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Overview

The Earned Income Tax Credit (EITC) has been supporting the incomes of low-income working
families since 1975. It is now a major anti-poverty program for both adults and children. This brief
provides an overview of how the Earned Income Tax Credit supports families in a context of wage
stagnation and encourages work. Together with the Child Tax Credit, the EITC lifted 9.2 million
people, including 4.8 million children, out of poverty in 2015. It has long-lasting benefits on maternal
and children’s health and on children’s development. The EITC has therefore positive effects beyond its
divect cash value to recipients.
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1. Introduction

Since the mid-1970s, real wages among less educated workers have stagnated.” More recently,
in the past two decades, labor force participation has dropped for both men and women.”

Addressing these two salient features of the US labor market is a pressing issue.

A number of policies aim at supporting the income of the most disadvantaged. Among them,
the minimum wage and policies that raise education and skills can directly lift earnings —
before any taxes and transfers are made. Tax credits, such as the Earned Income Tax Credit
(EITC), lift after-tax incomes for working families.

This policy brief focuses on the EITC, the central post-tax policy that aims at raising incomes
and encouraging work among low-wage earners. Drawing on the most rigorous and recent
research, including my own, I show that the EITC increases work and lifts millions of
Americans out of poverty. The EITC has also a number of benefits beyond its cash value: it

improves families” health and children’s development.

1. The EITC increases work and lifts millions of

Americans out of poverty

The EITC provides a refundable tax credit to lower-income working families through the
federal income tax system. It provides clear incentives for individuals to enter the labor force
as it increases the gap between the incomes of people who work and those who do not.> Many
studies have found that the EITC substantially increases work, in particular among single
parents.* In a recent paper, Ankur J. Patel and I find that the 1993 expansion of the EITC
increased employment for single mothers with less than a college degree by 6.1 percentage
points.” Among single parents, the EITC leads to a large net increase in employment and thus
earnings for low to moderate income families — with incomes between 75% and 250% of the
federal poverty line. Because the EITC is based on family income, the credit is also expected to
reduce the labor supply of secondary earners, as families adjust work in response to income
increases. The evidence shows that the EITC leads to small reductions in the employment of

married women, consistent with the predictions.®

The EITC is the cornerstone of U.S. anti-poverty policy. It is the largest anti-poverty program
for children in the U.S.” Together with the Child Tax Credit (CTC), the EITC removed 4.8
million children from poverty in 2015° It is also the second largest anti-poverty program for
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the population as a whole. Together with the CTC, the EITC lifted a total of 9.2 million people
out of poverty in 2015. Only Social Security removes more people from poverty.’

The large anti-poverty effects of the EITC reflect the fact that the program reaches a large

share of U.S. families with relatively generous amounts:

e The EITC reached 28.5 million tax filers in 2014. It supplements the income of a large
share of U.S. families.”” This is both because the median household income is low
($56,516 in 2015), and because the eligibility of the EITC extends well into the income
distribution. In 2015, single taxpayers receive the EITC with annual incomes up to
$39,131 (with one child), $44,454 (with two children), or $47,747 (with three or more
children) are eligible for the credit. Eligibility for married couples extends somewhat
higher (see Figure 1).

e The EITC is also relatively generous. It can be as much as 45% of a family’s pre-tax
income. The maximum credit in 2015 was $6,242 for families with three children, $5,548
for those with two children, $3,359 for those with one child, and $503 for those without
children (see Figure 1).

FIGURE 1 EITC Schedule, by Family Type (2015 Tax Rules)
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Finally, the anti-poverty effects of the EITC, as measured by the Supplemental Poverty
Measure, are significantly higher than official estimates.” The Census measures estimate the
direct effect of the EITC on families’ incomes (i.e. the tax benefit received on their income in a
given year), but do not take into account the fact that families increase the amount they work,
and therefore earn more, in response to the existence of the EITC, which rewards additional
earnings.”” These earnings increases from increased employment (the indirect effects of the
EITC) must be included when estimating the anti-poverty effects of the EITC. My study with
Ankur J. Patel is the first one to be able to assess both the direct and indirect impact of the
EITC on poverty. We show that the true anti-poverty effects of the EITC have been
underestimated by up to 50 percent.

2. The EITC benefits maternal and children’s health

It is well known that higher family socio-economic status is associated with better health™ and
better child cognitive development.'* However, it has been notoriously difficult to assess the
precise causal impact of income on families’ well-being, and to disentangle the effect of income
from other confounding factors (such as neighborhood or environment).

A number of studies have recently been able to overcome that difficulty by exploiting the 1993
reform of the credit — the EITC increased for those with any children as well as for those with
two or more children relative to those with one child.” They show in particular that:

e The 1993 expansion of the EITC lowered mother’s risk of cardiovascular disease,
metabolic disorder and inflammations, and improved their mental health.'® The
expansion also led to a reduction in smoking among single mothers with children.”” In
work with Douglas Miller and David Simon, my co-authors and I show that this is also
true among pregnant single mothers."

e My work with Miller and Simon also shows that the 1993 expansion of the EITC
reduced the incidence of low birth weight (Figure 2) and increased mean birth weight.”
This improvement in birth outcomes is due to both more prenatal care and fewer
negative maternal health behaviors (e.g. smoking).*
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FIGURE 2 Effects of the EITC on Low Birth Weight
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Lecture note: For single women between the ages of 18-45 with a high school education or less, the
propensity for second births (compared to 1st births) to be low birth weight declined by more than o.2
percentage points in 1997 compared to 1993 (i.e. four years after the implementation of OBRA93). This is
shown by the line “Parity 2 (relative to 1)”; the propensity for third births or greater (compared to 1st
births) to be low birth weight declined by 0.7 percentage points in 1997 compared to 1993. This is shown
by the line “Parity 3+ (relative to 1)”.

3. The EITC fosters children’s human capital and
development

There is growing evidence that the EITC fosters children’s cognitive outcomes and educational

achievement and attainment from elementary school to college:

e The EITC raises both math and reading test scores in elementary and secondary
schooling.” In particular, Dahl and Lochner find large positive effects of the EITC on
math and reading test scores for children aged 8-14, with larger effects for younger
children and boys.** The EITC could also help to decrease aggression, as was found in
the Canadian provinces which have benefits similar to the EITC.*

e The EITC is associated with higher rates of high school completion (or GED) and also
higher college attendance rates.* This in turn translates into better employment
outcomes and higher earnings.
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Conclusion

The EITC is an effective tool to supplement the incomes of disadvantaged workers and to
encourage work. It has become the cornerstone of U.S. anti-poverty policy and has
transformed the experience of low-income families with children in the U.S. It has also

dramatically increased employment among single women with children.

The benefits of the EITC extend well beyond an increase in cash flow for low-income families.

It increases adult and children’s health, as well as children’s development.

Importantly, the benefits of EITC accrue not only to the recipients themselves, but also
indirectly to taxpayers, through decreased health costs of those in poverty, and long-term
increases in productivity and tax revenue generated by the higher education levels associated
with EITC. This vital program continues to demonstrate significant benefits for our society,
and ongoing research affirms the breadth of those benefits for the next generation.

—Hilary Hoynes is a Professor of Public Policy and Economics, holds the Haas Distinguished Chair
in Economic Disparities, and is an affiliated faculty member of the Institute for Research on Labor
and Employment. Contact: hoynes@berkeley.edu
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