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Understanding 
benefit cliffs and 
marginal tax 
rates

A family hits a benefit cliff when a small 
income increase makes them ineligible for 
public benefits they had been receiving. 

A family faces marginal tax rates when 
their increased income triggers an 
increase in tax liability or loss of public 
benefits.

Benefit cliffs and high marginal tax rates 
may work against government efforts 
to encourage work and economic self-
sufficiency when increased earnings 
trigger reductions in benefits or increases 
in income taxes.

Those with similar earnings can 
experience very different marginal tax 
rates because many different factors 
affect how increases in family income 
might trigger a household’s loss or 
reduction of benefits.

The U.S. safety net aims to encourage work and economic self-sufficiency 
by making work pay and promoting marriage, especially among couples with 
children.1 Yet, some aspects of tax and benefit policies may unintentionally 
work against these goals. Understanding how interactions between earnings, 
family structure, government benefits, and income taxes work together is a 
challenge for policymakers.2 The first step is to identify the ways in which 
earnings increases and family structure changes affect income taxes and 
benefit receipt. As earnings increase, the percentage of each additional dollar 
in income lost through benefit reduction or increased tax liability is called the 
effective marginal tax rate (hereafter, marginal tax rate). An income increase 
that triggers a loss of public benefits equal to or greater than the dollar value of 
the income increase (i.e., a marginal tax rate of 100 percent or higher) is called 
a benefit cliff. Simulated scenarios of changes in earnings and family structure 
suggest that current benefit structures and tax policy can result in benefit cliffs 
and high marginal tax rates for some program participants. However, a lack 
of empirical evidence has led to disagreement about the extent and impacts of 
these effects, how they affect behavior, and whether and how they should be 
addressed.3 

Simulations suggest marginal tax rates are highest for 
families as they move out of poverty. 
At low earnings levels, refundable tax credits and means-tested transfers 
result in higher total income after taxes. As earnings rise, however, benefits 
and tax credits phase out and tax liabilities increase. The specific programs 
a household participates in, family size and composition, and state and local 
policies influence a household’s phase-out pattern. As a result, those with 
similar earnings can experience very different marginal tax rates, although 
such variation is smaller at higher incomes.4 

Figure 1 depicts the results of a simulation by the Congressional Budget 
Office (CBO) focusing on a hypothetical single parent with one child living in 
Pennsylvania. The figure examines marginal tax rates as the parent’s earnings 
increase in $100 increments from zero to 450 percent of the federal poverty 
line. The simulation assumes that, when income-eligible, the family receives 
TANF, SNAP, Medicaid, and Children’s Health Insurance Program benefits, 
as well as cost-sharing subsidies for health insurance and applicable state 
and federal tax provisions in 2016. In this scenario, after-tax (and transfer) 
income is higher than earnings at very low levels of earnings, but grows more 

Note: See https://www.cbo.gov/sites/default/files/114th-congress-2015-2016/reports/50923-
marginaltaxrates.pdf, p. 3.

Source: Congressional Budget Office.

Figure 1. After-tax income exceeds earnings at very low levels of earnings, 
reflecting a low (or negative) marginal tax rate, but the marginal tax rate 
increases relatively quickly with earnings (as reflected by a flat slope) for a 
single parent with one child in 2016.
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slowly than earnings—reflecting a high marginal 
tax rate. Indeed, the marginal tax rate for the 
family at an income between 115 percent and 
126 percent of the federal poverty line would 
average 75 percent.5 

Researchers at the U.S. Department of 
Health and Human Services (HHS) used a 
microsimulation model to estimate marginal tax 
rates associated with an earnings increase for 
families at various income levels using a typical 
bundle of benefits received and subtracting 
childcare costs, payroll taxes, and income 
taxes.6 Figure 2 presents median marginal tax 
rates associated with a $2,000 gain in earnings 
for families with and without children. Notably, 
families with incomes below about 35 percent of 
the poverty line experience a negative marginal 
tax rate, such that they would retain the entire 
$2,000 in increased earnings and would 
experience a net increase of more than $2,000 
in total income. However, the marginal tax rate 
for families with children with incomes between 
about 35 and 150 percent of poverty increases 
sharply with the $2,000 earnings gain, topping 
out at a 51 percent marginal tax rate between 
100 and 125 percent of poverty. The marginal 
tax rate remains high for families up to 200 
percent of poverty until coming down to just 
over 20 percent thereafter. By contrast, there is 
much less variation in marginal tax rates among families without children.7 

However, some researchers argue that microsimulations cannot produce generalizable findings on which to base policy changes. They note 
the fluid and complex nature of low-income families’ finances and the wide variation in program eligibility and take-up and benefit levels 
across states.8 

Research is mixed on whether marginal tax rates substantially change behavior.
Hypothetically, increases in tax credits resulting from earnings increases (called a negative marginal tax rate) should increase work effort, 
marriage rates, and upward mobility, whereas high positive marginal tax rates should do the opposite. However, for many reasons, empirical 
estimates of such effects have produced mixed evidence. For example, some studies argue against efforts to reduce marginal tax rates because 
they find the effects on low-income families are, on average, negligible.9 Other studies argue that marginal tax rates and benefit cliffs negate 
the earnings increases of many low-income families and should therefore be addressed.10 As mentioned earlier, public benefits can vary 
dramatically by individual circumstance, and different programs use their own income limits to determine eligibility, so it is often difficult for 
families to anticipate marginal tax rates (and benefit cliffs).11 Further, some researchers note that any negative effects on hours worked are 
moderated because most people cannot easily choose how many hours to work.12 

Policy changes can reduce marginal tax rates, but there are trade-offs.
Avoiding high marginal tax rates and benefit cliffs may be an important policy goal even if high marginal tax rates and benefit cliffs, 
themselves, do not produce large behavioral responses. For example, lowering marginal tax rates and smoothing benefit cliffs can help 
ensure that low-income families see greater resources from working more, a potentially important issue of fairness. Researchers and 
policymakers have suggested a range of options, from making tax credits and benefits universal, to eliminating credits and benefits and 
replacing them with wage subsidies. More incremental approaches aim to lessen the blow of marginal tax rates and benefit cliffs, such as 
holding benefits constant for a transition period, or better coordinating phase-in and phase-out rates across programs.13 While there is no 
clear consensus on the best approach, there is agreement that any policy lever would have trade-offs in terms of benefit eligibility and levels, 
caseload sizes, and associated public costs.

Source: U.S. Department of Health and Human Services, Office of the Assistant Secretary for Planning and Evaluation.

Figure 2. Marginal tax rates after a $2,000 annual earnings increase are highest for 
households with children whose earnings are between 100 and 200% of poverty.
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1See, for example, J. L. Romich, J. Simmelink, and S. D. Holt, “When Working Harder Does 
Not Pay: Low-Income Working Families, Tax Liabilities, and Benefit Reductions,” Families in 
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November 20, 2018, available at https://www.politico.com/agenda/story/2018/11/20/wage-
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Institute.
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suggest that in many circumstances the combined effect of marginal tax rates and benefit reductions result in a net loss, or at least no net gain, of 
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13Some mid-range policies include holding benefits constant for a six- or twelve-month period of transition after income increases (during which the 
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