
University of Wisconsin-Madison 

IRP Discussion Papers 

S h e l d o n  D a n z i g e r  

TAX REFORM, POVERTY, 
AND INEQUALITY 



I n s t i t u t e  f o r  Research on Poverty 
Discussion Paper no. 829-86 

Tax Reform, Poverty, and Inequal i ty  

Sheldon Danziger 
I n s t i t u t e  f o r  Research on Poverty 
Universi ty of Wisconsin-Madison 

January 1987 

Revised September 1987 

Paper prepared f o r  the Western Michigan Universi ty Department of 
Economics Lecture s e r i e s  on Tax Reform i n  the U.S., supported by the 
Upjohn I n s t i t u t e  f o r  Employment Research. This research  was supported i n  
p a r t  by funds provided by t h e  Universi ty of Wisconsin Graduate school  
Research Committee. Nancy Rortvedt provided valuable c l e r i c a l  
a s s i s t a n c e ;  El izabeth Uhr, valuable e d i t o r i a l  ass i s tance .  The views 
expressed a r e  those of the author  and n o t  of the I n s t i t u t e  f o r  Research 
on Poverty o r  the funding agencies.  



Abst rac t  

The Tax Reform Act of 1986 i s  the  most s i g n i f i c a n t  an t ipover ty  

l e g i s l a t i o n  of t he  l a s t  decade. The increased personal  exemption, the  

increased  s tandard deduction, and an  increase  i n  the amount of the earned 

income tax  c r e d i t  and the number of f ami l i e s  who w i l l  be e l i g i b l e  f o r  i t  

w i l l  remove about  s i x  mi l l i on  poor and n e a r p o o r  f ami l i e s  from the tax 

r o l l s .  These devices w i l l  be indexed f o r  i n f l a t i o n .  

Yet,  because poverty and income inequa l i ty  increased subs t a n t i a l l y  i n  

t h e  1970s, and because economic growth a lone  i s  not  s u f f i c i e n t  t o  a i d  

many of the poor, some f u r t h e r  tax  reforms a r e  proposed. These include 

rep lac ing  the  personal  exemption with a  pe r  cap i t a  refundable c r e d i t ,  

and, more ambitious, r a i s i n g  the  value of the  per  cap i t a  refundable 

c r e d i t  to a  l e v e l  t h a t  w i l l  enable i t  t o  rep lace  both the personal exemp- 

t i o n  and the Food Stamp program. A second proposed reform is to  make the  

c h i l d  c a r e  tax  c r e d i t  refundable so  t h a t  it can be used by g r e a t e r  num- 

b e r s  of poor and near-poor fami l ies .  



Tax Reform, Poverty,  and Inequa l i t y  

I. INTRODUCTION 

The Tax Reform Act of 1986 i s  the most s i g n i f i c a n t  an t ipove r ty  

l e g i s l a t i o n  of the l a s t  decade. It i s  important n o t  only f o r  the $5 

b i l l i o n  a year  i n  tax r e l i e f  i t  provides to  the working poor bu t  a l s o  

because i t  r e f l e c t s  b i p a r t i s a n  suppor t  f o r  using the t ax  system t o  

inc rease  the incomes of the  working poor.l The consensus to  a i d  the  poor 

that emerged during debate  over  t he  1986 Act is p a r t i c u l a r l y  important 

because the  Reagan admin i s t r a t i on  had previously disavowed using tax  

reform f o r  d i s t r i b u t i o n a l  purposes. I n  h i s  1982 Economic Report,  

P r e s i d e n t  Reagan s t a t e d :  

As a r e s u l t  of the  passage of the h i s t o r i c  Economic Recovery Tax Act 
o f  1981, we have s e t  i n  p lace  a fundamental r e o r i e n t a t i o n  of our  tax 
laws. Rather than using the  tax  system t o  r e d i s t r i b u t e  e x i s t i n g  
income, we have s i g n i f i c a n t l y  r e s t ruc tu red  i t  to  encourage people t o  
work, save and inves t more (p.  6 ) .  

The Economic Recovery Tax Act (ERTA), un l ike  the 1986 Act,  d id  n o t  

a i d  the  working poor. Q u i t e  to the cont ra ry ,  i t  a c t u a l l y  increased t h e i r  

t a x  burdens. I n  a d d i t i o n  t o  t h e i r  adverse t reatment  by ERTA, the working 

poor have been adversely a f f e c t e d  by two major economic and pol icy  

changes. F i r s t ,  the  economic s t agna t ion  of the p a s t  f i f t e e n  years  ra i sed  

poverty and income inequa l i t y  we l l  above the l e v e l s  achieved during the  

mid-1970s. And, a l though the  c u r r e n t  recovery has been long and robus t ,  

t h e  poor have gained d i sp ropor t iona te ly  l i t t l e .  Second, the  Reagan 

budgetary retrenchment of the e a r l y  1980s reduced income t r a n s f e r s  and 

s o c i a l  spending t h a t  was ta rge ted  on the poor and the near-poor. A s  a 

r e s u l t ,  many low-income f a m i l i e s  who would have received b e n e f i t s  had 

s o c i a l  programs n o t  been cu t ,  r ece ive  no b e n e f i t s  today. And, d e s p i t e  



t h e  b e n e f i c i a l  e f f e c t s  of t he  1986 Act, the poor s t i l l  have no t  regained 

t h e i r  mid-1970s l e v e l  of l i v i n g .  

Thus, s i n c e  t h e  e a r l y  1970s, changes i n  a l l  t h r ee  mechanisms by which 

income i s  generated and r e d i s  t r i b u  ted--the market, income t r a n s f e r  

programs, t h e  t ax  sys  tem--have tended to increase  poverty. A s  I show 

below, t he  prospec ts  f o r  a f f e c t i n g  t h e  market-generated d i s t r i b u t i o n  of 

poverty o r  f o r  reforming e x i s t i n g  income t r a n s f e r  programs a r e  no t  good. 

Thus, i f  poverty is t o  be reduced by 1990 t o  the  l e v e l  t h a t  ex i s t ed  i n  

t h e  e a r l y  1970s, even i f  t he  economy cont inues  to  grow without  recess ion ,  

we must move beyond the  1986 Tax Act. A 1  though t h e  Act e l iminated the 

personal  income tax  burden f o r  most of the  poor, I conclude t h a t  f u r t h e r  

t a x  reforms o f f e r  t he  b e s t  way t o  a i d  t he  p o o r - p a r t i c u l a r l y  the  working 

poor--in the l a t e  1980s. Reforms such a s  those discussed below a r e  

f e a s i b l e  and a r e  prefer red  by both taxpayers and the  poor t o  reforms 

which would a i d  the  working poor by taking them through the wel fare  

system. But f i r s t  we must a sk  whether t he  reduct ion  of poverty is a 

l e g i t i m a t e  goa l  t o  pursue. 

11. WHY WORRY ABOUT EQUITY? 

Why should a n  economist worry about  the d i s t r i b u t i o n  of income i n  

g e n e r a l  and poverty i n  p a r t i c u l a r ?  Shouldn' t s /he  be i n t e r e s t e d  i n  

r a i s i n g  p roduc t iv i ty  and i n  achieving the  most from s o c i e t y ' s  s ca rce  

resources?  Shouldn ' t  the  p u r s u i t  of e f f i c i e n c y  be t h e  primary goal?  

I s n '  t t h a t  why most of the papers i n  t h i s  volume emphasize t h e  e f f e c t s  of 

t axes  and t ax  reform on work, saving, c a p i t a l  accumulation, and economic 

growth? 



