
Income Tax Credit indicates that the
credit increases the labor force participation of low-income women (Mcvcr
and Rosenbaum
1999; Ncumark and
Wascher 2000).
Both types of subsidies increase
the employment
and net incomes of
the low skilled without any adverse job
loss or displacement
effects. This is
because neither makes it more costly
to hire a worker. Indeed, an employerbased subsidy directly lowers the net
cost to an employer. Such employerbased subsidies may be important to
encourage employers to hire the hardto-employ.
There is some evidence, however,
that workers are reluctant to participate in employer subsidy programs
because of what they see as stigma
associated with participation (DickertConlin and HoltL- Eakin 2000). However,
for the less job-ready such a subsidy
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. Employee-based
subsidy programs
ll.ke the E1TC, on the other hand, provide their benefits directly to employees
~nd thus do not require employees to
l(~enti£y themselves as part of an eligible group. The lack of apparcnr stigma
may be one reason why the federal
EITC program has a relatively high rate
of participation
by eligible workers
compared with some employer-based
subsidv programs (Dickert-Conlin
and
Holtz- Eakin 2000, 276-281). Another
reason may be that the EITC extends to
~ll low-income workers, not just those
;,nh_ard-to-employ groups. The EITC is
refundable," meaning that cash payments are made to families if their credit
exceeds their federal tax liability. There
is also a provision that allows· families
to receive payments
evenly spaced
ov~r the year, and not be required to
walt until the end of the tax vcar
Wage subsidies are gaining in popularitywith states and local governments.
At least 16 states , includinrrb the District
of Columbia, and two localities have
a.dopted their own targeted wage subsidv programs based on the federal
EITC.2~ Eleven of these states and the
two local governments follow the federal practice
of making the credit
refundable, at least in part.:"

Targeted Wage Subsidies are More
EjJicient than Living Wage
Ordill an ces
Beyond the question of whether
wage mandates
cause employment
losses, there is an even greater degree
of consensus among labor economists
that wage mandates are ineffective in
r?ducing
poverty.
For example,
Neumark and Wascher (1997) show
th.at minimum wage laws cause redistnbution
of incomes
among poor
families, not from hisrh- to low-income
families.
Burkhau~er
and Finegan
(1989) document that the fraction of
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low-wage workers who are poor fell
from 42 percent in 1959 to 18 percent in
1984.
It is undisputed that many of the
wage increases that result from minimum wage hikes go not to the needy,
but to those in the middle or upper part
of the income distribution.
For example, Burkhauser, Couch and Glenn
(1996) found that for the 1990-1991
increase in the minimum wage from
$3.35 to $4.25 only 13 percent of the
workers affected were in poverty families; at the other extreme, 35 percent of
those affected lived in families with
incomes greater than three times the
poverty level.
Many of those benefiting are young
people who live with their parents, are
not the sole support of a family, and/or
reside in households with above-average family incomes. National data from
the 1999 Current Population Survey
(Outgoing
Rotation Group sample)
indicate that of workers with hourly
wages between $5.15 and $7.25, 17.3
percent are single without family obligations, 35.0 percent are living with
parents or another relative, and only
15.6 percent are the sole support of any
children in their family.")
Also, as mentioned
above, since
wage mandates arc thought to cause
employment
displacement
among
those who have limited skills and work
experience, the poor end up paying
disproportionately
for any benefits
they may receive.
In su~n, wage mandates are inefficient in their targeting because many
of their benefits go to the non-poor,
and because not all poor families receive benefits.
The inefficiency
is
exacerbated by the job displacement
effects that fall chiefly on the less
skilled. On the other hand, targeted
wage subsidies are limited by design
to workers in low- income families, or to
firms that employ such workers.lVlore-
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over, the wage subsidies encourage the
poor to increase their labor force participation without causingjob losses. Thus,
the truly needy are able to receive greater
net benefits. Targeted wage subsidies
are thus more efficient in helping families in need than untargeted
wage
mandates.

Unlike Living fVage Ordinances,
Wage Subsidies Do Not Calise Poor
Families to Lose Government
Benefits
For poor families receiving government assistance, there is yet another
reason mandated wage polices are ineffective in alleviating their poverty.
Government
assistance programs such
as Temporary
Assistance for Needy
Families, Food Stamps, the Earned Income T,LX Credit and housing assistance
all reduce benefits incrementally as a
family's earnings increase in the benefit
phase-out range. ~ew York University
Law School Professor Daniel Shaviro
(1999) has documented just how severe this benefit loss can be. He shows
that a welfare recipient in a state with
generous welfare benefits and receiving a federal housing subsidy, who
increased her earnings from $10,000 to
$25,000,
would actually
lose over
$17,500 in benefits. This would make
her family worse off than before her
increase in earnings. Using another example, involving an increase in the
minimum \vage from $5.15 per hour to
$6.15 per hour, Shaviro shows that this
same welfare recipient working fulltime, full-year, would rctai n only abou t
$50 per year of the minimum wage
increase of over $2,000.
The Public Policy Institute of New
York (2002) estimated that in Suffolk
County a single parent with two children working full-time for the entire
year at $ 7.00 an hour would have
$22,520 in after tax income including

Public Policy Review, X: I (I-all 20()2)

government benefits, whereas the same
family would have $223 less in disposable income if its breadwinner worked
full-time, full-year at the significantly
higher wage rate of$10.25 an hour. In
addition, at the higher wage, the parent
would lose her Medicaid.
Thus, the
upside potential for a living wage mandate to substantially increase a poverty
family's net income is extremely limited.
Indeed, even advocates of living
wage mandates concede that a signiftcant part of any mandated wage increase
is lost through taxes and benefit losses.
For example, Robert Pollin and his
colleagues (Pollin, Lucc, and Brenner
1999, 70-72) estimated
that in the
absence of job losses, a New Orleans
minimum wage of$6.15 would increase
the gross earnings of affected workers
by 12 percent, but would increase their
after-tax, after-benefit incomes by only
2.9 to 4.4 percent. In contrast, targeted
wage subsidies do not impinge on a
family's eligibility for government programs, and thus cause no loss of
benefits."
Local governments
seeking to assist low-income
families within their
jurisdictions should be aware that the
effect of local living wage laws may be
to divert resources to the state and
federal government
in increased tax
revenues and reduced budgetary outlays on social programs rather than to
the low-income and poor families the
laws are intended to benefit.

DESIG:"S
WAGE
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Administrative

Issues

Local governments
that are under
pressure from the living wage movement to adopt living wage mandates
should consider a far better alternative:
a refundable targeted living wage tux
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should consider a far better alternative: a refundable targeted livinvb waze
b
tax credit. Currently, as noted above,
only two local go:ernments,
Montgomery
County,
Maryland,
and
Denver, Colorado,
have adopted an
earnings tax credit.
~1ontgomery
County administers
i~s.refundablc c~edit program by identifying each family that claimed the
s~ate EITC and sending them an additional check to be paid from county
funds. While Montzorncrv
County's
b
refundable credit is based on the Marvland state refundable EITC, a simi{ar
approach could be followed in states
:hat do not have an EITC program, or
111 a state such as Colorado,
where the
state could not identify eligible taxpa~·crs residing in a specific locality.
WIth authorization from the taxpayer,
the Internal Revenue Service would
provide detailed, confidential tax return information to tax administrators.
Local tax administrators
could use this
information, including the amount of
the federal EITC, to determine the
amOunt ofa local refundable credit that
piggybacks on the federal credit. Alternatively, a local government
could
allow low-income resident families to
apply for the refund bv submittina b
COpiCSof their federal tax return and/or
the refund check from the IRS.
A locality could also establish a
proce(~ure whereby employers include
a portion of the refundable credit in
cm!)loyees'
paychecks
in each pay
period. This is similar to the federal
EIT~ advance paymellt option. The
localIty would then reimburse employers monthly
or quarterly
for the
advances. The residual amount of the
cre~i~ would be paid out to eligible
famtlles at the end of the tax year upon
submission of appropriate evidence of
fe~eral EITC eligibility. Admittedly,
thIS would entail additional adminisJ
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tration, but it would get the money to
the families more quickly.

Costs and Benefits of a Local
Targeted }.jTC
A refundable tax credit would be
morc effective than living wage mandates in alleviating
poverty
and
avoiding employment
displacement.
Because the refundable credit can be
narrowly targeted to families in need, it
will cost the local government less to
deliver a dollar of benefits to those
families than a living wage mandate.
This credit could be limited to employees that would have been covered
under a typical living wage mandate
(c.g., employees of contractors and/or
financial assistance
recipients),
but
who also support children and meet
the eligibility standards of the federal
EITC. With this narrower base ofcligibiliry, local governments would find
that the efficiency advantages of an
EITC translate into a far less expensive
program than a living wage mandate
while providing the sarnc degree of
assistancc to those in the target popu!ation, e.g., low-income families with
children.
To see why such a targeted tax
credit program would be considerably
less expensive for a local government
to implement than a living wage mandate, consider the following: Let A
denote the rate at which employers can
pass through costs to the local government, B denote the fraction of those
workers affected by a living wage law
who are in the target needy population, e.g., those in low-income families
with children, and T denote the relative
tax rate" on wage income compared
with the (non-local) tax rate on wage
tax credits. Then, it will generally be
the casc that a targcted tax credit will
cost a local government
less than a

Thl.: Georgetown

40

living

wage

law

so long as A/(1is very likely
to hold (at least for contractor living
wage laws) because the evidence points
to the relative t~LXrate on earnings
being high, the target efficiency of
living wage laws (B) being low, and the
cost pass through rate (A) being moderate to high, even in the short run
(particularly for laws that limit coverage to contractors).
Consider some numerical examples.
Suppose a living wage mandate affected 5,000 full-ti me workers, and that
on average their wages increased from
$6.50 to $8.50 an hour. This would
mean an increase in wage costs of
$2.00 an hour, or about $4,000 per
worker per year, an estimated $20 million per year." Based on studies of the
Los Angeles and San Francisco living
wage ordinances,
it is reasonable to
expect that in the short run at least 50
to 75 percent of this cost would be
shifted to the city in increased contracti ng costs (AIUl1<lnct al. 1999,21-23;
Sander and Lokev 1998, 8),3S i.c., with
A equal to .50 to .i5, the city would pay
at least $10 million to S15 million plus
the administrative
costs of compliance
audits and other administrative
costs.
Obviously, the pass through rate would
be highest with living wage laws that
are limited to government contacrors,
who have the ability to shift costs to
the local government.
About twothirds of living wage laws are of this
typc.:" For living wage laws with
broader coverage (e.g., including businesses receiving financial assistance),
a local earned income tax credit could
well entail more budgetary
expense
than a living wage law because the
local government would absorb less of
the living wage costs.
However, as
Ncumark (2002) shows, the employment losses are likelv to be more severe
with broader coverage living wage laws.
Thus a local government
wishing to

T)lh 1.') This condition

en
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cover target employees of financial aid
recipients might wish to follow the tax
credit route to avoid the employment
losses of ,1 living wage law covering all
employees of financial aid recipients
Targeting the subsidy on low-income workers supporting children is
likely to reduce the number of workers
eligible by at least 70 percent. This is
based on Turner and BLlrnow (2001,
2002) and other analysis of CPS data."
In our example, with B = 0.30, the local
government would subsidize the wages
of only 1,500 workers who were in the
target population.
Assuming the same
level of wage increase (i.c., $4,000 per
worker), this would cost the city only
about $4.5 million, a conservati~e C()~t
savings of$5.5 to $11.5 million. Compliance costs arc also likely to be less
because there would be no need to
monitor the wages paid by employers.
There would be some additional costs
associated with mailing the refunds to
eligible workers. This cost would be
less in the states that alrcudv have an
earned income credit because the local
government could pigt,ryback on state
eligibility determinations.
However,
the projected savings from using a tax
credit arc likely to be more than sufficient
to cover
the
additional
administrative
cost, if any, leaving the
local government
with a substantial
net cost savings
There is also a potentially large tax
advantage to using a refundable earned
income tax credit rather than a wage
mandate. Because the low-income families targeted by the subsidy tend to
lose government
benefits when their
earnings increase, a one-dollar increase
in earnings can cause tln1ily bcnef ts
to fall by 90 cents or more (Shuviro
1999). This is particularly true in states
with high welfare benefits and for families receiving food stamps, housing
assistance and benefiting from the federal Earned Income T~LxCredit. Because
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a local refundable credit would likelv
not affect eligibility for most assis
tance programs,"
and would not be
taxed, it would be a more efficient way
for local governments
to assist poor
families.
In our example, if under a living
wage mandate the disposable income
of the target families (1,500 workers)
only rose by 50 percent of the increases in wages (because of taxes and
lost benefits), i.e., T = 0.50, the net
benefit would be only $2,000 per
worker, or a total of $3.0 million. The
J

-

marginal tax rate is likely to be higher
than 50 percent for families in poverty.
However, since many of the workers
eligible for the targeted credit would be
low-income
but not in poverty, we
assume for this illustration a 50 percent
marginal tax rate. However, to deliver
those benefits to the families in need,
the local government would still pay
$10 to $15 million. In a targeted subsidy
program, the local government would
have to payout only $3.0 million;" an
enormous cost savings of $7 million to
$12 million (sec Table 1).:0
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We can illustrate how the targeted
living wage subsidy would work for a
city such as Los Angeles, which has
had a living wage mandate program for
city contractors and tenants since May
1997. According to a recent evaluation
of Los Angeles' living wage ordinance,
the law has had less impact than its
supporters expected. As of late 1999, it
is estimated that the ordinance has led
to pay raises averaging about $1.25 an
hour for approximately 2,500 employees (Sander, Williams and Blakley 200 1,
76-77). When mandated health insurance is included, the increase in worker
pay and benefits is estimated to be
about $7 million, with about $4 million
of this paid by the city, in addition to
about $1 million in compliance costs."
We estimate (with B = 0.3) that only
$2.1 million of the $7 million would go
to low-income families with children.
There would be even less increase
(about $1.05 million) in these families'
disposable income after taxes and benefit reductions arc considered (T =0.5).
Such a targeted credit could transfer
$1.05 million in disposable income to
Los Angeles families in need at a cost
to the city of only $1.05 million, a
remarkable saving of nearly $3 million
(about 74 percent) (sec Table 2).·12

CONCLUSIO:"

There arc better public policies to
aid the poor than living wage mandates that impose large wage increases
on employers without regard to skill,
causing losses in jobs and work opportunities
for the very groups that
need work and income the most. One
such better policy is a targeted tax
credit, which is better targeted and
more effective in raising family income
adjusted for taxes and benefits. Moreover, unlike a wage mandate, a tax
credit docs not destroy work opportunities for the least skilled. If properly
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designed, a local earnings tax credit
can be implemented
by local governments at a lower budgetary cost than
living wage mandates
typically imposed on government
contractors.
NCHr:S
I For example,
in 2000, the poverty
rate had fallen to 11.3 overall, and to
22. I for blacks. These were the lowest
levels overall since 1974 and the lowest ever for blacks. See Dalaker (200 I ).
2Census reported that in 2000 the
poverty rate for individuals in femaleheaded families was 27.9 percent and
forchildren itwas 15.7 percent(Dalaker
2001).
'The last federal mandate to increase the minimum wage occured in
late 1996, and increased the minimum
wage in two steps from S4.25 to S4. 75
in October 1996, and again to S5.15 in
September 1997. Currently, the federal
minimum wageofS5.15 per hour pays
a full-timeemployee(about2,000
hours
a year) approximately S 10,300. Therefore, a full-time minimum wage worker
makes 112 percentofthe S9,214 calculated poverty threshold in 2001 for a
childless single adult under age 65.
Howevcra single parent with two children will find itselfat only 72 percent of
the 200 I poverty threshold ors 14,269
if working full-time at the minimum
wage. The federal Earned Income Tax
Credit alone would raise this mother's
annual income S4,000, from S I0,300 to
$14,300, to a level above the poverty
level. Inaddition,shcwouldbcableto
receive Food Stamps, health insurance for her children, and most likely
bceligible for Section 8 housing vouchers.
"Sec Employment Policies Institute
(2000a) for a description of how the
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living wage movement
developed
through the efforts of the AFL-CIO,
the New Party and the Association of
Community Organizations for Reform
NO\v(ACORN).
-'Sec Employment Policies Institute
(2002).
"On his curricu lum vitae. Poll in states
that he has served on the National
SteeringCommitteeandasa
member of
the governing board of the Union for
Radical Political Economics,
which
"presents a continuing critique of the
capitalist system and all forms of exploitation and oppression while helping
to construct progressive social policy
and create socialist alternatives."
See
W\Vw.urpc.org.
71 n 1999, Connecticut passed a law
(Public Act No. 99-142) that regulated
wages for state contractors that provided food, bui lding, property
or
equipment services or maintenance
~Connecticut 1999). Other examples
Include legislation introduced in Virginia (2002 VA S.B. X) and Montana
(200 I MT H.B. 245) (Virginia 2002;
Montana 200 I).
xH.R. 1990, introduced on May 24,
2001, would require covered employers to pay in wages the greaterofSX.20
per hour or a wage necessary for an
employee to earn the amount of the
federal poverty level fora family offour
whilcworking full-time(U.S. Congress
2(02).
~

"See Pollin and Luce( 1998). An example ofa more comprehensive
living
wage proposal is the Santa Monica
proposal that would cover all businesses in the city's marina district
whetherarnot
they had contracts with,
orreceived assistance from, the city. A
ballot initiative
that would have
adopted a more limited living wage
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ordinance applying to only city contractors was defeated in November
200 I. The Santa Monica City Council
had passed the broader proposal but
it was defeated in a November 2002
ballot initiative. Berkeley, California,
has also passed an ordinance that
applies toall businesses located within
a specified area.
IIlSeewww.t:lirwages.org.
11 The maximum federal EITe benefit
for200 Iwas $4,008 forfamilies with two
ormore chi Idren, S2,428 for fam ilies with
one child, and $364 forfamilies or individuals withouta qualifying child. The
amount received depends on a family's
earnings, rising with earnings for families with law earnings, leveling oft: and
then being reduced. See Johnson (200 I,
3-4).
'-For cxumplc, see Hill et al (1999),
who report the take-up rate at about XO
percent for tax years 1993 and 1994.
"The largest overpayment
error
was that associated with taxpayers
claiming a child who was not a "qualify in g chi Id ."
II0 w eve r, the
overpayments
do not reflect offsetting underpayments
that would occur
for example if the wrong taxpayer
claimed a child and the taxpayer with
the right to claim the child failed to
claim the credit. Sec Department of the
Treasury, Internal Revenue Service,
Compliance Estimates for Earned
Income Tax Credit Claimed on 19Y9
Returns, February 2X, 2002, page 3.
The estimates also do not reflect the
numberoffamilics
who are eligible for
the EITe but do not claim it (Hill et
al. 1999).
11SeeGaona (2002).
"Much media attention focused
on the poverty reduction finding, particularly in view of Neumark and
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Wascher (1997), which found that
minimum wage laws increase poverty
through displacement
of low-skill
workers. Neumark 's (2002) findingof
modest poverty reduction can be reconciled with his finding of huge
employment losses only if those who
lost jobs were below the poverty line,
or were secondary earners (e.g., teenagers, spouses) whose job loss could
be absorbed by their fami Iy. It seems
to us that the former is more likely
because workers in poverty families
arc extremely vulnerable to layoff"
because of their limited skills and work
experience. Thus, it is misleading to
dwell on Ncumark's poverty reduction finding without recognizing that
the real news here may be that a significant number ofthe working poor were
pushed even deeper into poverty.
"Tn 1999,NewYorkCityalsopassed
an ordinance to create a refundable
credit equal to 5 percent of the federal
EITC to be claimed on the city tax
return. However, the state legislature
did not pass the necessary enabling
legislation to allow the credit to take
effect.
17"Living Wage Fallout," Washington Post, July 21, 1999, A2.
1~"'Living Wage' Is A Killer,"
Washington Post, June 21, 1999, Al X.
In 2002, the Montgomery County
Council passed a scaled-back living
wage ordinance.
The ordinance is
narrower than the one proposed in
1999 and would cover only service
contractors. See Montgomery County
Council Bill No. 5-02(2002).
"OSee Johnson (200 I) for a discussion of legislative
developments
through the 2000 legislative session.
During the 200 I session, the Maryland legislature passed S11166, which
I()
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was signed by the Governor on May
1R, 200 I. See Maryland General Assembi y (2001 ).
21Maryland's EITC includes a nonrefundable and refundable credit. The
non-refundable
credit equals 50 perccnt ofthc federal credit. Ifa taxpayer's
state income tax liabil ity is less than 50
percent of the federal credit, the taxpayer may claim a refundable credit
which in 200 I was 16 percent of the
federal credit.
The amount of a
taxpayer's state EITC refund is the
state refundable
credit less the
taxpayer's (before credit) state income
tax liability.
22SeeGAO(2002).
21The term "poverty wages" incorrectly presupposes
that the typical
wage earner is the sole source of support for his or her family. In fact, the
vast majority ofworkers in the range of
wage rates affected by living wage
ordinances have sources of financial
support other than their own wages.
21 Living
wage proponents
frequently cite research by academic
economists
David Card and Alan
Krueger. Card and Krueger are quoted
in Pollin and Luce (199X,41) in favor or
their argument that wage mandates do
not cause the loss of jobs, or displacement ofthe less skilled. While Card and
Krueger believe that relatively small
changes in the minimum wage do not
cause job loss, they, nonetheless, join
the consensus or labor economists
that large increases in mandated wages
are likely to cause job loss or displacement (Card and Krueger 1995, 355).
("We ... suspect that at sufficiently
high levels of the minimum wage, the
predicted employment
losses of the
standard model will be borne out.")
Brown (1999) reviewed the recent lit-
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erature on the employment effects of
111inimum wages and concluded that
for workers at the minimum waae the
short-term elasticity is small, i.e.~~ssibly less than 0.5. However, Brown's
review did not include Neumark,
Schweitzerand Wascher(2000), which
found a 0.6 elasticity with respect to
hours of work, and Neumark (2002),
~vhich implies an employment clastictty of 2.0. Moreover, some prior
research reviewed by Brown, e.g.,
Burkhallser, Couch and Wittenburg
(,2000), reported employment effect~
tor teenagers as high as 6 to Xpercent,
see Brown (1999, 2127), which as
Brown points out are underestimates
of employment elasticities for minimum wage workers because a larue
fraction of the teens worked at wag~s
well above the minimum wace. Bro~vn
(1999, 2155) sLH.!gests dlat such
pseudo-elasticities~f~r
teens be multiplied by a factor ofS. Using Brown's
suggested adjustment would put the
Berkhauser estimates in a range 01'3.0
to 4.0, well above the recent Ncurnark
(2002) estimate of2.0.
:'Forexamplc, Neumark,Schweitzer
and Wascher(2000) find that for workcrs earning at the minimum wage, a 10
percent increase in the minimum wage
reduces employment by about 2 percent and reduces hours of work for
those who remain employed by about
by about 6 percent.
2('Phelps( I994andand Phelps( 1997)
were two of several pieces authored
during the 1990s on employment wage
subsidy design and effects. Phelps
favors a graduated employer-based
tax credit. However, even before
Phelps's papers during the 1990s, a
number of economists had published
serious research and policy analysis

