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Background

I Typical welfare programs:
I Provide maximum benefits to families with no income
I Benefits reduced (almost dollar for dollar) with additional

earnings

I Simple labor supply theory predicts that this type of
welfare program will discourage labor force participation

I Advocates of the Earned Income Tax Credit (EITC) argue
that this policy has much less distortion on labor supply

I In fact, for the lowest income earners, the EITC is said to
encourage labor force participation
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EITC Design

I Began in 1975 in order to offset the social security payroll
tax for low income families

I In 1996 federal EITC spending nearly 2x that of Aid to
Families with Dependent Children (AFDC)

I Eligibility Requirements:
I (1) Positive earned income
I (2) Adjusted gross income and earned income below a

specified threshold (2013: between $14,340 and $51,567)
I (3) Have a qualified child
I (Also, must be a taxpayer)
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EITC Budget Constraint



Theoretical Welfare Analysis

I “The impact of the EITC on the labor force participation of
unmarried taxpayers is therefore unambiguously positive”

I Workers who preferred working before EITC still do and
some are encouraged to work due to additional after-tax
income (draw picture)

I Question: Why unmarried taxpayers?

I The impact on hours of work depends on which region of
the budget constant the taxpayer was in before the EITC

I Phase-in region: Ambiguous effect
I Constant region: Reduction in hours
I Phase-out region: Reduction in hours
I Beyond the credit region: Taxpayers may decide to reduce

their hours to receive the credit
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Identification Strategy

I Exploit the 1987 expansion (TRA86) of the EITC (draw
picture)

I Increased the subsidy rate from 11 to 14%
I Increased the maximum income from $5,000 to $6,080
I Reduced the phase-out rate from 12.22 to 10%

I At every level of earnings the EITC amount after the
expansion was at least as large as it was before

I Theoretical prediction: labor force participation will
increase but hours worked will decrease
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1986 and 1988 EITC



Identification Strategy
Continued

I Natural experiment caused by TRA86
I “Treatment” is the shift of the budget constraint
I Recall: Eligibility is determined by presence of a child and

income being above zero and below a threshold level

I (Main experiment) Estimate the difference between:
I Treatment (a): Single women with children
I Control (a): Single women without children

I (Alternative experiment) Focus on low-income families:
I Treatment (b): Single women with children and low educ
I Treatment (c): Single women with children and whom the

authors predict would have earned incomes making them
eligible for the EITC

I Control (1): Single women without children and low educ
I Control (2): Single women with children and more than

high school educ
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Data

I March CPS samples from 1985-1987, 1989-1991

I Sample includes:
I Unmarried females (widowed, divorced, and never married)
I Ages between 16 and 44 years old
I Exclude any women with negative earned income or positive

earned income but zero hours of work
I Pooled sample size: 67,097 observations
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Results for Labor Force Participation



Regression Analysis: Labor Force Participation

I Due to observable differences between groups a regression
analysis can help control for demographic differences

I Control for changes over time and correlation of
demographics with labor force participation

I Reduces residual variance and improves estimation efficiency

I P (lfpit = 1) = Φ(α+ βZit + γ0treatmenti
+γ1post86i + γ2(treatment ∗ post86)it)

I lfp = 1 if a woman reported working at least one hour
during the previous year

I Zit is a vector of controls
I treatmenti = 1 if woman has a child
I post86t = 1 if the time is after the 1986 tax reform
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Regression Results: Labor Force Participation
Continued



Regression Analysis: Hours Worked

I Recall: The impact of the EITC on hours worked depends
on the region where a household rests on the budget
constraint

I Hoursit =
α+ βZit + γ0kidsi + γ1post86t + γ(kids ∗ post86)it+ εit

I Zit is a vector of controls
I kidsi = 1 for unmarried women with children
I post86t = 1 if the time is after the 1986 tax reform



Regression Analysis: Hours Worked

I Recall: The impact of the EITC on hours worked depends
on the region where a household rests on the budget
constraint

I Hoursit =
α+ βZit + γ0kidsi + γ1post86t + γ(kids ∗ post86)it+ εit

I Zit is a vector of controls
I kidsi = 1 for unmarried women with children
I post86t = 1 if the time is after the 1986 tax reform



Regression Results: Hours Worked



EITC impacts participation, but not hours worked?

I Theory suggests the EITC should increase labor force
participation and reduce the hours worked of those already
working

I 4 explanations for this puzzle:
I This result is actually commonly found in other studies

(Mroz 1987; Zabel 1993; Triest 1992)
I Many EITC recipients do not know that they receive the

credit
I It is easier to measure participation than hours worked
I It is possible some unknown positive shock explains their

findings
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Conclusion

I Find evidence that the EITC increased labor force
participation of female headed households

I Note that there may be decreasing returns if
non-participants are increasingly far from the participation
threshold

I Find no evidence that the EITC decreased hours of work
for people already in the labor force

I As awareness of the EITC increases (with increasing credit),
there may be greater sensitivity to the increasing marginal
tax rate

I A full evaluation of the EITC needs to go beyond the
impact on labor supply

I Factor in the value of the additional income and change in
leisure vs. net income lost by taxpayers and associated
deadweight loss
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Discussion

I This is a Diff-in-Diff paper from 1996, so what do you
think about the standard errors?

I The authors use the delta method to calculate standard
errors, does this adequately account for serial correlation in
outcomes over time?

I Bertrand et al. (2004) suggest clustering, but at what
level??
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