My answer is  "yes, but." I f  we were s t a r t i n g  from an i n i t i a l  

s i t u a t i o n  i n  which the endowments t h a t  indiv iduals  brought to the market 

had been a t t a ined  i n  a market f r e e  of imperfections such a s  discrimina- 

t i o n ,  then the answer would be much more emphatic f o r  the "yes," and much 

more wavering f o r  the "but." This is  because given an i n i t i a l  d i s t r ibu-  

t i o n  of income, the  market, when a l l  the assump t ions  of p e r f e c t  com- 

p e t i t i o n  a r e  met, w i l l  produce the  most e f f i c i e n t  a l l o c a t i o n  of scarce 

resources. The goods to  be produced and the r e su l t ing  pr ices  w i l l  d e t e r  

mine an e f f i c i e n t  post-market d i s t r i b u t i o n  of income. However, i f  we 

judge the i n i t i a l  d i s t r i b u t i o n  of endowments unfa i r ,  then we may want to  

change the d i s t r i b u t i o n  of income t h a t  r e s u l t s  from the market, even i f  

i t  has resul ted  from a perfec t ly  competitive market process. 

This  highly s impl i f ied  textbook example i s  re levant  to the theme of 

t h i s  paper because the War on Poverty was premised on the be l i e f  t h a t  

both the i n i t i a l  endowments being brought to  the market by the poor and 

disadvantaged and how those endowments were compensated were adversely 

a f f e c t e d  by market imperfections. I f  one accepts  these underlying pre- 

mises of the War on Poverty a s  s t i l l  re levant  20 years  l a t e r ,  then there  

remains a bas is  f o r  public  p o l i c i e s  t h a t  provide more equal i ty  and l e s s  

poverty than cur ren t ly  e x i s t .  

A c a l l  f o r  expanded use of the income tax to a i d  the poor does not  

t e l l  us how much more a i d  could promote equi ty  without impairing e f f i -  

ciency. Indeed two recent  a r t i c l e s ,  J o e l  Slemrod' s (1983) "Do We Know 

How Progressive the Income Tax Sys tem Should Be?" and Anthony Atkinson' s 

(1983) "How Progressive Should Income Tax Be?" each review the  l i t e r a t u r e  

on  the  optimal income tax and reach no d e f i n i t i v e  conclusions. The 

answer depends, f i r s t ,  on how we value various degrees of inequal i ty ,  



that is ,  on our  s o c i a l  wel fa re  func t ion;  second, on how responsive tax- 

payers  a r e  t o  marginal tax  r a t e s ;  and th i rd ,  on the d i s t r i b u t i o n  of 

endowments t h a t  genera te  t he  p re t ax  (market) d i s  t r i b u t i o n  of income. I n  

gene ra l ,  Slemrod and Atkinson o f f e r  l i t t l e  more than the boundaries of 

t h e  trade-off s--guide1 ines  t h a t  argue aga ins  t excess ive ly  high marginal 

t a x  r a t e s  without  spec i fy ing  the  l e v e l  a t  which e f f i c i e n c y  l o s s e s  become 

l a r g e .  

Alan Bl inder  (1982) is  much l e s s  technica l ,  bu t  much more eloquent.  

He concludes tha t :  

. ..what t h i s  country needs now i n  the realm of income d i s t r i b u t i o n  
pol icy  is exac t ly  w h a t  i t  needs, and has o f t e n  been unable to  g e t ,  i n  
s o  many o t h e r  problem areas :  An economic pol icy with a hard head and 
a s o f t  hear t .  A hard head t o  remind us of the wondrous e f f i c i e n c y  of 
t h e  marketplace, and how f o o l i s h  i t  i s  t o  squander t h i s  e f f i c i e n c y  
wi thout  good reason. And a s o f t  h e a r t  to  remind us t h a t  championing 
t h e  cause of s o c i e t y ' s  underdogs has long been, and remains one of 
t h e  nob le s t  func t ions  of government (p. 30).  

My c a l l  f o r  a id ing  the  working poor through tax reform r a t h e r  than 

we l f a re  reform i s  based on a review of the e f f i c i e n c y  e f f e c t s  of income 

t r a n s f e r  programs ( s e e  Danziger, Haveman, and P lo tn i ck ,  1981) .2 Because 

we l f a re  programs involve much higher  marginal tax  r a t e s  than those put 

i n t o  p lace  by the  1986 Tax Act, providing the  same amount of a i d  to the 

poor through t ax  reform would have a lower e f f i c i ency  c o s t  than would 

providing i t  through we l f a re  programs. 

111. WHY NOT RELY ON ECONOMIC GROWTH? 

Why argue t h a t  the  income tax be reformed f u r t h e r  t o  provide more a i d  

f o r  t he  poor? What about  the  importance of economic growth, which r a i s e s  



r a t h e r  than r e d i s t r i b u t e s  income? Again, a c a r e f u l  review of the empiri- 

c a l  l i t e r a t u r e  suggests  t h a t  economic growth is necessary, but  no t  suf- 

f i c i e n t  t o  a i d  many of the poor ( see  Gottschalk and Danziger, 1984; 

Danz i g e r  and Got t scha lk ,  1986) . 
This  i s s u e  was c l e a r l y  recognized a t  the e a r l y  s t ages  of the War on 

Poverty. I n  1964, P res iden t  Johnson s t a t e d :  

We cannot,  and need n o t  wai t  f o r  t he  gradual growth of the economy to 
l i f t  t h i s  fo rgo t t en  f i f t h  of our na t ion  above the poverty l i n e .  We 
know what must be done and t h i s  na t ion  of abundance can su re ly  a f f o r d  
t o  do i t  (p. 15) .  

Growth was to  be an  important t oo l ,  bu t  only one of many, i n  the f i g h t  

a g a i n s t  poverty. 

The Johnson admin i s t r a t ion  s e t  i n  motion a v a s t  s e r i e s  of pol icy  

changes t h a t  placed the  quest ion "What does i t  do f o r  the poor?" a t  the 

top of the na t ion ' s  domestic pol icy agenda. Robert Lampman (1974) has 

argued t h a t  a l l  government programs and policies--those r e l a t e d  t o  educa- 

t i o n  and t r anspor t a t ion ,  f o r  example, a s  well  a s  those r e l a t e d  t o  tax and 

income maintenance programs--had t o  e x p l i c i t l y  address t h e i r  impacts on 

t h e  poor. I n  my view, a major b a r r i e r  t o  reducing poverty today i s  the 

f a c t  t h a t  t h i s  ques t ion  is now only r a r e l y  asked. 

When Pres iden t  Reagan announced h i s  program f o r  economic recovery i n  

1981, he s t a t e d :  

The goal  of t h i s  adminis t ra t ion  is to  nur ture  the  s t r eng th  and v i t a l -  
i ty  of the  American people by reducing the burdensome, i n t r u s i v e  r o l e  
of the  f e d e r a l  government; by lowering tax r a t e s  and c u t t i n g  spend- 
ing;  and by providing incent ives  f o r  indiv iduals  to  work, to  save, 
and t o  inves t .  It is our  bas i c  be l i e f  t h a t  only by reducing the  
growth of government can we inc rease  the  growth of the  economy (p. 
1 >. 

Thus, t he  quest ion "What does i t  do f o r  the poor?" was replaced by the 

ques t ion  "What does i t  do f o r  incent ives  to  work and save?" I rv ing  

K r i s t o l  (1984), expanding on t h i s  view s t a t e d  tha t :  



The a d m i n i s t r a t i o n ' s  s o c i a l  po l icy  cannot  be understood a p a r t  from 
i t s  economic policy--which is a  po l icy  of growth no t  r e d i s t r i b u t i o n .  

I b e l i e v e  t h a t  t h i s  s h i f t  i n  domestic p r i o r i t i e s  he lps  exp la in  why 

pover ty  dec l ined  r ap id ly  a s  the  economy grew i n  the l a t e  1960s and why 

poverty has dec l ined  so  slowly i n  the  c u r r e n t  economic recovery. 