supporting the benefits of wage subsidies for the unski lied, e.g., Haveman
and Palmer, (19~2). Given the CUITent
popularity of subsidies for low-income
families, there is now a growing body
of more recent research.
27 Dickert-Conlon
and Holtz-Eakin
(2000) compare the two types of wage
subsidies.
2~ Colorado,
D.C., Illinois, Iowa,
Kansas, Maine, Maryland, Massachusetts, New York, Oklahoma, Oregon,
Rhode Island, Vermont and Wisconsin have adopted
wage subsidy
programs that "piggyback" on the federal credit. These jurisdictions
use
federal eligibility ruJesand express their
credit as a specified percentage of the
federal credit (from 5 to 50 percent).
Minnesota also offers an EITC based
on federal eligibility rules, but has
modified the credit structure to lower
the rate at which benefits are phased
out. A final state, New Jersey, uses the
federal scheme but limits eligibility to
families with annual incomes at or below S20,OOO. Montgomery County,
Maryland, has adopted a local EITC
modeled on the federal credit.
29These
jurisdictions are Colorado,
the DistrictofColumbia, Kansas, Maryland, Massachusetts, Minnesota, New
Jersey, New York, Ok lahoma, Vermont
and Wisconsin.
:Ill These
tabulations are based on
unpublished analysis by the Employment Policies Institute.
.11 Local refundable
credits appear
to be excludable from federal and state
taxable income based on the welfare
exemption because they are not payment for services. Sec Emscllern and
Savner( 1997).
12 The "relative"
earnings tax is defined precisely as T= 1-[( I-w)/( I-s)],
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where w is the tax rate on earnings and
s is the tax rate on the credit. If the
marginal tax rate on local refundable
tax credits is 0, T= w. Because local tax
credits are not likely to be taxed or
result in benefit reductions, for simplicity, in our illustrations, we assume
s=O,andT=w.
n The non-administrative
budgetary costs of a living wage ordinance
can be written as ADE, where A is the
cost pass through rate, D is the per
worker wage gain among the needy
workers affected by the living wage
law, and E is the number of affected
needy workers. The budgetary cost of
a targeted earning subsidy that delivers the same after tax benefit to the
target population of needy workers
can be written as D( 1-T)BE. where T is
the relative tax on earnings, B is the
fraction ofthe workers covered by the
living wage law that are needy (and
thus qualify for the subsidy). The tax
credit has a lower budgetary cost if
D( 1-T)BE - ADE < 0, or, equivalently,
since DE>O, (I-T)l3 - A<O, or A/[(IT)l3]> 1.
q These
employment
and wage
numbers, whi Ie reasonable, are not
critical to the example. The relative
cost to a local government of implementinga narrowly targeted refundable
tax credit as opposed to a wage mandate depends on the rate at which
wage mandates are passed through to
the local government. It also depends
on the fraction of the workers covered
by the wage mandate who would be
eligible under the narrowly targeted
tax credit.
3' Alunan (1999) projects that large
contractors would pass through as
much as 70 percent of the cost increases, while small oncs would pass
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through 100 percent. Sanderand Lokey
(199X) conclude that the city had borne
about half the costs of the living wage
ordinance. In view of these estimates.
we view a range 01'50-75 percent passthrough for contractor-based
living
wage laws as reasonable for the shortrun.
;(,See the web site of the Employment
Policies
Institute:
www.epionline.org.
·"Turncr and Barnow (2002) report
that about 30 percent of all families
experiencing wage increases from livingwage laws arc eligible forthe federal
EITC (including childless farniliesand
individuals). Turner and Barnow(200 I)
reported based on a smaller sample of
cities that only 16 percent of living
wage beneficiary families were eligible
forthe EITC. Moreover, national data
from the 1999 Current Population Survey (Outgoing Rotation Group sample)
indicate that of workers with hourly
wages between S5.15 and S7.25, about
one in three families has children living
at home. Therefore, for a credit narrowlytargctedon
low-income families
without children, a 70 percent reduction in eligibility compared witha living
wage law seems reasonable, at least for
the purposes of illustration.
"Underfederul law, there are prohibitions on counting the federal EITC
as income or as a resource in a number
offederal programs such as Medicaid,
food stamps, SSI and low-income housing. However,
under Temporary
Assistance to Needy Families (T ANF)
states have authority to count the
EITCas income indeterminingeligibility forTANF (Hotzand Scholz 200 I).
"This assumes that the local refundablecreditdoes
not reduce federal
or state benefits and is not taxed, both
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reasonable
assumptions
under current tax and public welfare policies.
41)Tablc I is reprinted (with permission and revision) from Employment
Policies Institute (200 1).
41Ibid.
42Table 2 is reprinted (with permission and revision) from Employment
Policies Institute(200 I).
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Feature Interviews
Interview with U.S. Senator
James Jeffords
YOll are in a unique posttzon to
EITC politics across party
lines. Waa: is the appeal q/ the ciTC
to Republicans
and to Democrats?
How does it diJfer across the parties?
Is there a 'way to mod~fy the program
to broaden its bipartisan
support?
""?"?" on

Let me begin by expressing my
strong support for the Earned Income
T;LX Credit (EITC).
As you know, the
~ITC is a special tax ber;efit for workmg people who earn low or moderate
incomes. It has several important purposes: to reduce the tax burden on
those workers, to supplement wages,
and to make work more attractive than
welfare.
Workers who qualify for the EITC
and file a federal tax return can get
some or all of the federal tax that was
taken out of their pay during the year.
They may also get extra cash back
from the Internal Revenue Service.
Even workers whose earnings are too
sm~~l to have paid taxes can get the
Ell C. What's more, the EITCreduces
any additional taxes workers mav owe.
~ ,"::hen it was originally enact~d, the
~J I C was the brainchild of the Repu b~lcan Party.
It was a way of giving
l~come support to low-income farniIres who worked. However, the major
expansion to the EITC was made in
1993 and was engineered by Democrats. Irnproving the EITC was a major

goal of mine during consideration of
the 2001 tax bill. It was not a priority for
Republicans, because EITC claimants
don't pay taxes; they get a refund.
Your home state of Vermont has a
refun dable state EITC.
Has it been
successful and are there any plans to
expand it?
The Vermont ElTC has been successful. Any such efforts to expand it
would, of course, be made by the state
legislature. Like most states, Vermont
is having a tough time right now financiaIly, so it is unlikely there will be many
efforts to cut taxes.
Do you think more states wi!!
choose to enact state EITCJ? Is the
current budgetary
situation
in the
states an insuperable impediment?
Budget constraints in many states
will definitely have an effect on efforts
to expand EITCs. States just won't have
the resources to enact EITC-type provisions or to make EITes more generous. 1 have mixed feelings about state
EITCs. Naturally, I'm in favor of efforts
to help out low-income workers. At the
same time, the fact that some states had
adopted EITCs is cited by some here in
Washington as a reason for not needing to further expand the federal EITC.

-

The Georgct~~~Publi~P~liq,-

-_.-

- .. -.-

-

R~~;~~8:1 (Fall 2002).

-

_.---

_.

-_

-

Copyright © 2002

...

52

Th~ Georgetown

Public Policy Review, X: I (Fall 20(2)

A criticism ~lraising the mtrnrnum
wage is the economic argument that it
will result ill employment loss and the
substitution
~l higher-skilled workers for lower-skilled workers, ill addttion to the fact that it applies to all
'workers and not jllst those most in
need. Do you still think it is necessary
to raise the minimum wage fl the EITC
continues to demonstrate success as a
wage mppleme!]t?

1 thinkit is questionable that a higher
EITC for childless workers would increase the participation
in the labor
force of low-skilled workers. I think
helping these people could best be
accomplished by job training programs
to develop worker skills, I think there's
a real mismatch between worker skills
and available jobs that won't be solved
by an increase in the EITC for childless
workers.

I think the minimum wage and the
EITC are complementary.
EITC benefits are greatest for workers with children, whereas the minimum wage applies whether or not workers have children.

Do you think that tax credits arc
the correct mechanism for the [cdera!
go·vernment
to pro·vide assistance to
those in po·verty, or should tbcre be
more expansions or reforms of public
programs?

Do YOll foresee Congress expandinK the EITC any time in the near
furur c, p art icul arly to increase the
credit for working families with three
or more children?

Tax credits can certainly be one
element of helping out workers in poverty. There are some advantages to tax
credits. They encourage work. They
increase, up to a point, as income increases, so if you work more, you get
to keep more. But they're not the only
mechanism to attack poverty. We need
to look at all the factors that keep
people in poverty and impede work,
especially job skills and child care.

I'm afraid that further efforts to
expand the EITC will by stymied by
budget deficits, which may grow dramatically ifwe go to war with Iraq. Ifwe
see big budget deficits, efforts to increase the EITC will "compete" with
efforts to cut other taxes. I'd like to see
a bigger EITC forworkcrs with three or
more children. Right now there's one
level of benefits for workers with one
child and another for workers with two
or more children. The group that's
been slowest to move out of poverty
are families with three or more children.
I introduced
a bill that would have
provided a higher level of benefits for
families with three or more children.
Employrnent
rates among
Lttl>
.rkilled men remain -very low, e.lpecially for black men.
Should Congress increase the EITC for childless
adults as a way to try to increase their
labor force participation?

There are several tax subsidies
aimed at helpinK loui-income families
with children-induding
tb« EITe,
the refundable child tax credit, and
dependent
personal
exemptionswith diJferent rules for eligibility {[pp!yillK to each. Do YOIl think tbcse tax
provisions
are too complex?
~/ so,
what do you think of proposals to tly
to integrate and simplify them?
I am concerned about the complexity of the various tax provisions. The
same word-"child,"
for cxamplccan have different meanings in different sections
of the tax code, I'm
afraidthat this complexity contributes
to the high error rate of the EITC. And

Featun, Intcrvicws: Senator James Jeffords

this error rate undermines public support. I think we'll see some efforts to
harmonize definitions in various sec-
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tions of the tax code and to make these
provisions more "user friendly."

James M.J~flord\ is currently serving his third term in the U.S. Senate. He is chairman
and Public J-VorksCommittee and serues 011 the Finance
Committee, the Health, Education, Labor, and Pensions Committee, the Veterans' A.D"airs
Committee, and the Special Committee 071 Aging. From 1975 to 1988, [efford: served
as Vermont's sole Congressman. He previously seroed as a state senator in Vermont,
and held hisfirst statewide oj]ice as Vermont Attorney Generalfrom 1969 to 1973. He
was born ill Rutland, Vermont, on May 11,1934, to afamily that traces its roots in Vermont
back to 1794. Hisfather, the late Olin M.JejJords, serued as Chief Justice of the Vermont
Supreme Court. Jeffords attended public schools in Rutland before receiving an
undelgl,'aduate degreefrom Yale Uniuersity ill 1956 and a law degreefrom Harvard Law
Sch.ooll1l 1962. [effords scrued aaiue du~y with the Ui S. Navy fi"0111 1956 to 1959, and
rettred from the U.S. Na-ual Reserve as a Captain in 1990. He is married to Elizabeth
Daley and has ttoo children,
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Interview with Janet Holtzblatt,
Deputy Director of the Individual
Taxation Division in the Department of
the Treasury's Office of Tax Analysis

Could you pro·vide a brie]' histolY
of the EITC and talk about how the
proxram has euoiucd oucr the years?
What else, in Y0ltr opinion, could be
done to strengthen and improue the
current EITC and -iobere do you see
the program going ill the future?

However,
the Nixon proposal
was
ncvcrcnacrcd.
One of its leading opponents was Senator Russell Long of
Louisiana,
then head of the Senate
Finance Committee.
Senator Long's
major objection to the program was
that it provided its greatest benefits to
those who were not working.
In reThe origins of the EITC go back to
sponse, he began to develop a prothe 1960's. As many social programs
posal that was also similar to a negative
were being created and expanded durincome tax, but targeted solely to those
with earnings.
ing the Great Society, academics beSenator Long's proposal was not
gan to discuss other possible ways to
provide assistance to low-income
inimmediately enacted, but support grew
with the emergence of two new probdividuals.
Out of those discussions
came the concept of a negative income
lems during the early 1970s. One was
tax. Milton Friedman was one of the
that payroll taxes had to be increased
in order to restore the solvency of the
earlier proponents
of a negative insocial security trust funds. Second, as
come tax. Through a negative income
the country entered the mid-1970's, a
tax, payments could be made to lowincome individuals
through
the t~L"X deep recession began. These two issues provided impetus for an economic
system.
stimulus t~L"X
bill in 1975. Long's proIn the early 1970's, President Nixon
posal, now named the Earned Income
used the negative income t,L"X
approach
Tax Credit, was enacted in the 1975 bill
as a model for his own proposal, the
and was justified not only as a way of
Family Assistance Plan. Through the
improving work incentives by offsetFamily Assistance Plan, he proposed
changing
the nation's income supting the regressive burden of Social
Security taxes, but also as a temporary
port system for low-income
families.
The Georgetown Public Policy Review, 8:1 (Fall 2002). Copyright © 2002
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~~easure to help stimulate the economy.
I he EITC provision was extended vcar
by year between 1975 and 1978 "and
made permanent in 1978.
. Between 1978 and 1986, there was
httle legislative activity re(Tarding the
EITC, and the credit ;em,~ned essentially at the same nominal level that had
been enacted in 1978. Given, however,
that this was a period of high inflation,
and that the EITC was not indexed, the
credit actually began to decline in real
value. Therefore , even rhouzh
there
b
were no legisiative cuts, the EITC was
cf~ectively cut in real dollars during
this period.
The period between 1986 and 1993
nl_arked an era of significant expansion
?f the ElTC. The first step was taken
In the 1986 Tax Reform Act, which
adjusted the EITe for inflation since
] 975 and provided for automatic annual adjustments for changes in price
l~vel in subsequent years. The expanSIOn of the EITC in the tax reform act
was motivated 110t only by concerns
abl~ut inflation, but by other problems
\~_hlch had emerged over the period_
FIrst, Social Security taxes were once
again increasing anc( as a result, so too
was the tax burden oflow- income workers. Second, real wages oflow-income
~orkers were declining. The EITC was
VIewed as an attractive mechanism perhaps more attractive than an increase in the minimum wage that might
~educe employment - to address this
ISSue. By increasing the EITC and combining it with expansions of the stan~ard deduction and personal cxcmp:1011, the 1986 Act eliminated positive
mcornc tax liabilities for millions oflow
income families.
The seeds for the next expansion
were planted in 1988. The House Democrats proposed the creation of a large
childcare spending program.
In rcspouse, President
Bush proposed a
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refundable tLX credit for bmilies with
children that was largely modeled on
the EITC. This opened up a debate in
Washington over the best mechanism
to provide assistance to low-income
families with children.
Should it be
accomplished
through
subsidies or
through the tax system? Should this
assistance be provided only to working t:1I11ilies, to families with explicit
child care expenses, or to all bmilies?
I n the end, although the House Democratic child care spending bill was defeated, this debate brought further attention to the President's proposal to
expand tax credits for families with
children.
As we entered into 1990, two other
factors contributed
to making
the
President's
approach very attractive
to Congress. One was concern that the
EITC did not adjust for differences in
family size, so that, at a given income
level; a taxpayer with two children received the same credit amount as a
raxpaycr with one child (who presumably incur less costs raising a family
than the taxpuvcr with more children).
The second factor was a recognition
that something
needed to be done
about the deficit. 1\10nth5 of negotiations eventually resulted in the Omnibus Budget Reconciliation Act of1990,
which contained excise t,LX increases
to help reduce the deficit. However,
excise taxes, like payroll taxes, arc regressive, 'placing a disproportionate
burden on very low-income taxpayers.
The 1990 Act contained a large expansion of the EITC as a way to offset this
burden. Forthefmttime,
the EITCwas
also adjusted for family size.
These themes carried on to the 1993
tax bill, which again was a deficit reduction bill that contained increases in
excise t,LXCSthat burdened low-income
individuals.
Again, the EITC was
viewed as a way of offsetting
that
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burden. A small credit was created for
very low-wage workers who do not
reside with children to offset the growing tax burden on these taxpayers.
Another factor shaping the 1993 expansion was President Clinton's campaign promise to ensure that low-income individuals working full-time did
not live in poverty. Realistically meeting that promise could have been extremely costly, but the 1993 expansion
of the EITC was designed to ensure
that a full-time worker at the minimum
wage who had a family of four would
not be living in poverty.
Since 1993,
the focus has shifted from expanding
the EITC to improving its design and
operation. Steps have been taken to
improve the targeting of the EITC to
ensure that those families receiving
the credit are the most needy.
For
example, Congress enacted a test based
on investment income in 1995. If a
worker has investment income in excess of a certain amount, they do not
qualify for the EITC. A second direction has been improving compliance
among EITC recipients. During 1990
negotiations on the EITC expansion,
the IRS released information regarding
EITC non-compliance
based on 1985
data that showed 39 percent of EITC
claims were overpaid.
In the 1990
legislation
and beyond, steps were
taken to reduce non-compliance,
including provisions that simplify the
credit's eligibility criteria and improved
IRS's ability to administer the credit.
There are two directions for the
future. I anticipate that there will continue to be steps taken to improve
EITC compliance. As of1999, about27
percent of EITC claims were paid in
error, and Treasury and IRS are continuing to explore ways to reduce that
error rate further. A second, and related, direction will be t~LXsimplification- how we can further simplify the
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EITC criteria and other related provisions affecting low-income filers. The
steps taken in 1990 to improve EITC
eligibility criteria were a major step
forward. But there are some areas that
I think are fruitful.
One area is the definition of a child.
We have one definition for EITC purposes, and different
definitions
for
other child-related
tax benefits available to low and moderate-income
taxpayers. The Treasury Department has
made a proposal to create a uniform
definition
of child, which is largely
modeled on the EITC definition. This
would eliminate one source of confusion among low-income filers.
Another source of confusion, resulting from last year's tax bill, is the
additional child ta..x credit.
Like the
EITC, the additional child tax credit is
targeted to low-income taxpayers with
earnings and children.
Overlap between the two populations is relatively
high.
Eighty percent of those who
qualify for the addi tional child tax credi t
also claim the EITC. But even though
these two benefits have similar goals
and target populations,
each credit
defines child and earned income differently. This is another area of complexity in the tax code that is a burden to
low-income t~L'..:payers,which I think
will be something that policvmakers
will likely be looking at in the coming
years.
Although the EITC has lower administratioc
costs than other entitlement programs, a large criticism of
the program is the high non-compliance rate and loss 0/ billions 0/ dollars paid to ineligible
recipients.
While the IRS has taken steps to combat the fraud such as using ncui resources for enforcement
and requiring social security numbers for EITC
qualifying children, 'What else call be
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non-compliance?

There have been a number of steps
taken to reduce EITC non-compliance.
I~1;1:90, the first step was changing the
r~I I C eligibility criteria to make them
easier for taxpayers to understand and
for the IRS to administer. Prior to 1990,
a taxpayer had to demonstrate
that
they provided over half the support of
a child in order to quality for the EITC.
P~yments from the state (for example,
AId to Families with Dependant Children [AFDC])
counted
against a
taxpayer's contribution
of support of
a child. I t was burdensome for taxpayers to understand and comply with the
support rules and to maintain proper
records. It was also vcrv difficult for
~he ] RS to administer, i~ part because
It does not have access to information
on these support payments. So a major
step forward in 1990 was replacing the
support test with a residency-based
~est. The next step was to improve the
Information available to the IRS about
th: existence of the child prior to a
refund being issued. By the mid-I 990's,
the IRS was requiring b a Social Securitv•
number for all children. Finally, a third
step
was providing b the IRS with addi.
tiona] procedural authority so rhat whcn
they would detect some types of erronc~us claims, they could take action
before the refund was paid out. In 1997,
t~: ,results of a compliance study of
£1 r C claimants in 1994 became available and helped Treasury and the IRS
shape new compliance il;itiatives. For
example, we learned from the study
that much of EITC non-complianc~
was due to taxpayers claiming children
w~lO did not meet the qualitying child
criteria. The largest source of EITC
overclaims was t<Lxpayersclaiming children who did not appear to reside with
them for the requisite amount of time.
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Again, a problem for the IRS was that
it did not have independent
data to
verify residency. In the absence of an
audi~, which ~an be extremely expensive, the IRS could not verify whether
or not a child met the relationship or
residency test. In response, the 1997
act gave' the IRS access to two databases that would allow them to verity
residency and relationship before the
EITC refund was paid.
The first new source of information
was the Federal Case Registry of Child
Support Orders. These data, collected
by the Department of Health and Human Services to aid in the enforcement
of child support agreements, can be
used by the IRS to determine child
custody arrangements
of many divorced or separated couples. Another
source of informatioll
was a new
dataset from the Social Security Administration that links social security
numbers Df parents to those of their
children.
These data will enable the
IRS to determine it: in hct, a child is
related to the person who's cbiming
the child. It is a very: promising data
set, but unfortunately
it's prospective. We have information for children
who received social security numbers
after 1998, but we don't have information for earlier cohorts of children.
This will be a very useful dataset in the
future, but it is of limited use now.
A second finding from the compliance data was that there were some
significant
disparities
among paid
preparers in the quality of returns that
they filed on behalf of their clients. Tn
ger;eral, returns that were done by paid
preparers had the same error rate as
returns that were completed by taxpayers.
But among paid preparers,
there were signifIcant differences in
the quality of returns.
Among those
paid preparcrs who were generally welltrained, such as CP As or prerarers
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associated with the large national tax
preparation
organizations,
the error
rate was lower than the average.
Among the other types of preparerse.g., non-CPAs, individuals who open
up the storefront during the tax filing
season, or individuals doing t,LX returns for their neighbors-the
noncompliance
rate was significantly
higher than the average.
Treasury's
response to this fInding was to propose new due diligence requirements
of paid preparers requiring them to go
through
a series of questions
with
their clients to determine ifin fact they
were eligible for the EITC.
The due
diligence requirements were proposed
not only as a way of obtaining better
information
from the taxpayers, but
also as a means of training the paid
preparers in the eligibility rules of the
EITC.
A third finding from the compliance
data was that the amount of non-compliance swamped IRS's current resources to handle the problem.
Even
given additional information to verify
eligibility criteria and additional procedures, there was a limit to how much
the IRS could do without an influx of
new funding. Therefore,
another aspect of the 1997lcgislation was providing the IRS with more resources over
the next five years that would be directly targeted to EITC compliance
efforts.
There are several challenges to note
as we move into the future. Many of
the easy policy changes have already
been made. There are some steps that
are still being implemented, such as the
development of these new datascts. In
the 2001 tax bill, the IRS was granted
new authority to deny EITC claimants
by non-custodial
parents identified by
the federal case registry. That authority will not begin until the 2004 fIling
season.
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Doing more to combat noncompliance in the EITC area is going to presen t
the following types of challenges: locating additional sources of information on EITC claimants, verifying EITC
eligibility, and quantifYing the additional resources the IRS will require.
Improving compliance, without substantially reducing participation,
depends on the IRS's ability to identity
erroneous
claims without
adversely
affecting the compliance costs imposed
on eligible filers. One possible stratef:,'Ycould be to combine simplification
with increased resources that could
allow the IRS to prevent erroneous
refunds from being paid using thirdparty data sources. In addition, taxpayer assistance programs could be
enhanced, and the examination
process made less burdensome and costly
for both the IRS and ta..xpayers.
A different question that also needs
to be addressed in the future is the
extent to which the problems ofEITC
non-compliance
are solely the result of
the EITC and not indicative of other
problem areas of non-compliance
in
the tax system.
Between 1993 and
1999, the IRS conducted four studies
of non-compliance among EITC claimants, but the agency was not able to
conduct a study of non-compliance
among all other taxpayers since 1988.
This year, the IRS is beginning such a
study, which promises to shed light on
the extent of non-compliance
throughout the income tax: system.

A potential bcnefi: of li·ving-wage
subsidies, such as the EITe, ouer fi.ving-wage mandates is that they are
associated with lower administratioe
costs from compliance audits.
Could
you comment 071 the truth to this?
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am not f~mliliar with anv study that
has .quantified and compar;d ad;linist:atlve burdens of living wages relattve to the EITC.
Clearly, there are
administrative
costs in both cases.
The IRS spends at least $145 million a
year administering
the EITC. This is
th~ amount that the Congress appropnates for EITC compliance initiatives,
and it allows the IRS to audit less than
2 percent ofEITC claimants (combined
with some other enforcement
strategies that affect other EITC claimants).
With additional funrlinz0' the IRS could
~io more. The government would also
~ncur costs from administering the livlI1g-wage and ensuring that employers
were in compliance with its rules and
regulations.
Again, the costs could be
large or small, depending on how many
~mployers were subject to review and
Inv~stigation
and the willingness of
pollcyrnakers
to fund such enforcement activities.
The choice between an E1TC and
living wage will also depend on the
Costs incurred by beneficiaries
and
thif(~-par;ies in complying ~ith each
pr.o:'lslon s rules and regulatiOns.
A
critical issue mav be who hears the
burden of these C~)sts. The EITC imposes the compliance
costs directly
on the individual taxpayer. The tax·payer, in order to qualifY for the EITe,
must file a tax return, must understand
the tax law, and must deal with the IRS
if there arc any questions regarding his
or her claim. Under a living-wage mandate, the individual shows up at work
and earns a ,,,,age and does not necessarily have to take any action to qualif}!
for the subsidy. That docs not mean,
however, that he docs not ultimately
bear some costs.
.
Relative to the EITC , the livin(T0
W~lgC mandate
imposes greater complIance costs directly on the employer.
Under a living-wage mandate, the em-

plover has to understand how the IJw
applies to his or her employees. They
must apply that law in the best manner
so that they can deal with any questions from the government regarding
compliance with regulations.
Even
though the employer directly bears
those costs, if labor markets are efficient, he will somehow pass those
costs on to the employee. He may be
constrained by living-wage mandates
and thus unable to pass those costs on
as wage reductions, hut there may be
other forms of compensation he may
reduce. He might reduce hours of work
or fringe benefits so that the worker
under a living-wage mandate may also
ultimatclv bear compliance costs, but
these costs mav be less obvious to the
employee as thev are in the case of the

rATC.
The difFerential If/edl of the E!TC
for married couples, the marriage penalty, raise an important issue about
the potential ~!rects of the EITe Oil
fami~v structure. /is YOll and your coauthors b aue noted, some married
couples face sigJlUirallt EITe marriage penalties.
In ronscoucnce, some
stue/in baue slIggested that the EITC
may discourage marriage and result
in more female-hcaded
hOllseholds.
What do YOlt tbin]: of proposals to
alleviate tbe marriage penalty for the
Do you have any qlyour ouin

errcr

suggestions?

Marriage penalties occur when two
workers marry. As a rcsul t of marriage,
their combined income in a progressive t,LXSystem may he taxed at a higher
rate thaI; each wo;ker's earnings w~)lrld
be had they remained single. In contrast, marriage bonuses, which are also
prevalent in the t,LXsystem, can occur
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in a progressive income tax when two
people marry and one works and the
other does not. In this instance, when
they marry, their combined income,
which is the sum of zero for the nonworking spouse and a positive sum for
the working spouse, is likely to be
taxed at a lower rate than the working
spouse's income was taxed as an unmarried individual.
A very efficient mechanism for dealing with marriage penalties is to provide marriage penalty relief to t\'VOearner couples through, for example, a
two-earner deduction.
That approach
reduces marriage penalties without increasing marriage bonuses.
This was
the approach taken in President Bush's
first budget submission.
The alternative
approach,
which
was adopted in the Economic Growth
and Tax Relief Reconciliation Act of
2001, provides relief to all married
couples regardless of whether there is
one earner or two earners. For example,
the 2001 tax bill increased the beginning and end points of the EITC phase
ou t range by up to $3,000 for all married
couples.
Relative to the approach J
just outlined, this can be a costlier
approach
because it provides assistance to one-earner couples as well as
two-earner
couples.
It is also less
target-effIcient
because it not only reduces marriage penalties, it also increases marriage bonuses.
What can
be said in favor of this approach is that
it is simpler. Eligibility is based strictly
on marital status without taking into
account
the work status of both
spouses.
In deciding whether to do more or
less to alleviate the marriage penalty,
there are several concerns to consider.
First, in tax policy, there are tracleoffs
between goals. Policymakers
cannot
simultaneously
achieve marriage neutrality, equal treatment
of married
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couples
with equal incomes
and
progressivity.
Policymakers
have to
trade further reductions in marriage
penalties
against
reductions
in
progressivity
and horizontal
equity
amongst married couples.
A second question that needs to be
addressed is the tollowing:
to what
extent do marriage penalties and bonuses significantly
change marriage
decisions?
My interpretation
of the
literature to this point, particularly with
respect to the EITC, is that marriage
penalties do not have a sizable impact
on the decision to marry.
The third issue is who incurs marriage penalties and where the incidences of marriage penalty relief would
be. In the paper that you cited, Bob
Rebelein and I found that in 2000,
about 63 percent ofEITC-rclated
marriage penalties occurred among couples
whose income is too high to be eligible
for the EITC.
Significantly reducing
EITC marriage penalties beyond what
was done in last year's tax bill would
mean further extending the eligibility
for the EITC to married couples with
higher incomes.
If studies were to demonstrate that
the EITC did discourage marriage significantly, then perhaps policymakers
might make the decision to further
expand the EITC to families with higher
incomes.
If the studies continue to
show that it docs not have a significant
impact, then the question policymakers
have to ask is whether extending the
EITC to higher-income
families in order to reduce marriage penalties is the
best usc of resources. If the EITC were
to be expanded, would increasing the
EITC to couples with higher incomes
be preferable to increasing the EITC
for single parents with lower incomes,
or to childless individuals
who are
perhaps also stnlggling to make ends
meet?
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TlIith the formation
of Temporary
Assistance [or Ncedv Families (TANFj
~rograms -{~lLerth; weI/are reform act
in 1996, what has been the ~flect [or
the EITC?
Has it been leJi liP to the
=: to decide if the EITC counts as
:ncomeP Are F;ITC recipients losing
TANF ben~JitJ became of the credit?

Let me give you some background
here. Under the Omnibus Budzet Reconciliation Act of 1990, the;~ was a
provision that disallowed the EITC as
income for determination
of eligibility
for a number of means-tested programs
such as Food Stamps, some housing
programs, Supplemental
Security Income (551) and Aid to Families with
Dependent Children (AFDC).
As a
technical drafting matter, some of those
changes were made directly in the Internal Revenue code, and some of them
were made in the Social Security Act.
We flash forward to 1996 and th'c welfare reform act. AFDC was replaced by
Temporary Assistance for Necdv Families (T AN'F) , and, as a matter ~f drafting, the whole section in the Social
Security Act that dealt with AFDC was
removed and replaced with a new section on TA1\F.
That effectivelv
repealed the provision enacted in '1990
that disallowed the EITC as income for
purposes of determining eligibility for
TANF. It did not, however, affect the
treatment of the EITC for determining
eligibility for other programs.
This is not a matter of tax: policy per
sc, it is a matter of welfare policy, so I
am not privileged to know if it was an
explicit decision by Congress at that
time to change the treatment of the
EITC forT ANF. It is, however, consistent with devolution of responsibilities to the states and of granting states
the further authority to shape their

low-income programs to address the
particular needs of their state. In answer to your question, yes, it is now up
to the discretion of the states as to how
they arc going to treat the EITC as
income for eligibility.
I do not have
information as to how many states do
and how many states do not.
As far as the net effect of the EITC
in wcltarc reform, we have to keep in
mind other provisions of the welfare
reform act. Perhaps the most major
change was the promulgation of a regulation by the U.S. Department of Health
and Human Services, following the
enactment of the welfare reform act,
which allows states to usc TANF funds
to create refundable tax credits such as
state EITCs and also allows states to
count their own spending on state
EITCs toward their maintenance
of
effort. I do not know if this has, in fact,
caused states to become more interested in the E[TC. Presumably, it did
provide them with a financial incentive
to create their own EITCs as a part of
wha rever welfare reform programs they
were designing.
In general, welfare rci<'mn, by empll<1sizing work for low-income families, has probably increased the attractiveness of the EITC.
I find it verv
striking when I go through
state~'
Websites on their welfare programs,
how many states actively promote usc
of the EITC amongst their own clientele. In sum, I cannot say what the
effect of the EJTC has been on T ANF
benefits, but I suspect that welfare
reform has raised the visibility and
perhaps participation in EITe.
What is the ejJe(t of the EITC on tiu:
skill de·velop17lent of low-income workers? Since the credit appears to offer
a work inccntiuc, are worh:t:r obtaining producti.ve skil!f that wi/! enable
them to earn more in the [uture?
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A new study by James Heckman
and colleagues at the University of
Chicago addresses this specific question from a theoretical viewpoint. The
research suggests that a number of
different factors affect the skill dcvclopmen t oflow-income workers, including how these individuals attain new
skills.
Specifically, are skills simply
learned on the job or arc they learned
in the classroom? The EITC will have
a differential
impact dependent
on
which model oflcarning is appropriate.
Also, the EITC's effect will differwithin
these two models of learning based on
whether the recipient is in the phase-in
range (where the EITC is increasing as
income rises) or in the phase-out range
(where the EITC is declining as their
income increases). Contributing to the
ambiguity of this analysis is the fact
that most individuals must have children to receive a sizable EITC benefit.
However, children only remain in the
household for a certain-and
sometimes unpredictable-length
of time.
There is a more fundamental question that we arc just beginning to delve
into-what
are the effects of the EITC
on long-term behavior? To date, both
policy and data analyses have focused
on the short-term effects of the EITC.
How much docs the credit induce
people to come into the workforce over
a given period of time? How much
docs the credit reduce poverty in a
given year?
We arc now developing data that
will allow an examination of the longerterm consequences of the EITC. Here
at the U.S. Department of the Treasury,
we arc developing a panel of tax returns that will enable us to begin answering more elemental
questions,
such as how long people stay on the
EITC, do they move on and off EITC
due to income fluctuations, do changes
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in family status affect long-term EITC
participation,
etc.
These questions
will likely lead to the next generation of
EITC research questions and possibly
policy issues.
In your opinion, what are the advantages
and disadvantages
to an
employer-based
subsidy (e.g. Work
Opportunity
Tax Credit) as opposed
to an employee-based one (e.g. EITC)?
Is there a stigma attached to the recipients of either one? If so, bou: does
it al/eet participation?

The simplest types of employerbased tax credits arc based on worker
wages. For example, a tax: credit might
be provided to a low-wage worker. The
diHiculty with this approach is that not
all low-wage workers come from lowincome families.
The challenge of
employer-based
subsidies is to not
only target low-wage workers, bu t also
to target those with particular needs
based on family income or some other
economically
disadvantaged
characteristic. However, targeting these specific criteria can add to administrative
costs of operating
employer-based
subsidies.
It also provides employers
with personal information about employees-those
characteristics
that
make them eligible for these tax credits- which they might otherwise not
know.
There has been some research in
the past, such as the study by Gary
Burtless
at Brookings
Institution,
which found that employers respond
to the signal associated with a wage
credit by not hiring those individuals,
resulting in an unfortunate
effect on
participation.
The EITC, which we
have noted places a higher compliance
burden directly on the individual, docs
not necessarily carry that stigma. Most
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individuals receive their EITC by filing
their tax return at the end of the vcar.
The employer in most cases doc; not
know that the individual is eligible for
the EITC.
We can target the EITC
through information
on tax returns,
which caprures family income. We can
thus target the EITC to needy families
without sending a signal to ~mployers
that there is something
about these
individuals that is different and, to the
employer's
perspective,
unattractive.
The one case where the employer
might become aware that the individual
is entitled to the EITC is if the individual goes to the employer and requests payment of the EITC in advance. However, very few people take
advantage of this option for reasons
we do not fullv understand.
It could be
because theydo
not want to provide
their employers with more information
about their family or financial siruations. 1r is also Jikdy that employees
do not request advances of the EITC
because of the costs it would impose
on employers who must keep compute
and track advance payments.
For
workers, there is also a risk that they
may receive too much of the credit in
advance and end up having to pay
some of it back at the end of the year.
In general, the EITC has a remarkably high participation
rate, depending on the study, anywhere from between 75 and 86 percent of those who
are eligible for the EITC claim the credit.
This may, in fact, reflect the lack of
stigma associated with receiving the
EITC,
which comes to individuals
through a tax refund at the end of the
year. The EITC really docs not look
any different than a tax refund received
by moderate and higher income families.
How do the federal and state EITe
programs
interact?
lla-vc ICSJOJlJ
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learned been shared effieti-vely among
states and between the state and federal governments?
Currently, there are about 15 states,
the District of Columbia as well as two
localities
- ?vlontgomery
County,
Maryland, and Denver, Colorado that "have their own EITCs.
In most
cases, the state or local EITC is tied to
the federal EITC and can range from 5
to 50 percent of its amount.
There are two states that have been
a bit more creative in the development
of their EITC.
Wisconsin uses the
federal EITC as its basis but includes
a third tier for families with three or
more children.
"Minnesota extended
the phase-in range for the EITC, due to
concerns of trying to offset high marginal tax rates among individuals with
an income level where benefits might
be declining
from other programs.
Wisconsin and lVlinnesota began with
the federal model, and then refined it to
meet the particular needs of the residents of their individual states. Most
of those state EITes are refundable
like the federal EITC, but there arc
about five states with non-refundable
EITCs, meaning that individuals only
get the credit to the extent that it offsets their state income tax.
As far as exchange of information,
states are sovereign governments and
while they may adopt provisions that
are similar to those in the federal tax
code, they generally make their own
tax policy without a great deal of consultation with their colleagues at the
federal level. We have, therefore, not
received a lot of inquiries from our
counterparts
in state governments.
We have occasionally
received
questions here at Treasury -and at the
IRS regarding what lessons we have
learned at the federal level with improving EITC compliance and bow
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these lessons can be applied at the
state level. I suspect as state EITCs
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evolve over time, and states gain more
experience, these inquiries will increase.

Janet Holtzblatt is Deputy Director ~f the lndiuidual Taxation Division
in the Department of the Treasury's OJ)zce of Tax Analysis.
SIJe has been 'V.}ith
the Treasury Department since 1987. From 1984 to 1987, she was the senior
analyst for education, training,
and social ser-vice programs on the Senate
Bu«v;et Committee.
She received her Ph. D. in economics from the Ulli-versity
of Wisconsin and an A.B. in history and economics from the Un iucrsity ~l
Illinois.
Her areas of expertise include tax policy toward Ioui-income in dtuidt:»
all', taxation of the family, and tax administration.
Recent publications bauc
examined the criteria for choosing bettuccn refundable tax credits {such (IS the
EITC) and spending programs, marriage penalties and bonuses in the ill{ii-oidua! income tax, admintstratiuc issues in tax reform, and the impact of the
Economic Growth and Tax Relief Reconciliation Act of 2001.