Ronald Reagan is n o t  t h e  only one who has chosen no t  t o  follow the  

p a t h  I am advocating and n o t  t o  p lace  an t ipove r ty  po l icy  v i a  tax reform 

h igh  on the  agenda. Henry Aaron (1985),  i n  "How t o  Make the  P r e s i d e n t ' s  

Good Tax Reform P lan  Even Better," l i s t e d  t h r ee  s e r i o u s  problems wi th  t he  

f e d e r a l  income tax: (1 )  a  narrow tax base; ( 2 )  unnecessar i ly  high margi- 

n a l  tax r a t e s  t h a t  r e s u l t  from the  narrowed tax  base, with both of these 

problems lead ing  to  d i s t o r t i o n s  i n  consumption, saving,  investment,  and 

product ion;  and (3) t h e  d e f i c i t ,  t h a t  is, too l i t t l e  tax  revenue. Also, 

i n  Aaron and Galper (1985) one f i n d s  much concern wi th  ho r i zon ta l  e q u i t y  

--the equa l  t rea tment  of those wi th  equal  incomes--as a  way to  reduce the  

"tax-induced d i s t o r t i o n s  of l abo r  supply, saving,  investments and r i s k  

tak ing ,"  b u t  l i t t l e  d i scus s ion  of v e r t i c a l  equ i ty  o r  the need t o  i nc rease  

t h e  p r o g r e s s i v i t y  of the  e x i s t i n g  system. 

The p re s iden t  wanted a  b i l l  t h a t  was both revenue n e u t r a l  and d i s  tri- 

b u t i o n a l l y  neut ra l - - tha t  i s  tax reform t h a t  broadens the  tax base and 

lowers  marginal t ax  r a t e s  i n  such a  way a s  to l eave  t o t a l  revenue 

unchanged, t h a t  main ta ins  the  e x i s t i n g  degree of p rog re s s iv i t y ,  and 

ach i eves  ho r i zon ta l  equi ty .  So i f  Aaron only e x p l i c i t l y  c r i t i c i z e s  reve- 

nue n e u t r a l i t y ,  he must i m p l i c i t l y  accept  d i s t r i b u t i o n a l  n e u t r a l i t y .  

I t  i s  ev ident ,  t he re fo re ,  t h a t  pub l i c  po l icy  d i s cus s ion  has s h i f t e d  

away from a  concern wi th  poverty and inequa l i t y .  Y e t  r e cen t  t rends  i n  

t h e  l e v e l  and d i s t r i b u t i o n  of family incomes demonstrate a  need f o r  

f u r t h e r  reform of the persona l  income tax. 



I V .  RECENT TRENDS I N  FAMILY INCOME 

The period s ince  t h e  e a r l y  1970s has been not  only one of economic 

s t agna t ion  but  a l s o  one of  increas ing  inequal i ty .  These macroeconomic 

changes cont rad ic ted  two of the  key assumptions of the  War on 

Poverty-Great Socie ty  planners.  F i r s t ,  they thought the  bus iness  cyc l e  

could be con t ro l l ed  by the  too l s  of Keynesian economics, so  t h a t  poverty 

could be fought  a g a i n s t  a background of hea l thy  economic growth. Second, 

they believed that i n  such an economy, wi th  low unemployment r a t e s  and 

w i t h  an t id i sc r imina t ion  p o l i c i e s  and educat ion and t r a i n i n g  programs i n  

p l ace ,  everyone--rich, poor, and middle class--would gain. A t  a minimum, 

i t  was expected t h a t  economic growth would be propor t iona l  and t h a t  a l l  

incomes would rise a t  about t he  same r a t e .  A t  bes t ,  income growth f o r  

t h e  poor would exceed t h e  average r a t e .  

The f a c t s  demonstrating the  f a i l u r e  of these  assumptions a r e  c l e a r ,  

b u t  explana t ions  f o r  the f a i l u r e  a r e  much more d i f f i c u l t .  For most of 

t he  post-World War I1 period,  family income, ad jus ted  f o r  i n f l a t i o n ,  grew 

a t  an annual r a t e  exceeding 3 percent  per  year. Since 1973, however, 

growth has been minimal. There were th ree  recessions--1974-75, 1979-80, 

1981-82--and unemployment has remained a t  t he  7 percent  l e v e l  through t h e  

mid-1980s d e s p i t e  t h e  longer-than-average length  of the c u r r e n t  recovery. 

By h i s t o r i c a l  s tandards ,  t he  c u r r e n t  recovery is  a very good one, bu t  i t  

i s  a recovery from the  very depressed l e v e l s  of 1981, no t  a n  economic 

high-wa t e r  mark f o r  the  economy. 

Table  1 compares t he  average annual  growth i n  mean family income, 

ad jus t ed  f o r  i n f l a t i o n ,  f o r  the 1949-1969, 1967-1973, and 1973-1984 

periods.  The two postwar decades saw rap id  growth i n  family income among 

both  two-paren t and female-headed f ami l i e s  wi th  chi ldren.  Mean family 



Table 1 

Average Annual Rate of Growth of Real Family Income, 1949-1969, 
Compared to 1967-1973 and 1973-1984 

- - 

Annual Rate Annual Rate Annual Rate 
1949-196ga 1967-1973~ 1973-1984C 

A l l  Families with 
Children 

White 
Black 
Hispanic 

A l l  Two-Parent Families 
w i t h  Children 

White 
Black 
Hispanic 

A l l  Female-Headed 
Famil ies  with Children 

White 
Black 
Hispanic 

Source f o r  1949 and 1969 data: Computations by the au thors  from the com- 
pu te r  tapes from the 1950 and 1970 decennial Censuses. 

Note : While the Current Population Survey did not  c o l l e c t  in£ orma t i o n  on 
Hispanic o r i g i n  i n  1967, the decennial Censuses did c o l l e c t  those 
data.  

aDefined a s  100 x [(I969 r e a l  income - 1949 r e a l  income)/1949 r e a l  income] 
5 20. 

b ~ e f i n e d  a s  100 x [(I973 r e a l  income - 1967 r e a l  income)/1967 r e a l  income] 
+ 6. 

CDef ined a s  100 x [(I984 r e a l  income - 1973 r e a l  income)/1973 r e a l  income] 
5 11. 



incomes grew by about  6 pe rcen t  per  year.  Between 1967 and 1973, growth 

was about  3 pe rcen t  p e r  year  f o r  two-parent f a m i l i e s  and less than 1 per- 

c e n t  f o r  female-headed fami l ies .  Growth per  year  was a c t u a l l y  nega t ive  

from 1973 t o  1984 f o r  11 of  the 12 rows i n  the  table .  

Changes i n  the  mean i n d i c a t e  how the  " typica l"  family f a r ed ,  bu t  they 

obscure t h e  d i f f e r i n g  p a t t e r n s  of income changes t h a t  have occurred f o r  

f a m i l i e s  a t  d i f f e r e n t  pos i t i ons  i n  the income d i s t r i b u t i o n .  To see  how 

f a m i l i e s  of "low," "middle," and "high" income have fa red ,  w e  c l a s s i f y  

f a m i l i e s  wi th  c h i l d r e n  i n t o  one of f i v e  q u i n t i l e s  and compute the  per- 

cen tage  of income received by each of these  f i f t h s  of f ami l i e s .  Changes 

i n  income shares  provide a usefu l  i n d i c a t o r  of changes i n  income ine- 

q u a l i t y .  