Wisconsin Works: Meeting the
Need of Hard to Serve Participants

KELLY

S.

MII<ELSO\i

The Urban Institute
This paper examines harder-to-serve
Wisconsin Works (\\1-2) participants
who have received an extension to the 24-month
time limit in anyone paid W-2
plac~mcnt.
Using administrative
data fromJanu·JIY 1999 rhroughjunc 2000 and
semi-structured
interviews with several W-2 a<Tencies the author finds that of
1,551 eligible W-2 participants,
206 (13 perc~nt) re~eived an extension.' On
average, clients with an extension were somewhat older and nearly three times as
. likely ~o have a disabled person in their assistance group than c1i~nts without an
extension. One in 10 clients living in Milwaukee Count)' had an extension while
nearly halfof clients living outside Milwaukee County received an extension.
Of
th~ 2~6 clients with an extension, the vast majority face multiple barriers to selfsufficI:ncy,
most commonly
depression,
various physical barriers and a lack of

education.
h'TRODLJCTION

In 1996, Congress enacted the Personal Responsibility
and Work Reconciliation Act that required states to
replace Aid to Familics with Dcpcndcn~ Children (AFDC) with Temporary
Assistancc for Nccdv Families (TANF).
Pursuant to this requirement, in Seprcrnber 1997, Wisconsin Works (W-2)
replaced the A FDC system of cash
assistance in Wisconsi~.
In contrast
to AFDC, W-2 is time limited and is
based on work and personal responsibility. AFDC clients were subject to a
24-month
time becinninz
in the month
.
b
b
1Il which they were converted
to W-2.
Any new applicants for welfare beginning in September 1997 were enrolled
into the W -2 program.
In fact, Wisconsin
was the first
state to enact legislation to end traditional welfare. In addition, it was one
of the first states to provide additional
services to help participants reach W2' s primary
goal, self-sufficiency

throughemploymcnt.
W-2participants
are encouraged to move up the W-2
ladder into unsubsidized employment
whenever possible. The W-2 ladder is
comprised of four major "rungs" including W -2 Transitions (W2Ts), Community Service Jobs (CSJs), Trial Jobs
and Unsubsidized
Employment.
Of
these four rungs, the first three are paid.
positions
while
participants
in
Unsubsidized Employment arc eligible
for case management services. From
Septcmber 1997 through June 2000,
there were 25,077 unduplicated W-2
participants who had been in CSJ and
W2T employment positions.'
There is growing concern about
harder-to-serve W-2 participants, that
is, those who arc unable to obtain selfsustaining employment due to one or
more disabilities or barriers to work.
Wisconsin
state administrators
arc
considering how to best serve W-2
participants
who have extensions to
the 24-month time limit, and whether
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some portion of these harder-to-serve
clients will be eligible for an extension
to the 60-month time limit.
There are two distinct but related
issues facing harder-to-serve
W-2
participants:
Wisconsin's
24-month
time limit for participation in any single
employment
category
and the 60month federal lifetime limit." Much can
be learned about both of these issues
from those W-2 participants who have
(or had) a six-month extension to the
24-month time limit. One of the main
goals of this paper is to determine what
characteristics make a participant more
likely to need an extension. Thus, the
results in this paper can help welfare
agencies target their resources to those
participants
who are most likely to
need additional
services.
Between January 1999 and June
2000, 1,551 W-2 clients came within
three months of the 24-month
time
limit. These 1,551 cases-representing six percent of all W-2 participants
who had been in the W-2 program
between September
1997 and June
2000-are
the pri mary focus of this
paper. Of these 1,551 clients, 269 were
considered for a six-month extension
and, of these 269, 206-or
about threequarters of the clients-had
extensions approved by the Department
of
Workforce Development (DWD), the
administrative
entity that oversees the
W-2 program.
The 1,282 clients not
considered by the W -2 agency for an
extension most often obtained employment, were determined not to qualify
for an extension for one or more reasons, or moved to a different rung on
the W-2 ladder (and thus reset the 24
month time limit).
The second section of this paper
presents background
information
on
the 24- month time limi t and corresponding extension
policy in Wisconsin,
and discusses the federal 60-month
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time limit under TANF and its importance to Wisconsin.
The third section presents an analysis of data from Client Assistance for
Rc- Employment
and Economic Support (CARES) administrative data and
W -2 participant file data obtained from
DWD's Division of Economic Support
(DES). We examine the numberof\V2 participants
with a first or a
subsequent extension and examine how
this has changed over time. Next we
examine what happens to W-2 participants who do not have an extension.
We also provide descriptive statistics
on demographic
characteristics,
work
history, public assistance receipt, and
work activities, comparing those recipients who have a first or second
extension to those clients who reached
21 months and did not have an extension. For those clients with a first or
second extension, we examine the barriers they are facing to self-sufficiency.
Finally, using a logistic regression, we
determine which demographic characteristics
are statistically
significant
predictors of whether a W-2 participant in a W2T
position
has an
extension.'
In the fourth section, the quantitative data analysis is supplemented with
semi-structured
telephone interviews
with staff in selected W-2 agenciesthree in Milwaukee County and two in
balance-of-state
(BOS)
cou n ties ."
These interviews
corroborated
the
barriers clients are facing, and this
section discusses
issues related
to
constraints
on the services provided
to these clients. The concerns voiced
by the five W-2 agencies ahout the
approaching 60- month lifetime limit are
also discussed.
Using information
obtained from
the CARES administrative
data and
W-2 participant
file data, telephone
interviews with W-2 agencies, and the

Wisconsin
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literature review, the final section discusses the options, enhancements,
or
modifications
to the current system
Wisconsin can take to best serve W2 participants with multiple barriers to

self-sufficiency.

opportunity and, for some reason, there
arc no Trial Jobs available.
3. W-2 Transition (W2T): The
participant has made all appropriate
efforts to find unsubsidized
employment by participating

BACKGROU~D

2 employment

W-2 Extension Policy
Under W-2, participants are limited
to 24 months in the W2T, CSJ, or Trial
Job employment categories.
According to a DWD Operations memo: "To
reduce the likelihood that children will
be harmed by time limits, Wisconsin
law allows for extensions to the 24month
employment
position
time
limits" (DWD 1999b). A discussion
between the Financial and Employment Planner and the W-2 participant
must occur no later than the 18 month
of eligibility in the W2T, CSJ, or Trial
Job W-2 employment categories. Financial and Employment Planners arc
responsible
for making sure participants understand that an extension is
not an entitlement (DWD 1999b).
W -2 participants
in Trial Jobs,'
Community
Service Jobs (CSJs), and
W-2 Transition
(W2T) employment
categories arc eligible to apply for extensions if they meet the following
criteria:
1. Tria! Job: The participant has
made all appropriate efforts to find and
accept unsubsidizcd employment and
has been unable to do so because the
local labor market conditions preclude
a reasonable
unsubsidizcd
employment opportunity for the participant.
1

'1

2.

in all assigned

activities and significant barriers
prevent advancement
to a higher W-

Community Service Job (esJ):

The participant has made all appropria te efforts
to find
and accept
unsubsidized
employment
and has
been unable to do so because the local
labor market conditions preclude a reasonable
unsubsidized
employment

position (DWD

1999c).
W - 2 agencies seek state approval
for an extension by submitting an application on bchalfof a W - 2 participant.
The state reviews all applications and
notifies the W -2 agency of its decision
by the 21,t month of eligibility. Extensions arc approved for up to six months,
depending
on the participant's
circumstances (DWD 1999c).
To be approved for an extension, a
W-2 participant must provide adequate
documentation such as a medical diagnosis, Supplemental
Security Income
(SS1) or Social Security Disability J nsurance (SSD1) documentation,
or
documents
supporting
family crises.
CS] participants
must also provide
documentation
by the CSJ site supervisor of the participant's work habits
and reasons
why efforts
to find
unsubsidizcd
employment
have been
unsuccessful (DWD 1999d).
When granting an extension, the
DWD also provides the W -2 agency
with recommended
action steps that
the agency and the Financial and Employment
Planner
should take (or
continue to take) to assist the participant in mitigating and removing (when
possible) the barriers to self-sufficiency facing the participant.
Action
steps may include: providing
additional resources such as a support
group, counselor, therapy, access to a
computer with the Internet for conducting a job search, or a referral to the
Division of Vocational Rehabilitation.
Action steps may also include finding
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resources to repair
home to make it
urging a client to
SSIISSDI appeals

or remodel a client's
more accessible, or
cooperate with the
process.

The Federal 60-Month

Time Limit

Under the Personal Responsibility
and Work Opportunity
Reconciliation
Act of 1996 (PRWORA),
federallyfundedTANF
cash assistance is limited
to 60 months.
However, under the
TANF regulations, states may exempt
up to 20 percent of their caseload from
the 60-month federal lifetime limit due
to hardship and use federal TANF
funds to continue
to provide assistance to those families.
States may
also elect to provide extensions beyond the TAN F lifetimc limi t to con tinuc
non-cash benefits for recipients meeting certain criteria and usc state money
to provide cash assistance.
In October 2001, Wisconsin began
to see W -2 participants
reaching the
60-month federal lifetime limit for cash
assistance." The earliest the 60-month
time clock could have started for W-2
participants was on October 1, 1996,
prior to the full implementation
ofW2. Criteria for granting an extension for
a participant
who has received 60
months ofW-2 benefits is in place in
the W -2 administrative
rules and is
included in the W -2 Manual.
The
Manual states, "W-2 agencies may
extend eligibility only in unusual circumstances
and on a case-by-case
basis."
According
to the Manual,
unusual circumstances
might be one
of the following: the participant is unable to work due to disability, is needed
at home to care for an incapacitated
family member, has emotional or mental limitations that do not allow the
participant to quality for SSI or SSDI
but prevent the participant from obtaining or retaining employment, or the
participant
has made all appropriate
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efforts to find work but still cannot
obtain employment due to 10Gll labor
market conditions.
The DWD, however, has the final authority to review,
approve, or overturn extensions to the
60-month time limit(DWD
1999a).
The state of Wisconsin has developed guidance
on the process for
obtaining
an extension
beyond 60
months.
A workgroup comprised of
W -2 agency representatives
provided
the DWD with recommendations
on
this topic. A workgroup of state officials was also convened
to discuss
these and other related issues. Draft
versions of this paper contributed
to
these efforts.
Adding the June 2000 W-2 payment cascload of approximately 6,600
to the 5,300 Kinship Care and 6,400 SSI
Caretaker Supplement cascloads yields
18,300. Twenty percent of this number, or about 3,700, may be granted a
hardship exemption under current federal law and continue to receive cash
assistance (DWD 2000). Even ifal1206
W -2 participants with an extension as
of May 2000 needed benefits beyond
60 months, this only represents about
one percent of the average monthly
caseload in Wisconsin
eligible for a
hardship exemption under federal law.

DESCRIBINGTIIEI-L\RDER-TO-SERVE
W

-2 PARTICIPA;\.TTS

I;\; WISCO:\,SIN

It is important to understand who
comprises the harder-to-serve
population in Wisconsin in order to inform
the process of who may require an
extension to the 60-month time limit.
CARES administrative data and W-2
participant
file data provided
by
Wisconsin's DWD/DES for the period
J anuary 1999 through June 2000 allow
an analysis of those clients who have
reache({ 21 months in the W2T and CS]
employment
categories
during that
period. These data provide inforrna-

Wisconsin

tion about W-2 participants with an
extension through 1\1a)' 2000.
1n this section, we (1) identity the
number ofW-2 participants who have
extensions
by employment
category
and discuss how this has changed
over time; (2) describe what happens
to W -2 participants who do not have
an extension; (3) describe the characteristics (demographics,
welfare and
work history, work activities, etc.) of
clients with °a first or second extension
and compare them to those W-2 participants who have reached 21 months
(in W2T or CSJ employment categories) but do not have an extension. We
also estimate a logistic regression model
that allows us to determine what characteristics make a W-2 participant in a
W2T position, holding other characteristics constant, more or less likely to
have a first extension. It is important to
note that, in general, the logistic analysis (in Table 2) provides a more rigorous analysis than the descriptive statistics (in Table 1) since the logit model
shows the effects of particular characteristics controllirur for all the other
characteristics;
and (4) describe the
number and types of barriers to selfsufficiency faced by those W - 2 participants with a first or second cxtcnS10n.

flow Many W-2 Participants Have
an Extension?
Between January 1999 and June
2000, 1,551 W -2 p;~rticipants reached
21 months in the W2T or CSJ employment category.
Of these 1,551
participants, 206 clients-or
about 13
percent-had
a ftrst extension to the
24-month time limit. Of these 206 clients, the majority-91
percent-were
in the W2T employment category, and
nine percent were in a CSJ.
As it
happens, all of the 19 CS] clients with
a first extension lived in 1\1ilwaukec
County.
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Forty-five of the 206 clients with a
first extension also had a second sixmonth extension. All but one of these
45 clients were in a W2T position for
their second extension. Three of the 45
clients with a second extension have
also had a third extension.
The 206 clients who had extensions
through June 2000 represented
the
entire population of clients who had
ever had an extension-that
is, clients
were not eligible for an extension until
24 mon ths after W -2 was implcmcn ted.
After W-2 replaced AFDC in September 1997, AFDC recipients that were
eligible for W-2 were transitioned to
W-2 between September
1997 and
March 1998. The first W -2 families
received W-2 cash assistance in September 1997. Therefore, 24 months
after W -2 was implemented, in August
1999, we would expect to see the first
W-2 participants
reaching the 24month time limit in the W2T and CSJ
employment categories. Note that all
W-2 agency extension requests by the
W -2 agencies not withdrawn or pending have been approved.
Between
August 1999 and June 2000, about
th ree-quarters (or 206) of the 269 W -2
agency extension requests have been
approved and the remaining quarter
(or 63) were pending or had been withdrawn by the W-2 agencies, although
this varies somewhat from month to
month.

What Happens to W-2 Participants
Reaching 21 Months Who Do Not
Have an Extension?
Although 1,345 W-2 participants
came within three months of the 24month time limit and did not have an
extension, the majority were either not
eligible for an extension or had some
other action taken on the case prior to
reaching 24 months that made an extension unnecessary. Sixty-three W -2
clients had an application for an exten-
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sion withdrawn or pending as of June
2000. For the remaining 1,282 clients,
an extension was not requested
on
their behalf.
There arc many reasons why a W2 agency may not request an extension
on a client's behalf. Nearly 30 percent
of clients obtained employment,
and
one-fifth
of the 1,282 W -2 clients
moved to a different rung on the W-2
ladder. In one-quarter of the cases, the
W-2 agency determined that the client
did not quality for an extension because the client did not participate in
finding employment
or in assigned
work activities (62 percent), because
the local labor market did not preclude
a reasonable job opportunity (30 percent),
or because
clients
lacked
significant barriers (7 percent). Other
less common reasons for not receiving
an extension include the participant
voluntarily declining an extension (10
percent), is no longer receiving W-2
services (4 percent), is no longer eligible (3 percent), declined W-2 services
(2 percent), and moved out ofWisconsin (1 percent).
The 1,345 W-2 participants who did
not have an extension between January 1999 and June 2000 may still go on
to have an extension in the future in
another employment
category, or in
the same category if they return to that
category. For example, if a client spends
24 months in a W2T position before
moving into a CSJ but then barriers
arise that force her to return to the W2T
position, the W-2 agency may request
and receive an extension on her behalf
at a later date.

Participant Characteristics and
Work Activities Jor the Extension
and Non -Extension Population
Comparing
the characteristics
of
the 206 W -2 participants with at least
one extension to those 45 clients who
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had a subsequent extension and those
J ,345W-2 participants who came within
three mon ths of the 24- mon th time limi t
but did not have an extension is critical
to understanding
the harder-to-serve
W-2 participants in Wisconsin.
We
compare the demographic,
work history, and current welfare receipt and
work activities ofW-2 participants with
extensions. We examine the characteristics and work activities for three
groups: (1) those with at least one
extension, (2) those with a subsequent
extension (a subgroup of group 1), and
(3) those without any extensions.
As
with the rest of this paper, the W-2
participants discussed here arc limited
to the 1,551 who reached 21 months in
a W2T or CSJ employment category
between January 1999 and June 2000.

Characteristics oj Participants Who
Reach the 2J'f Month
Compared to all persons who came
within three months of the 24-month
time limit, those who got extensions
were somewhat older, more likely to
live outside Milwaukee County and
included a higher proportion of males
and a lower proportion of blacks. The
extension population-those
that had
at least one extension-were
also less
likely to work, generally had older children, and were more likely to have a car
and to have a disabled person in their
assistance group than the non-extension population.
As expected, the vast majority of
W-2 participants who reached the 21<'
month are female (97 percent), and this
is also true for those who did not have
an extension-97
percent are female.
On the other hand, the extension population, defined as those with at least
one extension, is only 92 percent female (see Table 1).
The average age of the extension
population is 39 years old, while the
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average age for those without an extension is only 32 years old (see Table
1). The extension population has a
lower proportion of blacks but a somewhat higher proportion
of whites,
Hispanics, and Asians than the nonextension population (sec Table 1).
Forty-seven percent of clients with
extensions have at least a high school
degree, and eight percent of extensions went to clients with no formal
schooling (see Table 1). On the other
hand, 37 percent of the non-extension
population have at least a high school
degree, and only two percent have no
formal schooling (see Table 1).
Of the 206 clients with «[irst extension, the majority-133
clients (65
pcrcenrj=-werc
residents of Milwaukee County, the remaining 73 clients
(35 percent) were BOS residents. This
is not surprising considering that the
majority of the W -2 caseload resides in
lV1ilwa~kee County. Thus, 133 of the
1,397 clients (about 10 percent) living
in Milwaukee County who reached 21
months had a first c;tension.
On the
other hand, 73 of the 154 clients (about
47 percent) living in BOS counties who
reached 21 months had a first extension.
Of the 45 clients with a second
extension, the majority-30
clients (67
percentl-e-wcre residents ofBOS counties, the remaining
15 clients were
Milwaukee County residents.
Thus,
15 of the 133 clients (about 11 percent)
living in Milwaukee County with a first
extension also had a se;ond extension. On the other hand, 30 of the 73
clients (about 41 percent) living in BOS
counties with a first extension also had
a second extension.
The differences between Milwaukee County and BOS counties may be
explained by several factors.
Sm~dler
casdoads il; BOS counties may indicate that these counties have moved
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many of their job-ready clients into
employment and that they are left with
a caseload of harder-to-serve
clients
requmng extensions.
If this is true,
Milwaukee County could catch up with
BOS counties in terms of the percentage of W2T
clients
receiving
extensions as Milwaukee County digs
deeper into its caseload and is left with
harder-to-serve clients. Based on these
data it is not possible to make dcfinitive conclusions
about
why, on
average, BOS counties have a greater
proportion of clients receiving cxtcnSIOns.
In either case, it is important to
remember that clients who do not have
an extension arc not necessarily being
denied an extension. In fact, some W2 participants in this dataset who do
not already have an extension may
receive an extension at a later date.
The average number of children for
clients with an extension is 2.5, and for
clients who did not have an extension
it is nearly the same-2.6
children. The
average age of youngest child is 9
years old for clients with an extension
compared to 6 years old for the nonextension population (see Table 1).
The vast majority (85 percent) of
W-2 participants with extensions did
not work in the prior year. The average
number of months worked for the extension population was less than one
(0.7 months) while those who did not
have an extension worked 1.7 months
on average during the last year.
Forty-five percent of individuals
with a first extension had a disabled
person in their assistance group, compared to 17 percent of clients who did
not have an extension (see Table 1). A
slightly smaller percentagc-36
percent-of
individuals
with a second
extension had a disabled person in
their assistance group. As we discuss
in detail below, 68 percent of clients
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Table 1: Characteristics
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of W-2 Participants Who Reached 21 Months With or Without
Extensions,
January 1999 through June 200()

W-2 Participants Who Have Reached 21 Months in a W2T or CSJ Errployrrent
Participant Characteristics

W-2
Participants
With a First
Extension
NLU11bcr

Number ofW-2 Participants

206

W-2
Participants
With a Second
Extension
%) Number

13(1';)

Category

Total W-2
W-2
Participants
Participants
\Vho Reached
Without an
21 Months
Extension"

% NLU11bc,. % ]\\ullbcr

45

%

3%

1,345 ~n~;) 1,551 100%

Employment Category
Comrrunity Service Jobs
(CS.ls)
W-2 Transitions (W2T)

19

9%

2°'/0

1,081 8001<)

1,100

71%

187

91%

44 98%

264 20010

451

2<)o;()

Female

189

92~~)

41

91%

Male

17

8°/0'