J u s t  a s  wi th  mean family income, the  t rend i n  q u i n t i l e  shares s i n c e  

1967 d i f f e r s  dramat ica l ly  from the period covering 1949 t o  1969. Chart  1 

shows the  change i n  the propor t ion  of aggregate  income received by each 

q u i n t i l e  during the 1949-1969 and 1967-1984 periods. During the  e a r l i e r  

per iod ,  t he  income d i s t r i b u t i o n  s h i f t e d  somewhat toward less inequa l i t y  

a s  the  lowest  q u i n t i l e  increased i t s  share  and the  sha re s  of the  o t h e r  

f o u r  q u i n t i l e s  dec l ined  a small  amount. The share of the lowest  20 p e r  

c e n t  of  a l l  f a m i l i e s  wi th  ch i ld ren  increased by 1.02 percentage po in t s  

wh i l e  t he  sha re  of the  h ighes t  20 percent  dec l ined  by 0.25 percentage 

poin ts .  Between 1967 and 1984, i nequa l i t y  increased--the income share  of 

t h e  bottom th ree  income q u i n t i l e s  decl ined and the share  of t he  top two 

increased.  The share  of  the  bottom q u i n t i l e  decl ined by 2.43 percentage 

p o i n t s  whi le  t he  sha re  of the  top q u i n t i l e  increased by 3.59 percentage 

poin ts .  

Tab le  2 shows the  mean income i n  cons t an t  1984 d o l l a r s  f o r  each quin- 

t i l e  o f  f a m i l i e s  wi th  chi ldren.  Also shown a r e  t he  mean incomes of these 
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Chart 1 



Table 2 

Mean Incane of Families with Children by Incane Quintile in Canstant Dollars, 1967-1984 
(1984 dollars) 

Mean Incane of Quintile: All Percentage 
1 2 3 4 5 Fanilies Po09 

A l l  Families with 
children 
1967 $9,347 $18,950 $25,602 $33,276 $54,665 $28,369 13.5% 
1973 9,308 20,678 28,988 38,796 63,258 32,206 11.4 
1979 8,057 19,179 28,855 38,203 61,256 31,138 12.7 
1984 6,142 16,491 25,836 36,967 62,198 29,527 17.4 

apemen-e of all persons in these families with kanes belaw the official poverty line. 



f a m i l i e s  and the  percentage of persons i n  them wi th  income below the  

poverty l i ne .3  The mean income i n  a q u i n t i l e  changes when i t s  income 

s h a r e  changes and when the amount to  be shared (aggrega te  income) 

changes. For example, between 1967 and 1984, mean income f o r  a l l  fami- 

l i e s  increased by 4.1 percent ,  bu t  the  share  of the lowest  q u i n t i l e  

dec l ined  s u f f i c i e n t l y  t o  r e s u l t  i n  a 34.3 pe rcen t  dec l ine ,  from $9347 t o  

$6142. Over t h e  same period,  t h e  mean income of the h i g h e s t  q u i n t i l e  

increased  from $54,665 t o  $62,198 because i t s  share  of the growing mean 

increased .  A t y p i c a l  family i n  the second q u i n t i l e  10s t 13  pe rcen t  

($18,950 t o  $16,491) whi le  one i n  the  f o u r t h  q u i n t i l e  gained 11.1 percent  

($33,276 t o  $36,967). Thus, t he re  were s h i f t s  i n  income n o t  only from 

t h e  poores t  t o  t he  r i c h e s t  f ami l i e s ,  but  a l s o  from lowermiddle-income t o  

upper-middle-income fami l i e s .  

With mean incomes dec l in ing  and inequa l i t y  increas ing ,  i t  comes a s  

no s u r p r i s e  that poverty r a t e s  increased between 1973 and 1984. The l a s t  

column of Table 2 shows the  incidence of poverty using the  f e d e r a l  

government's o f f i c i a l  d e f i n i t i o n  of poverty. Poverty f o r  a l l  persons 

l i v i n g  i n  f ami l i e s  w i th  c h i l d r e n  decl ined between 1967 and 1973, 

increased  somewhat between 1973 and 1979, and then increased r ap id ly  

between 1979 and 1984.4 

What was happened i n  the  p a s t  1 5  yea r s  is  c lear - income growth has 

been d isappoin t ing  on average and poverty and inequa l i t y  have increased.  

The reasons p u t  forward f o r  these  d isappoin t ing  economic developments can 

be  catalogued a s  r e s u l t i n g  from demographic changes, from economic 

changes, o r  from government pol icy changes. A l l  have been advocated as 

t h e  primary causa l  f a c t o r  by one o r  more ana lys t s .  My own view i s  t h a t  



each has probably been important,  but  t h a t  we do no t  have enough evidence 

t o  c a r e f u l l y  appor t ion  the  blame. 

L e t  me merely l i s t  some of these f ac to r s :  

* Demographic changes. The baby-boom genera t ion  surged i n t o  the 
l a b o r  market, a s  did wives. The economy crea ted  many new jobs, 
b u t  wage r a t e s  were of ten low. The r a t i o  of female to  male wages 
d id  not  r i s e  desp i t e  the occupat ional  and experience gains  by many 
women. Unemployment r a t e s  remained high. Divorce r a t e s  increased 
a s  did the percentage of ch i ld ren  born out  of wedlock. 

9 O i l  p r i c e  shocks. These p r i ce  changes f i r s t  caused rapid in f l a -  
t i o n  and severe economic d i s loca t ions  i n  oil-impor t i n g  a reas  of 
t he  na t ion ;  then, d e f l a t i o n  and d i s loca t ion  i n  oil-producing 
areas .  

@ Changes in  i n d u s t r i a l  s t r u c t u r e .  Manufacturing employment 
dec l ined;  employment i n  s e rv i ce  i n d u s t r i e s  increased. 
I n t e r n a t i o n a l  competit ion and an aging domes t i c  c a p i t a l  s tock both 
con t r ibu ted  to  these changes. 

@ Dis incent ives  due to  government programs. Because government 
b e n e f i t s  increased a t  the same time employment oppor tun i t i e s  
decreased, some workers who would have taken low-wage jobs drop ed 
o u t  of the labor  force  and drew on government b e n e f i t s  instead.  S 

V. THE REDISTRIBUTIVE EFFECTS OF THE PERSONAL INCOME TAX, 1964-1985 

While the income d i s t r i b u t i o n  was moving slowly toward g r e a t e r  

e q u a l i t y  i n  the two pos t-World War I1 decades, so was the personal  income 

tax. Minarik (1985) notes  t h a t  the two most important devices promoting 

t h i s  t rend were the in t roduct ion  of the minimum standard deduction i n  

1964 and the earned income tax c r e d i t  i n  1975. P rog res s iv i ty  a l s o  

increased  f o r  the unintended reason t h a t  i n f l a t i o n  was pushing middle- 

and upper-middle-class taxpayers i n t o  higher and higher marginal tax 

bracke ts .  Many ana lys t s  be l ieve  t h a t  these higher marginal tax r a t e s  

produced g r e a t  d i s s a t i s f a c t i o n  with the personal income tax and con t r i -  

buted importantly to the popular i ty  of P re s iden t  Reagan' s goal  of reduced 

taxation. 



Okner's (1979) s imula t ion  a n a l y s i s  shows the t o t a l  impact of the t ax  

c u t s  of 1964, 1969, and 1975 t o  have been moderately progressive.  The 

top 10 percent  of tax f i l e r s  received about 10 percent  of the 1964 c u t s ,  

1 percent  of the  1969 c u t s ,  and a c t u a l l y  paid increased taxes a f t e r  the 

1975 t a x  cu t .  Congress r e j e c t e d ,  however, a progress ive  1978 Car t e r  

admin i s t r a t i on  tax-cut proposal.  I n  i ts place,  the 1978 c u t  Congress 

enacted a l loca t ed  only about  5 percent  of the t ax  c u t  t o  the bottom 50 

pe rcen t  of taxpayers,  and about  half  t o  the  top 10 percent .  

Okner and Bawden (1983) show t h a t  while  the 1981 Economic Recovery 

Tax Act (ERTA) reduced t o t a l  tax revenues by a much l a r g e r  amount than 

the  1978 c u t ,  the d i s t r i b u t i o n  of the c u t s  was s imi l a r .  The 1981 c u t s  

were mostly propor t iona l  wi th  r e spec t  t o  taxes paid. Because a p r o p o r  

t i o n a l  t ax  c u t  does n o t  a i d  low-income households t h a t  pay no taxes ,  the 

1981 c u t s  were r eg re s s ive  wi th  r e spec t  t o  household incomes. 