4

ryYo

19-29

29

14%

3

7°10

61446%

643

41%

30-39

85

41%

16 36%

477 35%

562

36%

40-49

78

38%

25

214 16%

292

19°/c)

50-59

10

5%

I

2%

3%

48

3%

60-65

4

")01

~/o

0

0%

2 0%

6

0%

39

N/A

40

N/A

32 NlA

33

N/A

212

14%

1,050

68%

Gender
1,31197%
34

3'1'0

1,5(X) 97

%

51

_1°/
10

Age

Average Age

1

56%

38

Race
Non-Hispanic

White

63

31%

15 33%

149 11%)

Non-Hispanic

Black

79

38%

17 38%

971 72%

27

13%

6

13%

78

6%

105

7%
4%
8(}o

Hispanic
Non-Hispanic

Asian

28

14%

7

16%

32

2%

60

Non-Hispanic

Other"

9

4%

0

0%

115

<)01<)

124

No Fornal Schooling

17

~WO

2

4(1()

31

2()!
10

48

!
_ /0

Elementary School (K-8)

22

11%

59

4%

81

5%

Secondary School (9-12)

71

34%

12 27%

75656%

827 53%

High School Graduate or
Equivalent
Post High School

70

34%

18 4{YYC)

42131%

491

32(;0

26

13%

6%

104

70/0
'

133

65%

15 33%

1,264 94%

1,397

90%

73

35%

30

154

I()OJ;)

Education Level
7

6

16%

13%

78

3

D

Location
Milwaukee County
Balance-of-State

67%

81

6%
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Table 1: Characteristics of \V-2 Participants Who Reached 21 Months \\lith or \Vithout
Extensions,
January 1999 through .June2000
\v-2 Participants \\-110Have Reached 2 I Months in a W2T or (SJ Employment Category
W-2
\v-2
Participants
Participants
With a First With a Second
Extension
Extension

Participant Characteristics

Number

(% Number

W-2
Total W-2
Participants
Participants
Without an \\110 Reached
Extension"
21 Months

% Number

% Number

01
10

Age of Youngest Child
5 and under

64 31%

9

20%)

766 57%

~no 54'1'0

6-12 yew's

84 40%)

24

53%

13- I7 years

50 25%

12 27%

395 29%
163 1,)0/
L/O

213 14%

I8- I 9+ years

R 4%

0

(rio

21

2%

9 N/A

10

N/A

6

NiA

6 NiA

2.5 i\/A

2.4

N/A

2.6 N/A

2.6 N/A

176 RS%

AverJge Age of Youngest Child
AverJge Number of Children

479 31%
29

2%

\lwnber of Months Worked (10/99-9/00)
41

91(%

~03 60'1'0

979 63%

I to 6 months

I~

l)I)'O

2

4°/10

443 33%

461 30%

7 to 12 months

12 6%

2

4%

0.7 N/A

0.4

N/A

Zero

Avcrage Number of Months Worked ( 10/99~/(0)
Public Assistance Receipt

Three fOI111S
ofpublic assistance

All four fOll11Sof public assistance:
Child Care, Food Stamps, Medical
Assistance, and W-2
Trru1SJX>I1at
ion
Vehicle Available
No Vehicle Available

7%

1.7 N/A

1.6 N/A

19

1°;;)

125

R%

(~%

0

0%

19

1°1c)

5

11%

102

R%

74%

36

R(~%

61946%

772 50%

30 15%

4

9%

605 45%

635 41%

0
d

111

7111
10

23 11 'Yc)

W-2 Only
Two forms ofpublic assistance"

99

153

71 34%
135 66%

13 290;;)
32

71';;)

138 1(ric)
1,207

9()01r)

209 13%
1,342 87%

Disabled in Assistance Group
Disabled
Not Disabled

92 45%
114 55%

16 36%
29

64%

222 17%

314 20%

1,123 83%

1,237 SO%

Source: Wisconsin DWO/DES CARES administrative data.
Includes participants who did not apply for an extension and those with extensions withdrawn or
pending.
b Other race includes American Indian/Eskimo, unknown and other.
May include two of the following: W-2, Child Care, Food Stamps or Medical Assistance.
d May include three of the following:
W-2, Child Care, Food Stamps or Medical Assistance
a

C
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with a first extension are in the process
of completing an SSIISSDI application
or appeal. Of those clients with ajirst
extension, 18 percent moved from W2 to SSI.

Work Activities
The primary goal of W -2 is selfsufficiency.
To meet this goal, W -2
participants are required to engage in
any number of work activities.
The
Financial and Employment Planner, in
conjunction with a W-2 participant,
develops an employment
plan comprised of work activities
that are
designed to move participants up the
W-2 ladder to self-sufficiency.
W-2
participants often engage in more than
one work activity at a time. For instance, a client may receive mental
health counseling
during the same
month as occupational assessment and
literacy skills training.
In addition to
differences in their demographic
and
other characteristics,
the extension
population tends to engage in different
work
activities
than
the
non-extension population. Byexamining the work activities of the extension
population,
we have a window into
how they are currently being served,
and we can begin to hypothesize about
options for meeting their needs in the
future.
The CARES
administrative
data
provide information about work activities during the most recent month of
W-2 receipt for all W-2 participants
who reached 21 months in a W2T or
CSJ employment category (1,551 participants).
This allows us to compare
the work activities of the 206 extension
recipients to the work activities of both
the 45 clients with a second extension
and the 1,345 W - 2 participants who did
not have an extension.
These data show work activities
during the most recent month ofW-2
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receipt, not during the 21" month, when
the decision about whether a client
should have an extension was made.'
That said, it is important to examine the
information we do have about the work
activities clients engage in to mitigate
or remove (when possible) barriers to
self-su fficiency.
The work activities of the 45 W-2
clients with a second extension do not
differ greatly from the work activities
of the 206 clients with one extension,
with two exceptions.
Seven percent
more clients with second extensions
were in mental health counseling and
disability assessment,
otherwise
the
two groups arc similar in their work
acnvincs.
It is possible that mental
illness is difficult to identify, and that,
over time, more clients are identified
with this barrier. It is also likely that,
compared to other barriers, mental illness is relatively difficult to resolve in
a six-month timeframe.
The kinds of work activities that the
extension population, defined as those
with at least one extension, engage in
differ significantly from the activities
of those who did not have extensions.
The extension population is much more
likely to engage in work activities suggestive of a disability or barrier to
self-sufficiency.
Nearly half (48 percent) of W -2 participants
with an
extension were engaged in physical
rehabilitation," compared to only eight
percent of those who did not have an
extension. Likewise, 37 percent and 24
percent of the extension population
engaged in mental health counseling
and disability
assessment,
respectively, compared to 9 percent and five
percent of those who did not have an
extension.
A greater percentage of clients withou t extensions
engaged
in work
activities related to employment
and
training. With the exception of occupational
assessments
and job skills
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training,
clients without extensions
engaged in employment and training
related work activities more often. For
example, only 4 percent of the extension
population
engaged
in
employment search in the most recent
month compared to 34 percent of those
who did not have an extension. Likewise, 34 percent
of the extension
population
engaged in work experience compared to 42 percent of those
who did not have an extension.
Finally, 15 percent
of clients with
extensions engaged in parenting and
life skills, compared to 4 percent of the
non-extension
population.
The analysis of work activity data
confirms that clients with extensions
are also likelv to face disabilities and
barriers to work that prevent self-sufficiency. These data also confirm that
those clients with extensions arc being
assigned to work activities designed
to help them overcome the barriers
they arc facing.
What these data cannot tell us is
whether these clients are overcoming
the barriers they face and moving up
the W-2 ladder towards self-sufficiencv. These data also cannot tell us
how' closely the barriers clients are
facing relate to their W-2 assigned
work activities. Obviously, clients receiving
alcohol
and drug abuse
(AODA)
counseling are likely to be
facing AODA barriers.
However, a
client with an unidentified mental health
problem may not be receiving mental
health counseling.
These data also
cannot tell us about clients' work activities during the 21 sr month when the
W-2 agency was to submit any extension request.
It is important to note
that some clients in this dataset may
have had their extension months ago.
Thus, the work activities during their
most recent month may not be related
to the receipt of an extension.
For
example, a client may have entered

AODA counseling in :May 1999 and
had a six-month extension after their
24th month.
If the counseling was
successful and the client did not relapse, the client may be working now.
Although that client would be in the
extension population, the client would
not now be engaged in AODA counseling.
Thus, there are some differences in
the characteristics
of persons with
extensions compared to all who reach
the time limit. To better understand
those differences
further statistical
analysis, as described in the next section, was conducted.
Specifically, we
examine what characteristics of W2T
clients make them more likely to have
an extension, holding all else constant.

The Effect of Participant
Characteristics on the Likelihood
of llaving an Extensionfor W2T
Clients
Our logistic regression
analysis
confirms some of what the descriptive
data analysis indicated.
W -2 participants in the W2T position who have
an extension arc more likely to be older,
to live in Milwaukee County, and to
have a disabled person in their assistance group.
Clients in the W2T
position with extensions do not differ
significantly from W2T clients who do
not have an extension by education,
number of children, or age of their
youngest child. Thus, there arc vcrv
few svsrcrnatic demographic
diffe/cnccs between those who have an
extension and those who do not.
We estimate a binomial logistic regression
model that allows us to
determine what characteristics
make
the 451 W-2 participants in the W2T
employment category, holding all else
constant, more or less likely to have an
extension.')
The logistic analysis is
more rigorous than the descriptive sta-
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tistics since it allows us to determine
whether a characteristic
is a statistically significant predictor of whether a
client has an extension, controlling for
other factors. For example, males have
extensions a greater percentage of the
time than females-33
percent compared to 13 percent.
However, an
analysis of gender in the logistic regression indicates that females are not
significantly more or less likely than
males to have an extension after controlli ng
for
several
other
characrc ris tics.
The model (see Table 2) controls for
characteristics
including demographic
variables such as race, education, and
age. We also control for number of
children,
age of youngest
child,
whether the participant lives in Milwaukee County or BOS, and whether
there is a disabled person in the assistance group.
We also include agesquared (in addition to age) to determine if the effect of age is non-linear
and an interaction of age and whether
there is a disabled person in the ass isranee group.
The model indicates that age is a
significant predictor of having an extension for W2T clients. Older W2T
clients are more likely to have an extension than younger clients, holding all
else constant (sec Table 2).
The logistic regression model (see
Table 2) shows that where W2T clients
live has a statistically significant impact on their likelihood of receiving an
extension.
Specifically, W2T clients
who live in BOS counties are more
likely, holding all else constant,
to
have an extension than clients who
live in Milwaukee County.
In the model, the direct effect of a
disabled person in the assistance group
is positive and significant at the .05
percent level, while the interaction of
disability status with age is negative
and significant at the .10 percent level.
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This suggests that younger W2T clients with a disabled person in the
assistance group are more likely to
have an extension; however, as clients
with a disabled person in the assistance group get older, this effect
diminishes."
This finding is not too surprising
given the prevalence of physical health
barriers and W2T clients in the SSI
application and appeal process. The
age-disability effect may be explained
by the fact that as clients get older they
are less likely to have disabled minor
children and, thus, they "age out" of
the W -2 program and are no longer
eligible to have an extension.
Finally, the model also shows that
Hispanic W2Ts are more likely to have
extensions than whites, the reference
group, holding all else constant.
It is
not clear why Hispanic W2Ts are more
likely than whites to have an extension. One might think language barriers
might explain this finding, however,
Asians as well as Hispanics face language barriers. It is important to note
that many variables not currently in
the model (e.g., work or welfare history) might explain this finding.
Some variables that one might have
thought would be predictors of having
an extension were not found to be
significant, holding all else constant.
The educational background of W2T
clients did not increase or decrease the
likelihood of receiving an extension. A
preliminary finding from this model
indicates that there is little evidence of
systematic
differences
between
groups. Thus, clients do not differ in
their likelihood of receiving an extension by educational level, age of their
youngest child, or number of children,
and racial differences are limited. Thus,
the regression analysis suggests that
the only characteristics
that are significantly different for clients who have
an extension are: living outside Mil-
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Table 2: Binomial Logit Model Predicting Extensions for W2T Participants \VlJo Reached 21
Months, January 1999 through June 2000
(Dependent Variable = Extension)
Independent variable

Coctlicient

Standard EITor

**
*

Constant
Age::: (Age -_21 )
Age SQuared = (Agc -- 21 ) squared
In Milwaukee Countv
Assistance Group Contains a Disabled Person
Race:
Non-Hispanic Whitc
Non-Hisp<Ulic Black
Hispanic
Non-Hispanic Asian
Non-Hispanic Othcr3

0.052
0.961
0.751
-0.363

Education:
Post High School
High School Graduate or Equivalent
Secondary School (9-12)
Elementary School (K-8) and/or No Formal Schooling

-0.009
-0.071
-O.50X

0.334
0.345
0.491

Age of Youngest chi ld

0.034

0.027

NLUnbcrof children

0.104

0.223

-0.048 *

0.025

Age

* Assistance Group contains a disabled person

Number of Observations
Log Likelihood

-1.404
0.096
-0.002
-0.906
1.030

***
**

**

0.631
0.051
0.001
0.273
0.507

0.2R4
0.400
0.55X
0.491

451
574.64

Note: This model omits independent variables that in a fuller specification had an absolute teststatistic less than I.
*** Significance of the coefficient estimate at the 0.0 I level
** at the 0.05 level
* at the 0.10 level.
a Other race includes American Indian/Eskimo, unknown and other.
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waukee County, a person in the assistance group who is disabled, and age
interacted with disability status. Future study should include additional
variables such as work activities, transportation, and work and welfare history-all
measured
during the 21"
month.

Barriers to Self-Sufficiency Faced
hy W-2 Participants with an
Extension
All W -2 clients are required to document all the barriers they may face with
their Financial and Employment Planners.
However,
only clients with
extensions have data on their barriers
collected and coded in detail in the
CARES data system. Thus, the only
data available on barriers is for the
extension population.
For the 206 W2 participants with an extension, these
barriers vary from physical and mental
health barriers to barriers related to
education or family issues. The majority of clients are being multiple barriers,
also called co-occurring
barriers, to
self-sufficiency.
Our analysis shows
both the co-occurrence of barriers faced
by these 206 W-2 participants, as well
as the prevalence of 34 different barriers.
Ninety-two percent nfW -2 participants with at least one extension have
co-occurring
barriers
to self-sufficiency. Likewise, 98 percent of W-2
participants with a second extension
have co-occurring barriers.
On average, the 206 clients with at least one
extension faced 4.5 barriers while the
45 clients with a second extension
faced 5.1 barriers to self-sufficiency,
on average.
It is not surprising that
clients requiring a second extension
represent the hardest of the hard-toserve clients, and, thus, faced more
barriers to work. Although examining
co-occurrence sheds light on the nurn-
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bcr of barriers facing harder-to-serve
clients, it is dependent on how barriers
are defined and counted.
Since not all barriers to self-sufficiency are equal in severity, it is useful
to examine the barriers that the state of
Wisconsin
has actually measured in
its welfare population.
Sixty-eight
percent of the extension population
(those persons with at least one extension) are in the SSI/SSDI application or
appeal process at the time they reached
a time limit. Another 20 percent were
being referred to vocational rehabilitation. The most common barrier is depression (38 percent) followed by various other physical barriers (37 percent)' Other common persistent barriers reported include lack of education
(27 percent), back problems (26 percent), limited or no work experience (24
percent), and caring for a family member (20 percent).
The 45 clients with a second extension also face many of these same
barriers. An even higher percentage of
clients (82 percent) are in the SSIISSDI
application or appeal process, and onethird were being referred to vocational
rehabilitation.
Phvsical barriers (47
percent), and depression (44 percent)
are even more common in this group.
The prevalence of several other barriers to self-sufficiency also increase in
this hardest to serve population. These
include back problems-up
from 7
percent to 33 percent-anxiety/panic
disorder-up
from 7 percent to 20 percent-and
Division of Vocational Rehabilitation (DVR) referral-up
from
13 percent to 33 percent. The DVR
referrals indicate that these clients are
being referred to services to mitigate or
remove one or more of their barriers to
self-sufficiency.
Some of these barriers, by themselves, may not be sufficient cause for
an extension or a client's inability to
become self-sufficient.
There are oth-
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ers, however, that by themselves, depending on their severity, may prevent
self-sufficiency.
As these data show,
the vast majo-rity of clients are facing
co-occurring
barriers.
This suggests
that similar barriers are likely to exist for
those who reach the 60-month
time
limit. W-2 agency staff throughout the
state are making every effort to mitigate or remove these barriers, though
they are not always successful.

W -2AGEl':CIES
POLICIESt\:"D

AND THE EXrENSIO:"

PROCESS

We conducted semi-structured telephone interviews with five administrators in W-2 agencies-three
in Milwaukee County and two in BOS counties-about
several issues related to
the policies and process of applying
for extensions.
The W -2 agencies
were purposively
selected
because
they have a high number of clients
reaching 24 months or a high percentage of clients with extensions.
The
purpose of the telephone interviews
was to gather qualitative information
abou t the barriers to self-sufficiency
facing participants,
any constraints
on the services provided, and other
needed services not curren tly provided. An additional purpose was to
understand the concerns, if any, about
the effect of the 60-month time limit on
W-2 participants,
generally,
and
harder-to-serve
clients, specifically.
The information collected from the
counties help (1) describe the population that has an extension and examine
why they are considered "harder-toserve;" (2) provide the state with feedback about the extension policies and
process; and (3) inform the state of
counties' concerns about the effect of
the approaching 60-month time limit
on the harder-to-serve
W -2 population.
The W-2 agencies contacted varied in the number ofW-2 participants

who had reached 21 months, from 15
clients in Kenosha County to 354 clients in Milwaukee County's Region 3.
The W-2 agencies also varied greatly
in their rate of requesting extensions
from 10 percent in Milwaukee County's
Region 6 to 75 percent in Dane County.
Thus, W -2 agencies that requested -a
higher percentage of extensions also
had a higher percentage of clients with
extensions with only 6 percent of all
clients at 21 months with extensions in
Milwaukee County's Region 6 compared to 71 percent with extensions in
Dane County.
As we recall from the logistic regression,
holding
other variables
constant, Milwaukee County residents
are less likely to have extensions than
BOS residents. We heard from some
W-2 agency officials that some agencies are more proactively pushing for
extensions for their W-2 participants.
Additional reasons suggested by state
staff include: differing labor markets
between large urban areas and rural
communities,
smaller caseloads and
clients with more barriers outside of
Milwaukee reflecting the longer period of time it took Milwaukee County
to convert to W -2, and the earlier progression of clients with fewer barriers
in BOS into unsubsidized employment.
The W -2 agency staff we spoke to
identified several common barriers clients are facing, and these are largely
the same barriers identified quantitatively through the data. They include
physical disabilities of the client, a
family member, or a child; alcohol and
drug abuse (AODA);
mental health
issues; illiteracy; domestic violence;
and labor market barriers.
Physical
disabilities identified are often difficult
to diagnose and not severe enough for
a client to receive SSI. These include
back pain and fibromyalgia-a
chronic
disorder characterized
by widespread
musculoskeletal pain and fatigue (U.S.
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DHIIS, National Institutes of Health
2(00). As one respondent said, "These
are VC1)' rcal problems that put the
client somewhere between eligibility
for SSI and employability."
A detailed description of screening
and assessment techniques, all of the
services provided, and the case management process W -2 participants go
through in each W-2 agency was beyond the scope of this study. We did
ask W -2 agencies to idcn tity briefly
what types of services are being provided and received a long list of providers and services of all types including substance abuse, mental health,
housing, counseling,
physical rehabilitation, literacy, domestic violence
and many others.
However, we focused our questions
on the weaknesses in the provision of services for
clients f;lcing barriers to self-suffiCiency.
Staff in all of the W-2 agencies
reported that there is not enough time
in services for harder-to-serve
clients.
In three of the five agencies, officials
said substance abuse treatment
was
not long enough since clients are often
in denial and prone to relapse. Substance abuse services are repeated for
many clients, however, two of the three
said this becomes expensive unless
the client is eligible for Welfare-toWork. One person said that there was
need for a substance abuse aftercare
program that follows the clients after
they return to their regular schedule to
prevent relapse. All the officials agreed
that the shortcomings
in servicestime in services and capacity-arc
decided by the providers and arc not
under their control." Other than needing more capacity at substance abuse
providers, there was little consensus
about what additional services could
be provided that are currently not being provided.
Additional
services
needed ranged from non- English men-
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tal health providers and translators to
services for severely disabled young
adults and children.
All W -2 officials we spoke to were
concerned about the approaching 60month timc limit and saw this as directly related to the provision of extensions for the harder-to-serve population.
When asked who, if anyone,
should be eligible for an extension to
the 60-month time limit, all the officials
we spoke to said it should be the same
population with extensions.
Staff in
four of the five W-2 agencies said that
there is a population of W-2 participants who, despite the many resources
being invested in them, will not be able
to attain self-sufficiency on W -2 and
are not eligible to receive SS!. A work
group made up of W-2 agencies sent
recommendations
to DWD in September 2000 stating that all families who
reach the 60-month time limit should be
assessed for an extension.
The summary recommendations
emphasize that
extensions
should be decided on a
case-by-case
basis, not categorically,
and that 20 percent (or some other
percentage)
is arbitrary
(Wisconsin
Contract and Implementation Cornmi ttee 2000).
A workgroup
comprised
of state
officials has also convened to consider both the issues discussed bv the
local-level workgroup
and a set of
broader policy issues related to the
harder-to-serve
population in Wisconsin. The state-level workgroup believes that a small number of people
may reach the 60-month time limit and
will require continuing cash assistance.
Even ifaIl206 clients required an extension to the 60-month time limit, that is
about 1 percent of the average monthly
case!oad in Wisconsin,
which suggests that the extensions can be funded
using T ANF funds. The state ofWisconsin intends to manage the 20 percent cap, not individual W-2 agencies.
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Thus, the 20 percent will not be decided on by an agency-by-agency
basis. If, eventually, 20 percent becomes
too Iowa figure, the state is committed
to reassessing this figure.
CO;'\CLUSIO:\'SA:"D

RECO;\l;\lE;\;DATIONS

The W-2 agencies review all the W2 cases that reach the 21" month in any
one employment position to determine
if an extension is necessary.
Only 6
percent of all W -2 participants (1,551
cases) who have been in the W-2 program between September 1997 andjunc
2000 reached 21 months, and, only 13
percent of these (206 cases) had an
extension.
Through
our
analysis
of
Wisconsin's
administrative
CARES
data and W-2 participant file data and
through interviews with selected W-2
agency staff, we have identified several common
characteristics
of the
harder-to-serve
extension population.
There are some characteristics of the
extension population that are not surprising. Clients with an extension are
more likely to have a disabled person in
the assistance group than those who
reached 21 months and did not have an
extension. Other characteristics of the
extension population were a bit surprising. On average, clients in the BOS
are more likely to have an extension
than clients in Milwaukee
County.
Hispanic clients are more likely, holding all else constant,
to have an
extension, as are older W -2 clients.
This information can be useful to help
welfare agencies target their resources
to those clients who are most likely to
need extra assistance.
In addition to differences in their
demographic and other characteristics,
the extension population also participated in different work activities than
those who reached 21 months and did
not have an extension.
This is evidenced by the fact that a greater

percentage of the harder-to-serve
extension
population
is engaged
in
physical rehabilitation 12 (48 percent)
and mental health counseling (37 percent) than in work experience
(34
percent) or employment search (4 percent).
An analysis of barriers and problems facing the extension population
reveals several factors.
Sixty-eight
percent of the extension population
was involved in SSIISSDI application
or appeal at the time the client reached
the time limit.
The most prevalent
personal barriers to work include lack
of education (27 percent), back problems (26 percent), limited or no work
experience (24 percent), and caring for
a family member (20 percent).
Despite aggressive intervention by
the W -2 agencies and resources invested in services and treatment, some
W -2 participants have not been able
to attain self-sufficiency through the
W -2 program. These clients had extensions to the 24-month time limit in
the W2T or CSj employment category,
and over one-fifth
of these clients
have or had a second six-month extension. In most cases, the W-2 agencies
have not yet heard whether
these
harder-to-serve
clients meet the criteria for the SST program and whether
they will be eligible to receive cash
benefits through that program.
Furthermore,
some W -2 participants face significant
barriers
to
self-sufficiency that have not yet been
mitigated enough to achieve self-sufficiency.
The
barriers
the
harder-to-serve
W -2 participants are
facing are many, and often they are cooccurring.
Clients with at least one
extension face multiple barriers to selfsufficiency.
In the experience of the
W-2 agency staffwe interviewed, some
of these harder-to-serve
clients are
not likely to achieve self-sufflciencythe goal of W-2. W-2 staff said that
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even after 60 months, some of their
clients with extensions-the
harderto-serve clients-will
not be able to
work.
Thus, from our analysis, we
conclude that there may be a group of
harder-to-serve
W -2 participants that
fall somewhere
between those who
succeed in attaining
self-sufficiency
under W-2 and those unable to work
who are also ineligible for SSI or SSDT.
It is difficult to predict how many
clients will reach the 60-month
time
limit and still be unable to achieve selfsufficiency.
Although currently only
about three percent (206 of approximately 6,600) of W -2 payment cases
have had an extension, this proportion
is likely to increase over time due to
two factors. First, the number of clients with a first extension will continue
to increase somewhat over time for a
least the next few years as the W - 2
program ages and more clients hit the
24-month and 60-month time limits.
While it seems likely that eventually
these numbers will level-off, when they
will do so and at what level remains
unclear.
Second, the low levels of
current cascloads in Wisconsin
and
nationwide were at least partly due to
an unprecedented
period of economic
expansion in the United States. Thus,
given the recent recession, cascloads
may have increased if the number of
W-2 participants unable to find reasonable employment
opportunities
also increased.
Based
on
the
analysis
of
Wisconsin's
administrative
CARES
data, the W-2 participant file data, and
interviews with selected W-2 agency
staff, the following recommendations
may assist Wisconsin in meeting the
needs of harder-to-serve
W -2 participants:
First, by continuing to provide technical assistance to W - 2 agencies, the
DWD can assist the agencies in developing and providing
services
for
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harder-to-serve
W -2 participants.
An
example of technical assistance may
include training Financial and Employment Planners to specialize in intensive
short-term (e.g., an SSIISSDI application) and long-term
maintenance
services (e.g., a disabled family member), or providing W-2 agencies with
more training and technical assistance
on the use of screening and assessment procedures
for barriers
to
employment.
Second, Wisconsin
should facilitate inter-agency initiatives to address
the barriers to work among the harderto-serve
population.
Increased
collaboration with public and private
programs or organizations such as child
welfare agencies, mental health providers, vocational
rehabilitation,
or
local businesses may assist W-2 agencies in cross-referrals,
planning,
developing
innovative
strategies
or
sharing expertise
in working
with
people with disabilities.
Third, Wisconsin should improve
the transition from W-2 to SSIISSDI,
and encourage W - 2 agencies to rely
on expertise during the SSIISSDI appeals process. Some W -2 participants
have progressive disabilities that may
eventually result in their inability to
work. Thus, their needs may be better
served by the SSI or SSDI programs
and requirements.
Fourth, Wisconsin should continue
to promote research on harder-to-serve
W-2 participants.
This paper presents
only a small part of what can be examined using the CARES
and W-2
participant file data. Future research
could analyze the cascload data in
combination
with extension data to
obtain projections about the growth of
the hard to serve population in Wisconsin. In addition, W-2 participants
should continue to be traced after they
leave the W -2 system. By continuing
to measure the well-being of past W-2
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participants, we can better understand
the impact of public policy decisions
on the lives of low-income families.

Norrs
1 4,425 W-2
participants had been
only in W2T, 14,490 only in CSJ, and
6,162 had been in both. The 6,162 may
be a slight undercount and the W2T
and CS] a slight overcount in that
these were counted by where they
were at the end of each month.
2 The
federal and state definitions
and effective dates of a month of participation vary but arc not significant
factors for this paper.
3 Since only 19 of 1,100 clients in
CS]s have an "extension, it is not feasible to estimate a logistic analysis
with so few cases. It is also not feasible
to combine the data for CS] sand W2Ts
since the criteria for eligibility for an
extension
is different
for the two
groups.
~ Selected W-2 agencies included
the two Milwaukee County and two
balance-of-state
(BOS) agencies with
the greatest number of clients to reach
24 months (Region 3-0pportunities
Industrialization Center of Greater Milwaukee
(OIC-GM),
Region
4-Employment
Solutions, Inc., and
Dane and Kenosha County W -2 Agencies as well as the Milwaukee County
agency with the highest percentage of
clients receiving
extensions
at 24
months and two for-profit W-2 agencies (Region
1-YW
Works)
and
(Region 6-l\1AXIl\1US
in Milwaukee
County). Of these six, Region 4 did not
respond.
'Although W-2 participants in trial
jobs are eligible for an extension, no
one in a trial job reached 21 months
between January 1999 and June 2000,
and, thus, no one in a trial job has been
eligible for an extension.
C On October
1,1996, prior to full W2
implementation,
Wisconsin

1\3

implemented the 60-month lifetime limit
for AFDC participants active in the Job
Opportunities
and Basic Skills program.
Individuals who transitioned
from AFDC to W -2 may have reached
the 60-mon th lifetime limi t before October 2001 (DWD, Wisconsin Works
Manual, Release 99-01, March 1, 1999,
Chapter 2.3.0).
7 DWD/DES
docs have data for
work activities measured during the
21st month; these data are not part of
this study due to time constraints.
8 Phvsical
rehabilitation mayor may
not be an indicator of a long-term physical barrier.
For example, physical
rehabilitation
may include recovery
from a broken leg or may be doctorprescribed physical therapy for a client
with a long-term disability.
o There are only 19 of a total 1,100
W-2 participants in CSJs (or less than
2 percent)
with an extension-not
enough to estimate a separate logistic
regression model for these clients. It
would also not be prudent to combine
the data for CSJs and W2Ts since the
criteria for eligibility for an extension
are different for the two groups.
III In the logit model our age measure
equals (age - 21). Since the youngest
W-2 participant in a W2Tposition
is21
years old, age is redefined to make
estimating the effects more straightforward.
The effect of age and
disability in the assistance group on
having an extension for W2T clients is:
1.030+( -0.048*(X-21», where X = age.
For a 30-year-old W2T client with a
disabled
person
in the assistance
group: 1.030+(-0.048*(30-21»
= +0.598.
For a 55-year-old W2T client with a
disabled
person
in the assistance
group: 1.030+(-0.048*(55-21»
= -0.602.
Therefore, the positive sign (+0.598)
indicates that a 30-year-old person in
a W2T position with a disabled person
in the assistance group is more likely
than a person in a W2T position with-
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out a disabled person in the assistance
group of the same age (the reference
group) to have an extension, holding
all else constant.
On the other hand,
the negative sign (-0.602) indicates
that a 55-year-old person in a W2T
position with a disabled person in the
assistance
person

group

in a W2T

is less likely than a
position

without

a

disabled person in the assistance group
of the same age (the reference
to have an extension, holding

group)
all else

constant.
11 W -2 agencies
can purchase services only if there is a provider willing
to provide the services.
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Erosion of Retiree Health Benefits:
Impact on Health Status of Near-Elderly
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Since the late 1980s, employer-sponsored retiree health insurance (ESRHI)
has been gradually eroding. Precipitated by rising health care costs, changing
demographics, new accounting rules, and a legal system that allows it, the erosion
of ESRHI threatens the health and security of millions of current and future
retirees. The ncar-elderly (ages 55 to 64) arc particularly threatened by these
developments as they rarely qualify for Medicare benefits and therefore rely
extensively on employer-sponsored coverage. Using three of the first four waves
(1992, 1996, 1998) of the Health and Retirement Study (HRS), this paper
considers the effect of an eroding network of retiree health benefits on the health
status of America's near-elderly. It finds that workers and retirees faced with cost
sharing in 1996 experienced greater declines in health status, over a two-year
period, than those with the most generous health insurance coverage. In addition
the worse an individual's baselin; health in 1996, the greater the d~cline in health
status by 1998. Taken together, these findings presage significant vulnerability
for a segment of the ncar-elderly population too sick to work but also too sick to
go without the comprehensive health insurance typically obtained through an
employer.
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Since the late 19805, employer-sportsored retiree health insurance (ESRHI)
has been gradually eroding. Prccipitated by rising health
care costs,
changing demographics, new accounting rules, and a legal system that allows
it, the erosion of ESRHI threatens the
health and security of millions of current
and
future
retirees.
The
ncar-elderly (ages 55-64) arc particularly
threatened
by
these
developments
as they do not quality
for Medicare benefits and therefore
rely extensively
on cmployer-sponsored coverage.
Research
has shown
that the
gradual erosion of ESRHI generally
docs nat mean a termination
of benefits for current or ncar retirees. Instead,

cost sharing and reduced coverage.
Future retirees, on the other hand, arc
increasingly excluded from the ESRHI
market as companies either rescind an
earlier promise or avoid the promise in
the first place.
This paper considers the effect of
an eroding network of retiree health
benefits
on the health
status
of
America's near elderly. While much of
the effect will not be seen for many
years, this analysis should prove instructive to policymakers and retirees
concerned with the future implications
of this gradual erosion. Using three of
the first four waves (1992, 1996, 1998)
of the Health and Retirement
Study
(HRS), one may evaluate the health
status of the near-elderly as a function

and ncar retirees face greater
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of health insurance coverage. Building off Wave I baseline data, one can
determine
the effect of higher employee/retiree
cost
sharing
on
self-assessed
health status.
Reasons for the erosion
health benefits

of retiree

1. Rising health care costs: Retiree
health insurance
has consumed
an
ever-increasing portion of retiree compensation.
National health expenditures as a share ofCDP has grown from
5.1 percent in 1960 to 13.6 percent in
1996 and an: projected to exceed 17
percent of CDP by 2010 according to
the Center for Medicare and Medicaid
Services. Health insurance premiums,
which increased steadily through the
late 1980s (high of 13.9 percent increase in 1988) and stabilized in the mid
1990s, have started to climb in recent
years (H C FA 1998). The Congressional
Budgt:t Office (1998) predicts increases
in health insurance premiums between
5 to 6 perce:nt through 2010. Based on
age and health risk factors, premiums
typically increase at a faster rate for
retirees compared to the rest of the
popu I;l tion.
2. Changing demographics: American workers are retiring earlier and
living longer than ever before. In 1965,
84.6 percent of men ages 55 to 64
participated in the workforce, by 1993
only 66.5 percent of this age group
participated. In addition, 65-year-old
men could expect to live: three years
longer in 1990 than they would have in
1960 (Karoly & Rogowsky, 1998). These
demographic changes significantly increase the aggregate number of years
retirees require health coverage.
3. New accounting standards: The
Financial Accounting Standards Board
(F ASS) approved Financial Accounting Statement No. 106 (FAS 106), "Employers'
Accounting
for
Postretirement
Benefits Other Than
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Pensions," in December 1990. FAS 106
required companies to record retiree
health benefits funded on a pay-asyou-go-basis as liabilities against current earnings in their financial statements. The financial profitability statements of many companies were suddenly threatened
by large liabilities
caused by retiree health benefits. F AS
106 opened the eyes of many business
leaders to the enormous cost posed by
retiree health benefits. Seemingly in
response to FAS 106, the 1992 Foster
Higgins survey found that about 50
percent of firms changed their retiree
health benefits between the 1990 issuance of F AS 106 and the December
1992 effective date. Certainly, many
more firms decided agai nst offering
ESRllI as a result.
4. Lack of a legal guarantee: Employers are within their legal right to
terminate or amend retiree health coverage at any point for current and
future retirees, provided the employer
has clearly specified this right in the
Summary Plan Description (SPD) filed
with the Department
of Labor. Only
those employers that have not explicitly specified their right to terminate or
amend retiree health coverage may be
held liable. The General Accounting
Office (1996) notes that "virtually all
employers" have reserved this right.

TypesofESRHI Erosion
Increased

cost sharing for

retirees

Many employers, particularly those
with 200 or more workers, have shifted
costs to retirees over the last two decades. For instance, among firms providing retiree health benefits, the Kaiser Family Foundation's
Employer
Health Benefits: 2001 Annual Sur·vey
reports that since 1999,26 perce:llt ofa11
firms and 53 percent oflarge firms (200
or more employees) increased the share
of the premium paid by retirees. Simi-

Erosion

of Retiree

Health

Benefits

larly, 33 percent of all firms and 32
percent of large firms increased the
amount retirees' pay for prescription
drugs. When these same firms were
asked to predict ESRJ- II coverage over
the next two years, a similar trend was
evident. Abo~t 24 percent of all firms
and 48 percent of large firms reported
that from 2001 to 2003, theywere either
very likely or somewhat likely to increase the share of the premium paid
by retirees. Similarly, 38 percent of all
firms and 51 percent of large firms
reported that they were either very
likely or somewhat likely to increase
the amount retirees' pay for prescription drugs.
Using Current Population
Survey
(CPS) data, the GAO (1997) identified
the same trend from 1988 to 1994, as
employee contributions
to premiums
rose about 10 percent faster than inflation. Over these SL"X years the percentage of firms covering the full cost of
retiree health insurance declined from
42 to 37 percent, while the percentage
of fIrms requiring employees to pay
some of the costs increased from 33 to
42 percent. The GAO (1997) calculated
that the median annual health insurance costs to retirees had grown from
$874 in 1988 to $960 in 1994 (in 1994
dollars).
Tn its annual survey of over 3,000
private and government agencies with
more than ten employees, William 1\11.
Mercer (2001) reported that health
benefit costs for active employees increased 7.3 percent in 1999 and 8.1
percent in 2000 .. Most of the increased
cost sharing was due to rising prescription drug benefit costs from 15.2
percent in 1999 to 17.5 percent in 2000.
When asked to predict future costsharing trends, employers predicted
an 11.3 percent increase in employee
contributions
on average. Forty-nine
percent of employers
reported
that
they intended to increase premiums or
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implement new cost-sharing
mechanisms over the next year, a signifIcant
increase over the 26 percent of employers that intended to do so in 1999.
One of the ways employers have
promoted cost-sharing
is by capping
the maximum employer contribution.
While only 15 percent of employers
with 1,000 or more employees capped
employer costs in 1993, that figure had
grown to 29 percent in 2000 (Fronstin
2001). In most cases caps have been
set high enough so they rarely affect
retiree costs; however, this will surelv
change as health care costs continu~
to escalate.

Restrictions on ESRlIl

Coverage

In addition to increased cost-sharing provisions, employers are devising
other ways to limit their retiree health
liabilities. One such way is through
age and service requirements.
Under
these eligibility requirements, workers
must work a certain number of years
and reach a certain age before gaining
access to ESRHI. Since 1996, the percentage offirmswith an age requirement
of at least 55 years and a service requirement of at least 5 years increased
from 46 percent to 62 percent (fronstin
2001).
Another way to restrict ES RBI coverage is to limit dependent coverage,
an approach often embraced indirectly
by employers via higher dependent
premiums. Using the first two waves of
the HRS,]ensen et al (1999) found that
the percentage
of near-elderly
who
obtain employer sponsored coverage
through a spouse dropped from 26.7
percent in 1992 to 23.8 percent in 1994.
Using CPS data, Fronstin (2001)
found contradictory
results as the
percentage
of retirdes receiving dependent
coverage grew from 18.8
percent in 1994 to 20.5 percent in 1999.
It is possible that dependent coverage
grew over the late 1990s as a function
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of the erosion of ESRHI. As retiree
health benefits erode, dependent coverage may have become more attractive
for many retirees, despite its higher
premIums.

F.ffilll Erosion
Cost Sharing
• Inrusc Ct11110ycr rR'IliLDlR
• Inrcec (:li-"Uiptimdug coss
•

Decline in the prevalence

of ESRlII

Many employers have embraced a
simpler and more cost effective means
oflimiting retiree health liability: terminate ESRHI or never enter the market in
the first place. The percentage of firms
offering retiree health benefits has
declined significantly since 1988, most
appreciably since the 1990 FAS 106.
The Kaiser Family Foundation and the
Health Research ~~ndEducational Trust
(2001) found that 66 percent of all large
firms offered retiree health benefits in
1988,46 percent did so in 1991, and 34
percent did so in 2001. Mercer (2001)
tound that 46 percent of large firms
(over 500 employees) offered ESRHI to
early retirees in 1993,40 percent did so
in 1996, and 31 percent did so in 2001.