While ERTA addressed the problem of high marginal t ax  r a t e s  by 

c u t t i n g  the  top tax  r a t e  t o  50 pe rcen t  on a l l  forms of income and by 

propor t i o n a l l y  c u t t i n g  a l l  o t h e r  r a t e s ,  i t  c l e a r l y  reversed the pro-poor 

t i l t  of a l l  the post-1964 t a x  changes. According to  Minarik: 

. . . the 1981 t a x  law can be judged unambiguously, a t  l e a s t  by our  
post-1964 s tandards,  t o  have been u n f a i r  t o  the poor; t axes  of sub- 
median-income fami l i e s  have gone up s ince  1980, while the taxes of 
t h e  b e t t e r  o f f  went down (p. 41) .  

The anti-poor e f f e c t s  of the 1981 t ax  law, i n  marked c o n t r a s t  t o  the pro- 

poor e f f e c t s  of the  1986 Act, were n o t  e x p l i c i t l y  discussed i n  Congress. 

The tilt toward the  poor and n e a r p o o r  up t o  1975, and the  ti1 t away 

from them between 1975 and 1985 a r e  ev ident  i n  Table 3, which is adapted 

from S t e u e r l e  and Wilson (1986). The f i r s t  s i x  columns show the average 

and marginal income tax r a t e s  f o r  a f o u r p e r s o n  family with income a t  



Table 3 

Average and Marginal Income Tax Rates  f o r  Four-Person Famil iesa 

Income a t  One-half the 
Median Income a t  Poverty Line S o c i a l  

Average Marginal Average Marginal Secu r i ty  
Income Rate Rate Income Rate Rate Tax Rateb 

( 1  ( 2 )  ( 3 )  ( 4 )  ( 5 )  ( 6 )  ( 7 )  

Source: Adopted from S t e u e r l e  and Wilson (1986).  

aA nega t ive  r a t e  implies  t h a t  the  earned income tax  c r e d i t  exceeded the  tax  
1 i a b i l i  ty. 

b ~ m ~ l o ~ e r  p lus  employee share. 

C ~ t e u e r l e  and Wilson' s pro jec t ion .  



one-half t he  median income and a t  the poverty l i n e ,  f o r  s e l ec t ed  years  

between 1950 and 1985, and p ro j ec t ions  f o r  1990. Column 7 shows the t o t a l  

(employer p lus  employee) pay ro l l  tax r a t e s  t h a t  might be added to both 

t h e  average and marginal r a t e s  i f  one were to  examine the  combined 

e f f e c t s  of f e d e r a l  taxes. 

I n  t h e  c a s e  of t he  f e d e r a l  personal  income tax, 1975 marks the yea r  

o f  i t s  most progress ive  t reatment  of the  poor. This was the year  i n  

which the  earned income tax c r e d i t  (EITC),  which subs id izes  the  earn ings  

of  low-income f a m i l i e s  with ch i ld ren ,  was introduced. I n  the next  

decade, a l l  t h r ee  major pro-poor devices  i n  the  personal  income tax were 

seve re ly  eroded by inf lat ion--  the  EITC, the  minimum standard deduct ion 

( a l s o  known a s  the zero  bracket  amount), and the  personal  exemption. For 

example, i n  1975, because o f  the  EITC, a family of four  a t  the poverty 

l i n e  received a f e d e r a l  income tax  c r e d i t  of $250 (-4.55 pe rcen t  of 

$5497). By 1985, t h i s  family paid $370 i n  income taxes (3.37 pe rcen t  of 

$10,988),  f o r  a n  inc rease  of $620. I f  one adds the  increased s o c i a l  

s e c u r i t y  taxes  over  t h i s  decade, then the  increased tax burden is about  

equa l  t o  t he  amount of food stamps the  poverty- l ine family of fou r  could 

have received i n  1985. (But food stamps do no t  f u l l y  o f f s e t  the taxes of 

a l l  of the  poor because some f ami l i e s  a t  the  poverty l i n e  a r e  i n e l i g i b l e  

f o r  food stamps because of a s s e t  limits o r  o t h e r  admin i s t r a t i ve  r u l e s ,  

and o t h e r s  f a i l  t o  apply f o r  them.) 

A s  d i scussed  i n  the  next  s ec t ion ,  by 1990, the  average tax r a t e  w i l l  

a g a i n  be negat ive f o r  t h i s  poverty-line family because a l l  t h r ee  pro-poor 

devices-- t h e  s tandard deduction, t he  personal  exemption, and the  EITC 

were increased and indexed to i n f l a t i o n  by the  1986 Act. Also, the 

marginal  tax r a t e  i n  1990 w i l l  drop back to the  1975 l e v e l .  



T a b l e  3 a l s o  shows t h a t  a  family  a t  one-half  the  median ( a  l e v e l  i n  

1985 t h a t  was a b o u t  150 p e r c e n t  of the  pover ty  l i n e )  was a i d e d  on ly  

s l i g h t l y  by the  1986 Act. I t s  average t a x  r a t e  i n  1990 w i l l  be midway 

between t h e  1975 and 1985 average  r a t e s .  But t h e  d i f f e r e n c e  i n  r a t e s  

between 1985 and 1990 i s  only  1 p e r c e n t  of f ami ly  income f o r  those  a t  

one-half  the  median, whi le  i t  is  a lmos t  9  p e r c e n t  f o r  t h e  fami ly  a t  the  

p o v e r t y  l i n e .  T h i s  r e s u l t  r e i n f o r c e s  my view t h a t  f u r t h e r  t a x  r e l i e f  

shou ld  be t a r g e t e d  on t h e  low-income populat ion.  

The d a t a  p r e s e n t e d  thus  f a r  make i t  c l e a r  t h a t  the  t r end  toward 

g r e a t e r  pover ty  and income i n e q u a l i t y  d i d  n o t  begin  wi th  the  e l e c t i o n  of 

Ronald Reagan. I n  f a c t ,  much of the  damage on both  the  income s i d e  and 

t a x  s i d e  occurred because of t h e  high r a t e s  of i n f l a t i o n  of the  l a t e  

1970s. I n f l a t i o n  eroded t h e  v a l u e  of the  pro-poor income t r a n s f e r s  

(which e x c e p t  f o r  those  t o  t h e  aged were n o t  indexed t o  p r i c e s )  and t h e  

pro-poor components of t h e  p e r s o n a l  income tax.  But t h e  t r e n d s  were 

unabated under Reagan, even though i n f l a t i o n  slowed, because t r a n s f e r s  

were c u t  a s  p a r t  of t h e  budgetary  re t renchment  and ERTA d i d  no th ing  t o  

c o r r e c t  t h e  p a s t  o r  p r e v e n t  f u r t h e r  e r o s i o n  of the  pro-poor t a x  com- 

p  onen ts . 
T h a t  t h e  r e c e n t  t a x  changes have been q u a n t i t a t i v e l y  impor tan t  can be 

s e e n  i n  T a b l e  4 ,  which shows Census Bureau d a t a  t h a t  account  f o r  a l l  

t a x e s  paid .  Unlike t h e  d a t a  p resen ted  thus  f a r ,  t h e s e  d a t a  a l low us to  

decompose t h e  i n c r e a s e d  i n e q u a l i t y  i n  t h e  income share  of households be- 

tween 1980 and 1985 i n t o  two components. The f i r s t ,  shown i n  column 5 ,  

i s  due t o  changes i n  money income b e f o r e  t a x e s ,  which r e f l e c t s  changes 

( 1 )  i n  cash  income t r a n s f e r  programs, ( 2 )  r e s u l t i n g  from r e c e s s i o n ,  and 