Impact ofan eroding ESRlII system on
retirees
Increased cost sharing, increased
restrictions on coverage, and the declining availability of retiree health
benefits should not imply, however,
that the percentage
of retirees with
ESRHI has similarly declined. For example, using CPS data, Fronstin and
Reno (2001) found that the percentage
of early retirees with employer-sponsored health coverage remained between 36 and 39 percent from 1995 to
1999. Pol ct al (2000) similarly found
that among those agee! 55-64, rates of
uninsured have not increased in the
1990s. This apparent
inconsistcncv
can be explained in five ways.
1. Much of the observ~d erosion
can be attributed to an increasing hesitation among new firms to offer retiree
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health benefits to their employees. It is
possible that older workers without
access to employer-sponsored
coverage would not seek employment with
these new firms.
2. The termination of retiree health
benefits rarely applies to current or
near retirees. According
to Mercer
(2001), about S percent of firms offered
ESRHI for only a select group of employees, generally excluding recently
hired employees. While a signifIcant
part of the erosion
story
this
grand fathered approach will n;); affect
the insurance
status of retirees for
many years.
3, Many retirees
whose firms
dropped ESRHI obtain employer-sponsored dependent
coverage through a
spousal plan. Despite the possibility
that dependent coverage may be eroding and its costs increasing, it may
become more attractive to retirees faced
with the prospect of lost coverage.
4. Continuation
of coverage mandates (such as COBRA) provides employees with access to employer-sponsored coverage for 18 months upon
leaving the firm. Early retirees who had
coverage while working, but not while
retired, may use COBRA ..as the bridge
to Medicare and thereby avoid gaps in
coverage, As Fronstin and Reno (2001)
note, CPS data does not differentiate
between COBRA coverage and ESRHI,
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a common flaw in the data that prevents researchers from evaluating the
effect of COBRA on health insurance
covcr agc .'
5. I ndividuals who lose access to
ESRI II postpone retirement until they
become eligible for Medicare at age 65.
A wealth of literature has explored the
link between heal th insurance coverage and the decision to retire. The
latter half of this review focuses on this
link.
LITERATURE REVIEW

Healtb insurance coverage and the
retirement decision
Hurd and l\lcGarry (1993) isolate
the effect of a number of job characteristics, including
health
insurance
coverage, on the probability of working past ages 62 or 65. Using the first
wave of HRS, they find that having
health insurance on the job (but not in
retirement)
increases the probability
of working past age 62 by 3.2 percent.
Access to ESRHI with some cost sharing decreases
the probability
of
working past age 62 by 8.4 percent.
Access to ESRHI without cost sharing
(fully paid by the employer) decreases
the probability of working past age 62
by 11.3 percent. Access to ESRHI without any employer contribution has no
effect on the decision to retire. Hurd
and McGarry provide significant and
definitive findings on the prospective
effect of health insurance
coverage
and generosity on the decision to retire.
Specifying a structural retirement
model on multiple
sets of data,"
Gustman and Stcinmeicr (1994) draw
similar conclusions.
They find that
ESRHI delayed retirement up to the
point of eligibility and promoted retirement thereafter, for a net decrease in
the retirement age of ncar-elderly men
by 1.3 months.

X<)

Karoly and Rogowski's (1994) review of 1984, 1986, and 1988 Survey of
Income and Program
Participation
(SIPP) data provides more robust parameter estimates. They identify a 50
percent (or a 9 percentage point) higher
probability of retirement among workers with ESRHI compared to workers
without. As noted by Gustman and
Steinmeier
(1994),
Karoly
and
Rogowski may have overstated
the
effect of health insurance on the probability of retirement by omitting the
value of accumulated
pension
and
Social Security assets. It would make
sense that individuals
with greater
assets would be more likely to retire
early and may have greate; access to
ESRHl. If so, the omitted pension /
Social Security variable would POSitively bias the estimate.
Gruber and Madrian (1995) focus
on the effect of continuation of coverage mandates on the probability
of
retirement among 55- to 64-year-old
males. Using March CPS data from
1980 to 1990, the authors restrict the
sample to those with access to employer-sponsored
health insurance,
since only those with access while
working may obtain continuation
of
coverage upon retirement. Using a difference-in-difference
approach,
it is
estimated that one year of continuation coverage under COBRA leads to
a 32 percent (or a 2 percentage point)
increase in the probability of retirement. The authors
conclude
that
COBRA enables older workers to retire
before Medicare eligibility without temporarily
losing
health
insurance
coverage. If so, one would expect to
find a spike in retirement at age 63 lh, or
18 months before individuals become
eligible for Medicare. No such spike is
observed. Fronstin (2000) concludes
that Gruber and Madrian overstate the
effects of COBRr'\ on retirement by
ignoring the possibility that individu'-
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als use continuation
of coverage benefits as a bridge to future employment,
instead of as a bridge to "Medicare
benefits. High rates of reentry into the
workforce among the near-elderly cohort supports Fronstin's
analysis.
One of the most significant limitations of the earlier studies is the lack of
longitudinal
data on a representative
sample. While CPS afforded researchers the opportunity
to pull together
multiple years of data, it did not allow
researchers to track the experiences of
the same people over time. This shortcoming can be addressed using data
from the Health and Retirement Study
(HRS).
Blau and Gilleskie (1997) published
the first significant study of the effect
of health insurance coverage on the
decision to retire using HRS longitudinal data. They find that among males
aged 51 to 62, access to retiree health
benefits with some degree of cost sharing increases
the probability
of
retirement by 26 percent (or 2 percentage points) a year. Access to retiree
health benefits without cost-sharing
increases the probability of retirement
by 80 percent (or 6 percentage points)
a year. The impact of ESRHI on the
likelihood of retirement increases with
age. These effects arc signitlcantly
larger than those found in previous
studies. The authors attribute these
more significant findings to the usc of
longitudinal
trend data.
Using the first three waves of HRS,
Rogowski and Karoly (2000) corroborate these findings.
Among
male
workers aged 54 to 64 in 1996, those
with retiree health benefits were 68
percent (10.9 percentage points) more
likely to retire than those who would
lose employer-sponsored
coverage
upon retirement. They note that the
estimate may overstate the effect due
to selection bias if individuals with a
proclivity for early retirement are drawn
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to employers who offer ESRHI. By
controlling for such nonrandom selection, the coefficient on ESRHI picks up
these employee preferences for early
retirement,
thereby positively biasing
the estimate. In contrast to the Blau
and Gilleskie (1997) study of the first
two waves of I-IRS, Rogowki
and
Karoly (2000) find that various costsharing variables were not signiticant
predictors of retirement decision. Further research is necessary to explain
why the significance of cost-sharing
disappeared by Wave III.
llealth

Status

The erosion of retiree health benefits also raises serious concerns about
the health status of early retirees. However, very few studies have considered
health status as a function of health
insurance coverage. As explained in
this paper's "Conceptual Framework,"
using health status as the dependent
variable raises serious concerns about
the endogeneity between employment
status and health status. A signifIcant,
negative relationship
exists between
health status and employment
status;
as health deteriorates,
the probability
of retirement
increases. Jensen et a1
(1999) find that deteriorating health is
signifIcantly and positively correlated
with the decision to retire early. Dwyer
and Mitchell (1999) similarly find that
51- to 61-year-old men (HRS Wave I) in
poor health planned to retire one to
two years earlier than average. While
the authors base their conclusions on
self-reported retirement plans, an obvious extension of this research would
involve actual retirement decisions in
subsequent
I-IRS waves. Hurd and
McGarry (1993) fmd that the probability of working past age 62 is 6.6 percent
lower among individuals who rate their
health status as "fair."
One might also expect to find
endogeneity between health insurance
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coverage and health status. It is possible that a significant,
positive
relationship exists between health status and health insurance coverage; as
health deteriorates, the probability of
having insurance
declines. Johnson
and Crystal (1997) document that nearelderly' access to ESRHI declines as
healtl; status declines. While 82.2 percent of HRS Wave II respondents in
"excellent health" had employer-sponsored coverage, the figure dropped to
only 40.5 percent for those in "poor
health." Controlling for other factors,
they found that individuals in poor
he;lth were less likely to have employer-sponsored
health coverage.
While suggestive,
these descriptive
statistics do not demonstrate that poor
health status restricts access to employer-sponsored
coverage.
To identify a potential causal relationship, Johnson and Crystal (1997)
compared the likelihood of health coverage among workers across various
categories of self-reported health status. By considering
only workers in
this analysis, the authors were able to
remove labor force participation
as a
predictor of health insurance coverage. Finding that health status did not
have a significant or major effect on the
insurance
coverage of workers, the
authors conclude that coverage differences are driven primarily by labor
force participation
rates. Individuals
in poor health are less likely to work,
which in turn adversely affects insurance coverage. Nonetheless,
health
status is not endogenously
related to
insurance
status.
Gaps in the Literature
While the erosion ofESRHI and its
effect on the retirement decisions of
the near-elderly have been well documented, near-elderly health status as
the dcpenden t variable
has been
largely ignored. A number of studies
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have considered
health status as a
predictor of employment
status and
health insurance coverage, but no studies have considered health insurance
coverage as a predictor of near-elderly
health status. If health status is trulv a
function of health insurance coverage
as one would expect, then the erosion
of ES RBI has serious implications for
individuals who retire before Mcdicare eligibility. This study therefore
addresses a significant and important
gap in the literature.

CO:\'CEIYfVAL

FRA:VIEWORK

One expects to find a strong, positive relationship
between
health
insurance
coverage and changes in
health status; that is, individuals with
more generous coverage experience
better health outcomes over time. The
rationale for this hypothesis should be
obvious. Individuals with more generous health insurance coverage are more
likely to obtain preventative
health
care services and ward off health problems as a result.
Extending
this
hypothesis to the near-elderly in the
context of an eroding network of employer-sponsored
retiree
health
insurance presents the greatest challenge.
Prohahility

of Working

This challenge largely results from
the endogeneity
between the retirement decision and health status. It is
predicted
that individuals
in poor
health retire sooner than their counterparts. Therefore, if one hopes to isolate
the independent effect of health insurance on health status (controlling for
a number of factors including employment status), one must account for the
correlation between health status and
the retirement decision. It is therefore
essential
to begin this analysis
bv
estimating the probability of working.
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This essentially
replicates
prevIOus
research on the retirement
decision,
most notably Karoly and Rogowski
(2000).
In addition to the negative effect of
health status on the probability
of
working, it is also predicted that age
and the availability of health insurance
upon retirement
decrease the probability of working. The negative effect
of health insurance on the probability
of working should increase as the generosity of the coverage increases.
Change in Health Status
The second stage of this analysis
addresses the primary question of interest:
What
effect
does
employer-sponsored
retiree health insurance have on changes in health
status from 1996-1998? Estimating the
independent
effect of health insurance coverage on health status, one
must control for a host of competing
explanations
including the non-random selection of the decision to retire.
The two-stage approach applied here
allows for such estimation.';

DESCRWrIO;\lOFDATA

The Health and Retirement Study
(HRS) is a longitudinal
survey that
provides economic, demographic,
and
health information on a nationally representative sample of individuals born
between 1931 and 1941.-1 HRS interviewed 12,564 individuals from 7,703
households in 1992 with the intention
of re-interviewing
respondents
every
two years, for at least ten years. This
approach enables researchers to track
retirement behavior, health insurance
coverage, and health status, for example, of the same individuals across
multiple waves of data. No other previous retirement study allowed for such
detailed and robust analysis of the
same individuals over time.
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Inclusion/Exclusion

Criteria

The following criteria were used to
define the study sample. Individuals
selected were born between 1931 and
1941, producing age ranges of 51 to 61
in 1992,55 to 65 in 1996 and 57 to 67 in
1998. With the exception of 65 yearolds in 1996, the retirement decision
model was thereby limited to individuals who were not yet eligible for
Medicare. Like much of the research
on this age group, the analysis was
also limited to male head-of-households. As a result, household income
and household wealth was fully attributed to the male subject. The dataset
only included males who were working
full-time in 1992, since there was no
way to determine what factors contribut~d to pre-1992 retirement. Males for
whom health status information
was
not available in 1996 or 1998 were also
excluded. Lastly, individuals with emplover-sponsored
health insurance in
1996 who did not provide cost-sharing
information were excluded. The resulting
dataset
contains
1,639
observations.
Econometric

Models

The empirical model used to estimate the effect of health insurance on
changes ill health status is known as
the treatment effects model. The twopart model is comprised of a probit
equation to predict the probability of
working in 1996 and an OLS equation
predicting
changes in health status
controlling for the retirement decision.
The general treatment effects model is
described below.
warking96*
where
working96
and

= ~+

=

(1)

bx + u

1 if working96*

>

0 (2)
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£ 0

0 if working96

=

(3)

Conditional on working in 1992, the
variable working96
identifies
if the
individual is working in 1996 (working96 = 1) or if the individual is retired
in 1996 (working96 = 0). Changes in
health status between 1996 and 1998 is
expressed as a function of:
chg_hslJrd9698

b

=

+ b Z
1

+

2

b, working96

(4)

+ e

This treatment effects model controls for the potential
endogeneity
between the dummy variable working96
and
chg_hsord9698.
The
coefficient on 'luorkirzg96 in Equation
4 measures
the difference
between
workers and retirees, while controlling
for the non-random
selection of the
decision to retire or continue working.
Rho, the correlation between the residuals of the two models, was also
estimated.
A positive rho indicates
that individuals with a higher propensity to work experience better health
outcomes over time. Rho captures the
unobserved factors that jointly affect
the decision to retire and changes in
health status. For example, blue-collar
workers may retire earlier and experience worse health outcomes
than
white-collar workers due to the physical toll of the work.

Prohahility oj Working in 1996
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1/11,
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17
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A probit model estimates the probability of working in 1996 considering
a host of 1992 variables. The estimated
effect of baseline health in 1992 (fair,
good, very good, excellent) is compared to those reporting poor health.
In addition to self-assessed health status, difficulty with ADLs such as
walking a block, picking up a dime and
climbing stairs in 1992 was also included. Adding 1 point for moderate
difficulty and 2 points for severe difficulty with anyone of the 12 ADLs,
individuals received an ADL index of
0-24. Individuals with an ADL index
greater than 2 were categorized
as
ad!92hi.
Male workers were also divided
into 8 mutually exclusive health insurance categories.
Fully subsidized
employer-sponsored
health insurance
available upon retirement
serves as
the base category. One would expect
the availability
and generosity
of
health insurance coverage upon retirement to influence the probability of
working in 1996. For that reason, one
predicts different retirement decisions
for individuals with employer-sponsored health insurance in 1992 only
while working
(emp92hi_lloesrhi)
compared to individuals with no health
insurance (no92hi) or privately purchased insurance in 1992 (pri·v92hi).
Retirement
does not change
the
individual's
health insurance coverage in the latter two categories and
therefore should affect the probability
of working differently than for those
who lose coverage upon retirement.
Similar differences should appear for
workers
who
pay
some
(epsome92_esrhi)
or
all
(epnone92_esrhi) of the costs of rc-
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tiree coverage compared to workers
with fully-subsidized
coverage.
Change in Health Status from 1996-

1998

+
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The second stage equation
uses
OLS to measure the cbange in health
status from 1996-1998. The ordinallyscaled
dependen t
variable,
chg_hsord9698, took on five possible
values (-2, -1,0, 1,2) representing the
difference between self-reported health
status of 1996 and self-reported health
status of 1998. Each health-status category was assigned a number (1 =
poor, 2 = fair, 3 = good, 4 = very good,
5 = excellent) from which to derive
chg_hsord9698.
Going
from good
health in 1996 to poor health in 1998
represents a 2 point decrease in health
status
and therefore
generates
a
chg_hsord9698 value of -2. Changes
of 3 and 4 points (such as going from
excellent health in 1996 to poor health
in 1998) were coded as ± 2 due to the
infrequency of the occurrence.
The model also includes a series of
1996 variables, most notably six categories of health insurance coverage.
Divided initially into full-time workers
and retirees, the sample was further
divided based on cost sharing arrangements. Workers and retirees could pay
none, some or all of the costs of health
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insurance
premiums.
Workers
who
paid none of these costs in 1996 (either
because of generous employer-sponsored coverage or public coverage)
served as the base group. Unlike the
probit model, the availability of employer-sponsored
coverage
upon
retirement was no longer relevant. While
future access should affect the retirement decision, it should have no bearing
on changes in health status.
Baseline health status was also included in the model to control for 1996
levels of health. One might expect someone in poor health in 1996 (base group)
to experience greater declines in health
over time than someone initially in
excellent health (excellcnt96). Marital
status, age, race, education and financial status
are also included
as
predictors of changes in health status
over time.

RESULTS

Descriptive

Statistics

Table 1 reports the sample means
for each of the variables used in the
probit and treatment
effects models.
The mean of chg_hsord9698 is based
on a five-point scale ranging from 2 to
-2. A mean of 0.26 indicates that the
individuals in the sample experienced
a slight aggregate increase (14 point) in
health status from 1996 to 1998. The
largest category of baseline health status was "very good," with 33 percent
in 1992 and 36 percent in 1996.
The largest category of 1996 health
insurance
coverage
is 'worker
pay
none,' omitted from Table 1 because it
is the baseline category. Representing
4S.s percent of the sample, employers
of this group subsidize the full cost of
health insurance premiums. Another
34.2 percent of full-time workers pay
some
of
these
costs
(worker96paysome).
The 1992 health
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Table 1: Sam~le

means

Variable Name
chg_hsord9698
fair96
good96
verygood96
excellent96
worker96payall
worker96paysome
retiree96payaU
retiree96paysome
retiree96paynone
married96
age96
nonwhite
educlell
incornevn'

assets961
firsthome96'
sccondhomevo '
working96
fair92
good92
verygood92
excellent92
adl92hi
emp92hi_ noesrhi
epmissing92 _ esrhi
epsome92 _esrhi
epnone92_esrhi
pub92hi
priv92hi
no92hi
married92
age92
nonwhite
educlell
incornevz '
networth921
I

Expressed in ten thousandths

Mean

Standard Deviation

0.256
0.119
0.260
0.360
0.230
0.051
0.342
0.028
0.082
0.052
0.792
59.46
0.212
0.207
7.254
28.563
8.710
0.407
0.720
0.094
0.271
0.333
0.284
0.375
0.250
0.057
0.183
0.196
0.028
0.064
o. 119
0.796
55.46
0.212
0.207
6.291
26.666

0.857
0.324
0.439
0.480
0.421
0.219
0.475
0.165
0.275
0.221
0.406
3.119
0.409
0.405
10.975
81.297
14.354
3.610
0.449
0.292
0.445
0.471
0.451
0.484
0.433
0.231
0.387
0.397
0.165
0.245
0.324
0.403
3. I 19
0.409
0.405
5.653
60.689
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insurance variables are measured differently to adequately predict the retirement decision faced by older workers. It was therefore necessary to account for the availability of employersponsored health insurance coverage
upon retirement. About 25 percent of
the sample had employer-sponsored
coverage while working but lacked
such
coverage
upon
retirement
(emp92hi_floesrhi). Another 19.6 percent of workers in 1992 were slated to
receive employer-sponsored
coverage
upon retirement but would receive no
financial support for the premiums
(epnone92_esrhi).
Only 10.3 percent
of the sample had ESRHI fully paid by
the employer (baseline category). One
would expect these health insurance
variables to affect a worker's decision
to retire.
About 72 percent of people, all of
which were working in ] 992, were still
working full-time in 1996 (workillg96).
Over this time, mean annual income
increased
from about $63,000
to
$72,500. Net worth (including housing
and non-housing wealth) increased as
well from 1992 to 1996.

Probability of Working in 1996
As predicted, age, marital status,
income, baseline health status and
health insurance coverage all affected
the retirement decision of the individuals in the sample. These results arc
reported in Table 2. Baseline health
status affects the probability of working as one might expect; workers in
better health in 1992 have a higher
probability of working in 1996. Workers who reported good or very good
health in 1992 were approximately 19
percentage points more likely to be
working full-time in 1996 than workers
who reported poor health in 1992. Compared to the same baseline group,
workers who reported excellent health
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in 1992 were about 21 percentage points
more likely to be working full-time in
1996.
The less generous the health insurance coverage faced by workers upon
retirement, the higher the probability
of working in 1996. Each of the f()llowing groups are compared to workers
faced with employer-sponsored
health
insurance coverage upon retirement
for which the beneficiary pays none of
the cost of the premium. Compared to
this very generous form of ESRHI,
workers in 1992 faced with the full cost
of employer-sponsored
health insurance premiums upon retirement have a
9.1 percentage point higher probability of working in 1996. Similarly, those
with employer-sponsored
health insurance upon retirement who did not
provide cost sharing information
in
1992 have a 10.6 percentage
point
higher probability of working in 1996.
Lastly, workers without access to employer-sponsored
coverage who received public health insurance (Mcdicare, Medicaid or CHAMPUS)
in 1992
were 20.7 percentage points less likely
to be working in 1996. Since public
coverage for a near-elderly population
is targeted to the poor and disabled,
there may be a strong correlation between
pub92hi,
income92,
networth92 and the health status variables.
Age was the most powerful determinant
of employment
status.
Compared to aS5-year-old male worker
in 1992, a worker 60 liz years old is
approximately 38 percent less likely to
be working in 1996. While age decreases the likelihood
of working,
marriage increases that likelihood for
male head of households. A man who
is married in 1992 has an 1] percentage
point higher probability of working in
1996 compared to men who never married.
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Table 2: Probability

of working
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in 19<)6
Marginal impacts
Probit equation

fair92
good92
verygood92
cxcellcnt92
adl92hi
cmp92hi_nocsrhi
cpmissing92 _ esrhi
cpsomc92 _ esrhi
epnone92_esrhi
pub92hi
priv92hi
no92hi
married92
agc921
nonwhite
educlell
income921
networth92 I
constant

0.097
0.187 ***
0.190 ***
0.213 ***
-0.012
-0.011
0.106 *
-0.062
0.091 **
-0.207 **
-0.040
0.030
0.107***
-3.77 ***
0.020
0.001
0.0004 *
-0.0002 **
7.409 ***

Standard

Error

(l.()67
0.062
0.067
0.062
0.025
0.055
0.060
0.045

o,o:n

0.098
0.070
0.058
0.031
0.004
0.030
n.03]
0.002
0.0002
0.700

*** Significant at the ] % level
** Siunificant at the YJ;) level
* Sin~ificant
at the 10%)level
~
1 Elasticity
computed at the mean ofx

I ncome and net worth affect the
retirement decision differently. A 10
percent increase in income in 1992
increases the probability that a worker
continues to work in 1996 by about 0.4
percent. Inversely, a 10 percent increase in net worth in 1992 decreases
the probability of working in 1996 by
approximately 0.2 percent. While both
coefficients are statistically significant,
the magnitude of the effect is quite
small.
None of the other variables appear
to affect the probability of working in
a significant way. With larger samp~e
sizes, however, many more of the vanables may be statistically significant.