T a b l e  4 

Percen tage  Share  of Aggregate Income Received by Each F i f t h  of Households, 
b e f o r e  and a f t e r  Taxes,  1980 and 1985 

D i f f e r e n c e  Between 1980 and 
1985 Shares  Due to:  

Bef o r e  - 

Before  A f t e r  Before A f t e r  Tax Tax To t a  1 
Q u i n t i l e  Taxes Taxes Taxes Taxes Changesa changesb ChangesC 

( 1 )  ( 2 )  ( 3 )  ( 4 )  ( 5 )  ( 6 )  ( 7 )  

Lowest f i f t h  4.1% 4.9% 3.9% 4.6% -0.2 -0.1 -0.3 

Second £ i f  t h  10.2 11.6 9.7 11 .O -0.5 -0.1 -0.6 

T h i r d  f i f t h  16.8 17.9 16.3 17.2 -0.5 -0.2 -0.7 

F o u r t h  f i f t h  24.8 25.1 24.4 24.7 -0.4 0.0 -0.4 

H i g h e s t  f i f t h  44.2 40.6 45.7 42.6 +1.5 +O .5 +2 .O 

A l l  f i f t h s d  100 .O 100.0 100.0 100 .O 0.0 0.0 0.0 

Source:  For 1980, U.S. Department of Commerce (1983) ,  p. 11; f o r  1985, U.S. 
Department of Commerce (1987) ,  p. 2. 

aDefined a s  (column 3 - column 1 ) .  

b ~ e f i n e d  a s  (column 4 - column 3 )  - (column 2 - column 1 ) .  

C ~ e f i n e d  a s  (column 6 + column 5 ) ,  which i s  e q u a l  t o  (column 4 - column 2 ) .  

d ~ a y  n o t  sum t o  100.0 o r  0.0 because  of rounding. 



( 3 )  due t o  o t h e r  economic f a c t o r s .  The second component, shown i n  column 

6 ,  r e f l e c t s  changes i n  s t a t e  and l o c a l  a s  w e l l  a s  f e d e r a l  income and 

p  a y r o  11 taxes .  

The t o t a l  d i f f e r e n c e  between 1980 and 1985 i n  a f t e r - t a x  income 

s h a r e s ,  shown i n  column 7 ,  r e v e a l s  t h a t  each of the  bottom f o u r  q u i n t i l e s  

l o s t  ground over  t h i s  t h r e e - y e a r  per iod.  Losses  were due t o  b e f o r e - t a x  

income changes (column 5 )  f o r  each of t h e  f o u r ,  and t o  t a x  changes 

(column 6 )  f o r  t h e  bottom th ree .  The top q u i n t i l e  was t h e  only  one t o  

i n c r e a s e  i t s  income s h a r e  from e i t h e r  source  of income change. I t s  

i n c r e a s e ,  2.0 p e r c e n t a g e  p o i n t s ,  amounts to  abou t  $2000 p e r  household. 

About one-quar te r  of t h i s  i n c r e a s e  was due t o  t h e  t a x  changes. 

Unpublished t a b u l a t i o n s  from t h e  Congress ional  Budget O f f i c e  show a  

s i m i l a r  e f f e c t  of f e d e r a l  t a x  changes on pover ty .  They show t h a t  i n  

1979, 0.675 m i l l i o n  peop le  were t aken  i n t o  pover ty  by f e d e r a l  t a x e s ;  by 

1984, t h i s  number had i n c r e a s e d  t o  2.426 m i l l i o n .  

Thus,  a  s i g n i f i c a n t  p o r t i o n  of t h e  t r end  toward g r e a t e r  pover ty  and 

i n e q u a l i t y  i n  t h e  pe r iod  s i n c e  t h e  mid-1970s can be a t t r i b u t e d  t o  e i t h e r  

d i r e c t  government t a x  and t r a n s f e r  p o l i c y  changes o r  t o  t h e  f a i l u r e  of 

government p o l i c y  t o  respond t o  poor economic performance. Although pre- 

c i s e  d a t a  t h a t  f u l l y  account  f o r  changes i n  t a x e s  paid  and a l l  types  of 

noncash t r a n s f e r s  and employer-provided f r i n g e  b e n e f i t s  r ece ived  a r e  un- 

a v a i l a b l e ,  i t  i s  probably the  c a s e  t h a t  t h e  d i s t r i b u t i o n  of a f t e r - t a x  

income i s  more unequal today than  a t  any time i n  t h e  p a s t  t h i r t y  years .  



V I .  THE TAX REFORM ACT OF 1986 

The major goa l  of t he  1986 Tax Reform A c t  was t o  lower tax  r a t e s  and 

broaden the  t a x  base. The law now has only two t ax  brackets--15 pe rcen t  

and 28 pe rcen t  (a l though because t he  persona l  exemption is  phased o u t  a t  

h ighe r  income l e v e l s ,  some taxpayers w i l l  f a ce  an e f f e c t i v e  r a t e  of  33 

pe rcen t ) .  And many tax preferences  were reduced o r  e l iminated.  The 1986 

A c t  departed somewhat from d i s t r i b u t i o n a l  n e u t r a l i t y  by r a i s i n g  co rpo ra t e  

taxes .  A s  a r e s u l t ,  it provided d i sp ropor t i ona t e  t ax  r e l i e f  t o  the  

working poor whi le  approximating revenue n e u t r a l i t y .  

The major changes b e n e f i t i n g  t h e  poor a r e  t h e  i nc rease  i n  the  p e r  

s o n a l  exemption from $1080 t o  $2000 by 1989; a n  i nc rease  i n  t he  s tandard  

deduct ion f o r  j o i n t  f i l e r s  from $3670 t o  $5000 and f o r  s i n g l e  heads of 

households from $2480 t o  $4400; and an  i nc rease  i n  t he  maximum earned 

income tax  c r e d i t  from $550 t o  $800 by 1987. A l l  of t he se  devices  a r e  

a l s o  indexed f o r  i n f l a t i o n .  A s  a r e s u l t ,  about  s i x  m i l l i o n  poor and 

n e a r p o o r  taxpayers  w i l l  be removed from the  t ax  r o l l s .  

Except f o r  t h e  poor, however, t he re  w i l l  be l i t t l e  change i n  t h e  

o v e r a l l  p r o g r e s s i v i t y  of the  income tax. This  is because t he  expanded 

t a x  base increased p r o g r e s s i v i t y  t o  about  t h e  same e x t e n t  a s  t he  reduced 

number of tax bracke ts  lowered progress iv i ty .6  Table  5 shows r e c e n t  

e s t i m a t e s  of the d i s t r i b u t i o n a l  e f f e c t s  o f  the  1986 A c t  (U.S. Congress, 

J o i n t  Committee on Taxation, 1986). For each income c l a s s ,  column (1 )  

shows the  average  tax  change, column ( 2 ) ,  t he  average 1986 t a x  l i a b i l i t y ,  

and column (3) t h e  percentage change i n  t ax  l i a b i l i t y .  Since, the  p e r  

cen t age  reduc t ion  i n  t ax  l i a b i l i t y  gene ra l l y  f a l l s  a s  income rises, the  

o v e r a l l  e f f e c t  i s  progressive.  



Table 5 

D i s t r i b u t i o n a l  E f f e c t s  of the  Tax Reform Act of 1986 

Estimated 
Income Class Estimated Mean Percentage 
( thousands of Mean 1986 Tax Change i n  Tax 
1986 d o l l a r s )  Tax Change L i a b i l i t y  L i a b i l i  tya 

(1) (2) (3) 

Less than $10 

10-20 

20-30 

3 0-40 

40-50 

50-75 

75-100 

100-200 

Above 200 

A l l  f i l e r s  

Source: U.S. Congress, J o i n t  Committee on Taxation (1986). 

aDefined a s  column 1, t ax  change, divided by 1986 t ax  l i a b i l i t y  t h a t  
would have r e s u l t e d  i f  Tax Act had n o t  been passed times 100. 