Determinants
Status

of the Change in Health

Similar to the retirement decision,
changes in self-reported
health status
from 1996 to 1998 were in part attributable to age, race, level of educational
attainment, assets, baseline health starus and health insurance coverage, as
displayed in Table 3.
The working96 variable is highly
significant and enormously important
to a study of this sort. Compared to
those not working full-time in 1996,
workers experienced declines in health
status of 0.88 points from 1996 to 1998.
This estimate accounts for all of the
variables driving the retirement dcci-
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Table 3: Change in Health Status from 1996-1998
Treatment effects
Coefficients

Standard Error

-0.875 ***
0.351 ***
0.684 ***
1.130***
1.461 ***
-0.208 **
-0.006
0.005
-0.182 **
-0.003
-0.037
-8.46 ***
0.095 *
0.140 **
0.048
-0.077 **
0.010
0.0016
2.149 ***
0.548
0.138

0.146
0.121
0.116
0.116
0.120
0.094
0.048
0.123
0.085
0.099
0.051
0.009
0.055
0.056
0.003
0.0003
0.002
0.006
0.624
0.079

working96
fair96
good96
verygood96
excellcnt96
worker96payall
worker96paysome
reti ree96payall
retiree96paysome
retirec96paynone
married96
age961
nonwhite
educlell
incomc96i
asscts961
firsthomevti'
secondhomevri'
constant
rho
Adjusted R2
*** Significant at the I% level
** Significant at the 5% level
* Significant at the 10% level
I Elasticity computed at the mean ofx
sion in the probit model discussed
above. Therefore,
one may conclude
that working itself, not the factors that
contribute to the decision to work, fuel
these observed declines in health status. The estimate of rho, which captures the correlation between the residuals in the two models (probability
of working in 1996; change in health
status from 1996-1998) is positive and
highly significant. The significance of
these unobservable
factors captured
by the residuals implies that the failure
to recognize the joint determination
between health status and the decision to retire would have produced a
biased estimate of the independent
effect
of employment
status
on

changes in health status over time.
Most important to this analysis, the
generosity
of health insurance
also
drives changes in health status. As
expected, from 1996 to 1998 the health
status of workers who pay the full cost
of health insurance coverage in 1996
deteriorates
0.20 points more than
workers who pay none of the costs in
1996. This elevated decline in health
status was also estimated for retirees
who pay some of the premium costs.
Over the same two-year period, these
retirees experienced health status declines of 0.18 points relative to workers
receiving fully subsidized employersponsored coverage in 1996.
Baseline health status affects sub-
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sequent changes in health in more predictable ways; the better an individual's
health in 1996, the greater the increases
in self-reported health from 1996-1998.
For example, relative to those in poor
health, individuals
who report fair
health in 1996 experience a 0.25 point
increase in self reported health status
over the two years. These increases
continue across the health status categories with gains of 0.68, 1.13 and 1.46
points for those in good, very good
and excellent health in 1996 respectively. All of these variables are highly
significan t.
Compared to a male, who is 55 years
old in 1996, a 60 Y2 year-old male experiences 85 percent more health deterioration by 1998. This is equivalent to
0.85 points on the five-point health
status scale used as the dependent
variable. Age has a much more pronounced and predictable
impact on
changes in health status than educational attainment, assets and race. Each
of the following estimates runs counter
to prevailing logic.
Educic l l : Compared to those who
have completed

12 or more years of

education,
those with less education
experience gains in self-reported health
status of 0.14 points from 1996-1998.
Assets96: A ten percent increase in
the dollar value of assets in 1996 decreases health status 0.7 percent by
1998.
Nonwhite: The health status of nonwhites increases 0.10 points more than
whites from 1996-1998.
A careful analysis of the HRS sample
and the 1639 observations that make
up this analysis may help to explain
how minorities with less education and
lower net worth experience
greater
gains in health than their comparison
groups.
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This study addresses an important
gap in the literature on retiree health
benefits. By using changes in health
status as the dependent variable, this
study attempts to quantify the health
effects of insurance coverage. To do
so, one must first estimate the effect of
health insurance coverage on the probahili ty of working,
an area of
well-developed research. As expected,
this study finds that as health status
increases, the probability of working
also increases. Also as expected, the
less generous the health insurance
coverage faced by workers upon retirement, the higher the probability of
working in 1996.
These results foretell the future of
retirement among the near-elderly as
ESRHI continues to erode. The retirement age should steadily increase,
particularly as the gap between employee and retiree coverage widens.
Individuals who retire early in spite of
the less generous
health insurance
coverage, however, will generally he
those individuals whose health has
deteriorated to the point where work is
impossible. For this segment of the
population,
for whom health insurance is most important, the erosion of
ESRHI will be particularly detrimental.
The estimates of the effect of health
insurance coverage on health status
raises further concerns for this population. As expected, workers faced with
the full cost of health insurance premiums and retirees faced with some of
the cost experience greater declines in
heal th status from 1996 to 1998 than
workers with fully-subsidized
coverage. It should come as no surprise that
the generosi ty of health insurance
positively
affects health status. In
addition, the worse the self-reported
health in 1996, the greater the declines
in health status by 1998. For example,
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an individual in poor health experiences a greater decline in health status than an individual in good health.
Since sicker people have a greater
need for health insurance coverage
and because they cannot avoid losing benefits by continuing
to work,
the erosion ofESRHI
matters most to
the very population slated to experience the erosion.
Additional
research is needed to
further document this effect, particularly since some of the findings are
counterintuitive.
For instance, individuals with greater educational
attainment and higher household assets experience
statistically
significant declines in health status relative
to their comparison
group. Whites
also experience
greater declines in
health status than nonwhites, a finding rarely supported in health outcome research. Lastly, a number of
health
insurance
variables
(worker96pajSfJme,
retiree96payall,
rcttrccv opavnonc) were not statistically significant, most likely due to the
small sample sizes. Perhaps additional
research, using subsequent waves of
HRS data, may explain some of these
incons istencies.
The negative health consequences
predicted by this analysis are some
years away. Since the erosion ofES RHI
generally applies to future retirees, as
opposed to current or ncar retirees,
there is time to craft a suitable policy
response. Whether
it involves special tax incentives for employers who
maintain retiree health benefits or extending public coverage to a larger
percentage
of near-elderly
retirees,
public policy should adapt to the
changes in the ESRHI marketplace.
This study shows that without such
changes, the health of our near-elderly retirees is in jeopardy.
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Nons
1 While the Health
and Retirement
Study also fails to differentiate
COBRA coverage from ESRHI, many researchers have categorized those who
pay the full cost of employer-sponsored coverage as participants in COBRA. The legitimacy of the assumption should be questioned and investigated.
2 Retirement
History Study(19691979), National Medical Care Expenditure Survey (1977), Survey of Consumer Finances (1983-1986),
Current
Population Survey (1988).
-;See the Econometric l\1ethods section for a more detailed explanation of
this two-stage approach. Known as a
treatment
effects model, this model
controls for the potential endogeneity
complicating much of the research on
health insurance and health status.
-1 Key respondents
were ages 51-61
in 1992. I-IRS also gathers information
on the spollses of key respondents
regardless of age.
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Book Reviews
Beyond Sweatshops:
Foreign Direct
In-ucstment and Globalization in De·veloping Countries, by Theodore
H.
Moran, Brookings Institution
Press,
196 pp.
Theodore Moran takes on a hot topic
of the globalization debate in this digestible survey: the costs and benefits
of foreign direct investment (FDI) into
manufacturing
plants in developing
countries. The knitted cover design signals a warm neutrality, as if to deter
neither Washington ncoliberal nor Seattle insurgent.
The book's thesis is unlikely to
resonate
with the latter, however.
Moran carefully presents data from
Mauritius,
Madagascar,
Costa Rica,
the Dominican Republic, and the Philippines to debunk a series of myths
about the effects of multinationals
on
their home and host countries.
The first half of the book deals with
labor standards. Moran observes that
more than 90 percent ofFDI goes into
sophisticated
sectors such as electronics and transportation
equipment,
where working conditions are generally good. Moreover, these sectors are
shown to exert a positive pull on conditions in lower-skill sectors, such as
garments, in the same country. Besides, the book argues, any attempts
to use the WTO or the ILO to enforce
core labor standards in poor countries
would be mired in national sensitivities, and vulnerable to capture by pro-

tcctionist interests in the industrialized world. Finally, labor makes up
such a tiny proportion of most multinationals'
costs that voluntary
labor
codes are likely to work.
The second half of the book discusses policies to maximize the benefits
of FDI to home and host. Experience
here suggests that commonly observed
regulations stipulating do~estic-content or joint-venture requirements lead
to high-cost, low-growth
enterprises
whose objective is to dominate a protected host market rather than compete
in exports. Another common policy, the
Export Processing Zone (EPZ), comes
second-best to horizontal policies that
cultivate a good overall investment climate. Contrary to worries about "giant
sucking sounds," outward FD1 creates
high-value employment
in the home
country through exports and innovation. And most importantly, inward FDI
has proven potential to transform poor
economies for the better through the
dynamic adaptation of management and
technology. Put away your balaclava
and relax over a Frappuccino.
Skeptics may find some holes in this
fabric. For instance, discussion of the
gains to developing countries from FDI
revolves around automotive and electronics factories, whereas most of the
concerns about labor malpractice apply
to low-skill industries. The ability of
dc:,eloping countries to make the leap
quickly from low- to higher-skill sectors
is also taken a little lightly. The analysis
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sidesteps an admitted lack of freedom of
association in many EPZs by averring
that this problem also exists in the USA.
And the costs of the proactive policies
seemingly advocated for poor countries-publicly
funded vocational training in the case of Intel in Costa Rica, to
name one-is not discussed. If multinationals do not generally exploit workers,
is it possible that they exploit governments, by encouraging costly bidding
wars between overeager suitors in the
developing world?
Overall, though, these omissions
do not obscure this book's strong
central finding, that most FDI has large
positive effects on the poor countries
that it is presumed in many quarters to
exploit. Moran's style is to raise proposals quizzically at first and then discuss their merits, and this deserves
recognition for promoting dispassionate debate in a sphere where facts have
seldom ruled rhetoric. Yet by the end,
readers may be left wondering
who
exactly is recommending
some of the
more plainly ludicrous proposals that
he dismantles, such as the WTO enforcing a worldwide "living wage," for
example. Beyond S'lueatshops is a valuable compilation
and a useful reference for the globalization debate. Given
its unequivocal conclusions, however,
Moran has been too kind by refraining
from putting names on some of the
arguments he refutes.

l\1ARK

R. THOl\lAS

The World Bank

Government
Failure:
A Primer in
Public Choice, by Gordon
Tullock,
Arthur Seldon and Gordon L. Brady,
CATO Institute, 2002,193 pp.
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The three authors of this book state
that their objective is not to change
democratic
governments
but to ask:
'What is public choice and what difference docs public choice make in
understanding
democratic processes?"
(p. 8) They succeed partially in accomplishing their stated goal, and fail entirely
at masking their ultimate aspirations to
dramatically reduce the size and authority of government.
As evidence of the
latter, in the Preface, Arthur Seldon boldly
claims that Lincoln's "government of
the people, by the people, and for the
people" has become in our day "government of the Busy (political activists),
by the Bossy (government managers),
for the Bully (lobbying activists)." (p. x)
As the authors
employ
public
choice, it is a method of analyzing
social institutions and public policies
that assumes most of the behavior of
individuals is the result of self-interested utility maximization. Fairenough.
They further argue that "politicians
and businesspeople will sometimes pay
a price in order to do what they think is
(altruistically) good, but on the whole
they can be expected to act in such a way
as to maximize their own well-being in
terms of reelection prospects." (p. 6)
The authors then employ this wellknown rationality assumption to explain,
in straightforward terms, how majority
voting rules, logrolling, the prisoner's
dilemma, and the collective action problem can generate paradoxical outcomes
and social losses in the contexts of the
U.S. and Great Britain. This explication
is the highlight of the book.
This book might find an audience
among undergraduates
who are being
exposed to public choice for the first
time, so long as the claims that are made
are not left unchallenged, for many of
them are either logically inconsistent or
at odds with overwhelming empirical
evidence. In Part 1, for example, Gordon
Tullock arf,llles that government mar-
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kets-v-for such things as representation, votes, and constituency
benefits-function
imperfectly relative to
private markets because individual actors in government markets rarely feel
personally the policy repercussions of
their votes. As a result, they neither
seck nor obtain adequate information
about what would be sound public
policy. The claim that political transactions differ in crucial ways from market
transactions might lead more circumspect scholars to question the wholesale application of the market analogy to
government operations, but not these
three true believers in public choice.
Tullock pushes his argument to the
extreme, claiming that the imperfect information driving public-sector
decision-making results in "an almost complete uniformity of dishonesty" in politics and government. (p. 14) J-Ie follows
this over-zencralization
bv contradicting it, sta~ing that the t~~ct that U.S.
Members of Congress and British 1\;1embers of Parliament rarely retire with great
wealth, in spite of the f~lct that they
controlled vast sums of money, "shows
they must be honest." (1" 39) How useful is this treatise un public choice theory
if it boldly predicts that all politicians
necessarily are dishonest,
and then
observes that they demonstrably
arc
not?
Tullock continues
by describing
some Asian countries as underdeveloped because the norm there is to seek
"rents" or special privileges from the
government that limit competition. He
contrasts this abhorrent practice of "rent
seeking" in the east with the examples of
inventors James Watt and Thomas
Edison, whose achievements promoted
Western development. What he fails to
mention is that Watt and Edison sought
and obtained "patents" from the government for their inventions. In other
words, Watt and Edison engaged in
exactly the rent-seeking behavior that

J05

Tullock claimed typifies the East but not
the Wcsr:
The central shortcoming
in the
authors' analysis is their unwillingness to admit that government
and
politics are different from business
and economics in ways that limit our
ability to predict and prescribe publicsector outcomes,
based solely on
overly simplistic private-sector
rationality assumptions.
If government
actors were primarily driven by material self-interest, they would not enter
government,
since studies show that
the average government worker could
earn a signifIcantly higher salary in
the private sector. Moreover, government workers and politicians need to
cooperate with others in repeat-play
games and be able to justify their
decisions and actions in non selfinterested terms, something that the
authors themselves admit when they
observe that rules of propriety and the
fear of political scandal restrict the
choices of politicians, thcrcbv reducing the dllciencv with which thcv can
exploit the public.
.
r n all of these cases, because of
differences
between the public and
private sectors, institutions
have developed to temper the self-interested
behavior of individuals and reduce the
negative impacts of such things as
imperfect information.
Such institutional arrangements
as multiple veto
points, public reporting requirements,
and organizational competition, are the
focus of many sophisticated
applications of public choice theory to public
sector outcomes.
Unfortunately,
they
play only a limited role in this treatise.

PATRICK]'

Georgetown

\NOLF

Public

Policy Institute

106

The Georgetown

Owning Up: Po-verty Assets, and the
American Dream, by Michelle MillerAdams, Brookings Institution
Press,
2002,224 pp.
As the five-year limit on public assistance approaches, forcing the first wave
of welfare recipients to abandon their
benefits, the fractious debate over wclfare-to-work programs will once again
flare up at the forefront of the national
political dialogue. In Owning Up: Po-verty, Assets, and the American Dream,
Michelle Miller-Adams offers keen insight into the coming political storm and
offers an innovative framework to analyze anti-poverty policies. Paramount
among the astute contributions of her
latest work is the distinction of income
disparity, which may in fact be declining, and wealth disparity, which has
drastically risen despite the unprecedented economic expansion and myriad
anti-poverty programs. Miller-Adams
contends that myopic anti-poverty programs focusing solely on alleviating
income disparities exacerbate wealth
gaps in the U.S. by hindering asset
accumulation. The ability to accumulate
assets, she contends, allows the poor a
point of stability amidst shaky financial
waters, serving as a buoy to lift themselves out of the depths of poverty into
the realm of economic independence.
The traditional notion of assets is
expounded in the opening chapter and
an asset taxonomy is offered consisting of four categories:
"economic assets," the "traditional
concepts
of
wealth"; "human
assets," the skills
and knowledge that allow workers to
succeed; "social assets" the "networks
of trust" that bring individuals together
and offer support; and "natural assets," the natural resources in our surroundings (p. 2). Miller-Adams frames
her assertions regarding asset building
by juxtaposing favorable asset accumulation policies for middle and high in-
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come Americans with the policy barriers
inherent in asset building for low-income earners. The example of tax-deductible home-mortgage
payments,
which unquestionably
helps middleand upper-income households, illuminates this sharp contrast. It also establishes the precedent of federal government intervention in helping Americans
acquire sufficient assets to achieve financial security, and forces the reader
to ponder why like-minded policies are
not in place for low-income Americans.
After unearthing
these important
concepts,
Miller-Adams
begins her
four-chapter
transnational
journey to
an array of localities that have enacted
unique and innovate solutions to the
impediments of asset development.
In
each of these chapters Miller-Adams
underscores the importance of wealth
accumulation and portrays the symbiotic relationship between asset development and cultivation with successful
transitions out of poverty and public
assistance. The second chapter, "Coming Home," relaying the story of Neighborhoods Incorporated best illuminates
the catalytic nature of asset accumulation. Neighborhoods Inc. provides training and knowledge, or "human assets"
to its participants and helps them attain
homeownership,
an "economic asset."
In doing so, strong social networks, or
"social assets," are cultivated among
the participants, allowing their neighborhoods to blossom into desirable and
safe housing locations.
This group's
successes, and the rejuvenation of sections of the city, rest on the .amalgamation and accumulation of multiple assets.
In "Coming Home," and subsequent
chapters, Miller-Adams does a masterful job of setting the stage with background information, instilling sufficient
knowledge to ground the reader in the
difficulties faced by local residents. The
most endearing aspect of these chap-
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ters is Miller-Adams' deft ability to depict the struggles faced by those enrolled in the anti-poverty programs and
those administering the services. It is
these interpersonal depictions that offer an uncharacteristically
human dimension to the statistics ;)ffered earlier
in the book. This forces the reader to
relate to low-income Americans not as
statistics, but as hard-working individuals deserving of equal opportunities to
acquire the reigns of their economic
self-sufficiency.
While "Corning Home" and other
chapters in this section offer inspirational stories of success, the most
uplifting facer of these chapters is their
potential for more universal applicability. This is especially true ofIndividual
Development
Accounts (IDA's) that
arc the topic of the final chapter, which
provides
a national
perspective
on
anti-poverty
measures and also outlines a potentially successful national
policy for abetting asset accumulation
for low income Americans. Her adroit
portrayal of the American political land
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scape demonstrates that she is a savvy
reformer, well-versed in the nuances of
enacting anti-poverty programs at both
the national and local levels.
The "take-home"
message of this
book is that while closing the income
gap is an important goal, to fully address
the systemic aspects of poverty in the
U.S. programs will have to ensure that
low income Americans have "...a stock
of assets that allows them to invest in
the future" (p. 202). "Owning Up" illustrates the saliency of this proposal by
honing in on local successes as well as
highlightingnational
initiatives to combat domestic poverty.
By shedding
light on these issues, this book is an
important contribution to framing the
debate on anti-poverty
programs of
the fu ture and deserves a place on the
bookshelf of any reformer interested
in combating the current poverty criSIS.
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