There a r e ,  however, very l a r g e  d i f f e r ences  wi th in  income c l a s ses .  

Minarik (1986) r e f e r s  to the  Act a s  a "massive reshuff l ing ,"  t h a t  i s ,  a s  

one pr imar i ly  promoting ho r i zon ta l  equi ty.  He po in t s  o u t  t h a t  i n  the  

h i g h e s t  income bracke ts ,  the  n e t  change shown i n  Table 5 r e s u l t s  from a 

s i t u a t i o n  i n  which about  45 pe rcen t  of f i l e r s  i n  the h ighes t  income 

b racke t  f a c e  tax increases  of about $50,000, while  t he  remaining 55 per- 

c e n t  have tax  reduct ions  of about  $53,000.7 Taxpayers with s i m i l a r  

incomes w i l l  now pay tax r a t e s  that a r e  much more s i m i l a r  than before 

because of t he  expanded tax  base and the  reduced number of t ax  brackets .  

Under the new law, many fewer people w i l l  be taxed i n t o  poverty by 

t h e  f e d e r a l  income tax and many more f a m i l i e s  with ch i ld ren  w i l l  r e ce ive  

c r e d i t s  from the expanded EITC. Yet these changes w i l l  do l i t t l e  to  off-  

s e t  t he  l a r g e  inc rease  i n  poverty and inequa l i t y  t h a t  c h a r a c t e r i z e s  the  

period s i n c e  1973. I t  is a g a i n s t  t h i s  background of  economic and pol icy  

changes t h a t  I advocate f u r t h e r  tax  reforms ta rge ted  on the  poor and 

n e a r p o o r .  

V I I .  SOME FURTHER TAX REFORMS 

What e l s e  would I do to  reform the  income tax i n  such a way a s  to 

provide g r e a t e r  a s s  is tance t o  t he  working poor and n e a r p o o r  without  

tak ing  them through the  wel fare  system? Idea l ly ,  I would r ep lace  the  

pe r sona l  exemption wi th  a pe r  c a p i t a  refundable c r e d i t .  Lerman (1985) 

proposes a n  annual $600 refundable per  c a p i t a  c r e d i t ,  which would be made 

a v a i l a b l e  only t o  those who do n o t  i temize deductions. Such a c r e d i t  

would be administered i n  the  same fash ion  a s  the  I n t e r n a l  Revenue Serv ice  

c u r r e n t l y  adminis te rs  the  EITC. With a marginal tax  bracket  of 15 per- 

c e n t ,  a $600 c r e d i t  would be equal  t o  an exemption of about  $4000; f o r  



t h e  28 pe rcen t  b racke t  i t  equals  an exemption of $2143. Thus almost  a l l  

o f  the  a d d i t i o n a l  c o s t s  a s soc i a t ed  w i t h  t he  c r e d i t  would be t a rge t ed  on 

taxpayers  i n  t he  15 pe rcen t  bracket .  Obviously, a refundable  per  c a p i t a  

c r e d i t  b e t t e r  t a r g e t s  foregone revenue on those wi th  lower incomes than 

would be the  ca se  i f  the  same amount of revenue was foregone by r a i s i n g  

t h e  persona l  e ~ e m ~ t i o n . 8  

An even more ambit ious proposal  (Gar f inke l  and Haveman, 1983) would 

r a i s e  t he  va lue  of the per  c a p i t a  refundable  c r e d i t ,  and i n  r e t u r n  

r e p l a c e  both the personal  exemption and the Food Stamp program. The 

r a t i o n a l e  is t h a t  such c r e d i t s  can  e f f e c t i v e l y  t a r g e t  funds upon the  

poor,  lower t h e i r  marginal t ax  r a t e ,  and avoid t he  s t i gma t i za t i on  of 

r e c i p i e n t s  and the  h igher  admin i s t r a t i ve  c o s t s  of wel fa re  programs. For 

example, a family of fou r  wi th  no o t h e r  income is c u r r e n t l y  e l i g i b l e  f o r  

a b o u t  $4000 pe r  yea r  i n  Food Stamps and f aces  a b e n e f i t  reduc t ion  rate 

(marginal  t ax  r a t e )  i n  t h a t  program of 33 percent .  With a refundable  

c r e d i t  of $1000 pe r  person, the family w i th  no o t h e r  income is equa l ly  

w e l l  o f f ,  and the  only marginal t ax  r a t e  comes from the  p a y r o l l  tax,  n o t  

t h e  sum of the p a y r o l l  t ax  and Food Stamp rates .9  Of course,  s i n c e  t he  

c u r r e n t  persona l  exemption i s  n o t  refundable ,  and many poor and n e a r p o o r  

f a m i l i e s  do n o t  p a r t i c i p a t e  i n  the  Food Stamp program, such a change 

would r e q u i r e  a d d i t i o n a l  revenues. 

The lower marginal t ax  r a t e s  i n  the reformed income tax,  however, 

provide a more e f f i c i e n t  mechanism f o r  r a i s i n g  revenue t o  a i d  low-income 

f a m i l i e s  than d i d  the  o ld  r a t e s .  With the  lower r a t e s ,  the work d i s in -  

c e n t i v e  e f f e c t s  of r a i s i n g  taxes  dec l ine .  Assume, f o r  example, t h a t  

t h e s e  refundable  c r e d i t s  w i l l  be f inanced by broadening the tax  base-- 

s ay ,  by taxing the  employers' c o n t r i b u t i o n  f o r  h e a l t h  insurance. With 



only two brackets,  a smaller percentage of the population w i l l  be sh i f t ed  

i n t o  a higher marginal tax bracket by t h i s  base-broadening than would 

have been so s h i f t e d  under the pre-1986 r a t e  s t ruc ture .  For most people 

then, any base broadening w i l l  have only an income e f f e c t  (reduced 

income) promoting g r e a t e r  work e f f o r t ;  only a small number w i l l  have an 

a l t e r e d  s u b s t i t u t i o n  e f f e c t  ( s ince  few change tax brackets) promoting 

lower work e f f o r t .  For the benef i c i a r i e s  of such expanded c r e d i t s ,  the 

income e f f e c t  w i l l  lead to l e s s  work but the s u b s t i t u t i o n  e f f e c t  w i l l  

l ead  to more work because the c r e d i t s  w i l l  take the place of a welfare 

program, which had higher marginal tax ra tes .  

A second reform would make the ch i ld  care  t ax  c r e d i t  refundable. The 

c u r r e n t  nonrefundable c r e d i t  allows couples, when both spouses work, and 

working s i n g l e  parents ,  t o  par t i a l l y  off s e t  work-related ch i ld  care  

cos t s .  Only about 1 percent  of poor two-parent fami l ies  and 6 percent  of 

poor single-parent fami l ies  make use of the nonrefundable c r e d i t  

(S teue r l e  and Wilson, 1986). On the o ther  hand, higher-income taxpayers 

rece ive  c r e d i t s  up to $960 i f  they have more than one chi ld  and i f  they 

spend a t  l e a s t  $4800 on care. 

The c r e d i t  begins a t  30 percent  f o r  fami l ies  with incomes below 

$10,000. Consider the  case  of a s ing le  mother of one chi ld  who works 

p a r t  time, earns $5.00 per  hour f o r  1500 hours per  year, and spends $1.50 

per  hour, o r  $2250, to  keep her  chi ld  i n  a day ca re  center  while she 

works. I f  t h i s  is  her only income, she w i l l  no t  have a pos i t ive  income 

t ax  l i a b i l i t y  (indeed, the expanded EITC w i l l  o f f s e t  a port ion of her 

s o c i a l  secur i ty  taxes). Her po ten t i a l  chi ld  care  credit--$675, o r  30 



pe rcen t  of $2250--is thus of no va lue  to her  because it i s  no t  refun- 

dable .  Refunding t h i s  c r e d i t  would n o t  only r a i s e  he r  n e t  income, it 

would a l s o  make wel fare  recipiency l e s s  a t t r a c t i v e .  

V I I I .  CONCLUSION 

I n  sum, I have argued t h a t  the 1986 Tax Act was an important a d d i t i o n  

t o  an t ipove r ty  pol icy.  However, i n  the l a t e  1980s, i nequa l i t y  of family 

income is  cont inuing t o  increase ,  and poverty is  only slowly dec l in ing ,  

d e s p i t e  a robus t  economic recovery. The pro-poor ex tens ions  of t ax  

reform t h a t  I have proposed would n o t  t h rea t en  any of the e f f i c i e n c y  

accomplishments of the recent  t a x  reform and w i l l  have much smal le r  work 

and family d i s i n c e n t i v e  e f f e c t s  than would any a l t e r n a t i v e  plan t o  a i d  

t h e  poor through the wel fare  system. 

The Tax Reform Act has helped t o  refocus a t t e n t i o n  on the  ques t ion  

"What does i t  do f o r  the poor?" The f u r t h e r  reforms suggested here 

reemphasize t h i s  ques t ion  wi thout  r e j e c t i n g  the  Reagan-era quest ion " W h a t  

does i t  do f o r  i ncen t ives  to  work and save?" 



Notes 

'AS a n  i n d i c a t i o n  of the  r e l a t i v e  magnitude of the  t ax  r e l i e f ,  n o t e  

t h a t  t h e  t o t a l  c o s t  of Food Stamp b e n e f i t s  is est imated a t  $10.9 b i l l i o n  

i n  f i s c a l  yea r  1987. 

2 ~ h i s  review suggests  t h a t  t o t a l  spending on a l l  major income 

t r a n s f e r  programs reduced annual hours of work i n  the  economy by about 

4.8 percent  i n  t he  l a t e  1980s. One should no t  conclude from t h i s  t h a t  

marginal  changes i n  t r a n s f e r  programs would cause l a r g e  e f f i c i e n c y  

l o s s e s .  

3 ~ h e  f e d e r a l  government' s o f f i c i a l  measure of poverty provides a s e t  

o f  income c u t o f f s  ad jus ted  f o r  household s i z e ,  the  age of the  head of the 

household, and the  number of ch i ld ren  under age 18. ( u n t i l  1981, sex of 

t h e  head and farm/nonfarm res idence  were o t h e r  d i s t i n c t i o n s . )  The 

c u t o f f s  provide an  abso lu t e  measure of poverty t h a t  s p e c i f i e s  i n  d o l l a r  

terms minimally decent  l e v e l s  of consumption. To make them rep resen t  the 

same purchasing power each year ,  t he  o f f i c i a l  poverty thresholds a r e  

updated year ly  by a n  amount corresponding t o  t he  change i n  the  Consumer 

P r i c e  Index. I n  1985, the  poverty l i n e s  ranged from $7231 f o r  a family 

o f  two to  $22,083 f o r  a family of 9 o r  more; t he  l i n e  f o r  a family of 

f o u r  was $10,989. 

4 ~ a r e  must be taken i n  i n t e r p r e t i n g  the  o f f i c i a l  poverty data.  When 

t h e  poverty thresholds  were set i n  the  mid-1960s, t h e  poor received few 

in-kind t r a n s f e r s  and paid l i t t l e  i n  taxes. Therefore,  one could a t  t h a t  

time l e g i t i m a t e l y  compare cash income with the o f f i c i a l  poverty l i n e s  to  

o b t a i n  a f a i r l y  accu ra t e  p i c t u r e  of resources a v a i l a b l e  to  meet the  fami- 

l ies '  needs. However, during the  l a t e  1960s and e a r l y  1970s noncash 



t r a n s f e r  b e n e f i t s  increased rap id ly .  While these  noncash b e n e f i t s  repre- 

sen ted  only 12 percent  of ou t l ays  on income-tested programs i n  1966, t h e  

f i g u r e  had r i s e n  to about  70 pe rcen t  by 1983. Clear ly  a b e t t e r  measure 

o f  a familyt  s a b i l i t y  to  meet i t s  needs should inc lude  the va lue  of in- 

k ind  programs. 

Likewise, t axes  d e t r a c t  from the a v a i l a b i l i t y  of resources t o  meet 

needs. I f  t axes  had n o t  increased very much over t h i s  per iod they could 

be ignored, s i n c e  the  o r i g i n a l  poverty d e f i n i t i o n  was based on income 

be fo re  taxes. 

Unfortunately,  w e  do n o t  have a c o n s i s t e n t  t i m e  series f o r  poverty 

which a d j u s t s  f o r  both taxes and the  va lue  of in-kind t r ans fe r s .  

Nonetheless,  while  t he  inc lus ion  of in-kind t r a n s f e r s  would reduce the 

e x t e n t  of poverty i n  any s i n g l e  year ,  and the  sub t r ac t ion  of taxes paid 

would inc rease  i t ,  they would n o t  s i g n i f i c a n t l y  a l t e r  the t rends 

d iscussed  here. 

5 ~ y  own view i s  t h a t  t he  d i s i n c e n t i v e  e f f e c t s  of government programs 

have been exaggerated i n  t he  media and i n  such books as Charles Murray's 

Losing Ground (1984). For a review, see Danziger and Weinberg (1986). 

6 ~ h e  i s s u e  of increas ing  the  p rog res s iv i ty  of the  income tax  is  

completely s e p a r a t e  from the  move from mul t ip le  t a x  bracke ts  t o  only a 

few brackets .  H a l l  and Rabushka (1985) show t h i s  e x p l i c i t l y  i n  The F l a t  

Tax, by present ing  a t a b l e  t h a t  shows var ious  combinations of an  a d u l t  - 
exemption and a marginal tax  r a t e  t h a t  r a i s e  the same revenue. For 

example, whi le  t h e i r  bas i c  p lan  con ta ins  a n  a d u l t  allowance of $5500 and 

a rate of 19 percent ,  one could choose an equal-cost more progress ive  

p l a n  wi th  a n  allowance of $6600 and a r a t e  of 23 percent .  



7 ~ i n a r i k ' s  e s t ima te  was made before  the  t ax  b i l l  was f ina l i zed .  

These numbers a r e ,  thus,  merely suggest ive of the r e shu f f l i ng  c rea ted  by 

t h e  Act. 

8 ~ o r  the poor, a refundable c r e d i t  is c l e a r l y  p re fe rab le  t o  the 

exemption. Consider a family wi th  no t ax  l i a b i l i t y  under c u r r e n t  law-- 

t h a t  is ,  a l l  of i t s  exemptions and deduct ions exac t ly  o f f s e t  i t s  tax  

l i a b i l i t y .  Now assume t h a t  t he  family has another  ch i ld .  The a d d i t i o n a l  

exemption i s  worth nothing i f  family income is  unchanged. However, t he  

fami ly  would rece ive  the f u l l  va lue  of the refundable c r e d i t .  

9 ~ e p e n d i n g  on the amount of earn ings ,  however, the  r e l e v a n t  com- 

pa r i son  may be between the  33 percent  r a t e  under Food Stamps and a 22 

pe rcen t  r a t e :  t he  sum of the employee sha re  of the pay ro l l  t ax  and the 

f i r s t  b racke t  r a t e  of 15 percent.  This  i s  because, under the exemption, 

t h e  marginal income tax is zero u n t i l  a tax threshold is reached which 

equa l s  t he  sum of the s tandard deduction and the exemptions, while  under 

a per  c a p i t a  c r e d i t ,  the  tax  threshold f a l l s  to  the s tandard deduction 

only.  


