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Abstract—This paper uses the political history and pre-history of the EITC to describe how the politics
of welfare reform influence tax policies that function as social policy. It suggests that the economic
tradeoffs inherent in the formulation of tax-transfer programs are also political tradeoffs. It examines
policy choices between costs and labor supply incentives, as well as those between ease of participation
and compliance rates. This paper concludes that although economic analysis influenced the creation and
development of the EITC, political factors, not economics, animated the history of the program.

Over the course of the last thirty years, tax expenditures have become increasingly visible

components of the U.S. tax-transfer system. Although they do not require annual review by the

appropriations process, they are subject nevertheless to the whims of politics and national mood.1 The

Earned Income Tax Credit (EITC) is a case in point. Enacted in 1975 as a refundable tax offset for

low-income workers, the EITC appeared to politicians an attractive, work-oriented alternative to

existing welfare programs. It was both an anti-poverty and anti-welfare instrument. It complemented

national concerns over welfare caseloads, unemployment rates, and the working poor. By the 1990s,

the same political forces that had nurtured the EITC threatened to eliminate it. The EITC was now part

of the problem; it had begun to look more like a welfare subsidy (replete with work disincentives, poor

targeting, and high costs), and less like a tax offset. It had become simply another federal handout, a

welfare program administered through the tax system.2

This essay describes the “collision” of tax and welfare politics. It examines the political history

of the EITC to show how the politics of welfare reform influence tax policies that function as social
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policy. It explains the creation and development of the EITC in relation to a welfare reform consensus

that emphasized pro-work, pro-growth, low-cost policies. This essay also uses the EITC to show how

economic tradeoffs inherent in the formulation of tax-transfer programs are also political tradeoffs. It

examines policy choices between costs and labor supply incentives (or targeting and labor supply

disincentives), as well as those between ease of participation and compliance rates. Thus, it highlights a

fundamental social policy conundrum of the last thirty years; that is, whether to favor programs with high

budgetary costs (i.e., high break-even points), less-targeted benefits, and small marginal labor supply

disincentives, or those with low budgetary costs (i.e., low break-even points), more-targeted benefits,

and large marginal labor supply disincentives. This study places the dilemma in historical context,

illuminating the relationship between technical policy options and the political process.

 The first section of the paper describes the intellectual and political heritage of the EITC. It

argues that in the early 1970s, Congress viewed the EITC as an alternative to conventional welfare

programs, and in particular, to the negative income tax component of Richard Nixon’s Family

Assistance Plan. The second section examines the EITC’s role in President Jimmy Carter’s welfare

initiative, the Program for Better Jobs and Income. By early 1977, Carter officials recognized the

significant anti-poverty and anti-welfare potential of the EITC. Although Congress did not enact

Carter’s welfare proposal, the debates it generated increased both expert and political awareness

regarding the functionality of the EITC, and laid the foundation for the bipartisan consensus that

expanded the program in 1986. The third section describes the EITC’s phenomenal growth during the

1980s and 1990s. Rising costs, as well as reports that the credit suffered from high error rates, evoked

calls for the program’s elimination. Section four details both the political and expert debate on the

EITC’s labor supply effects and compliance problems. The last section explains how economic analysis
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interacted with political factors to affect the development of the EITC. It suggests that although

economists to some extent became more effective political actors throughout the EITC’s history, their

increased effectiveness had more to do with a meshing of the political and economic environments (i.e.,

make work pay) than with their increased appreciation of the “policy game.”

Welfare Dependency and Tax Transfers: The Early Years

President Lyndon Johnson’s Great Society identified poverty as the social problem of the 1960s. By

contrast, welfare dependency became the social problem of the 1970s.3 While policymakers in the

1960s talked of entitlement-oriented guaranteed annual incomes (GAIs), in the 1970s they debated

work-oriented programs. Of course, the dichotomy between the two decades was not this neat; calls

for GAIs persisted into the 1970s, for example, and social policies that reinforced work predated the

English Poor Laws. Nonetheless, the perceived social crises of the two decades were distinct.

The debates surrounding President Nixon’s Family Assistance Plan (FAP) illuminate this

distinction. They represent a transitional period between the perceived social ills of poverty on the one

hand and welfare dependency on the other. Moreover, the political discussions of Nixon’s welfare

initiative highlight trade-offs in tax-transfer programs that not only doomed FAP, but also engaged

policymakers for the next thirty years. The fight over FAP alerted politicians to how the tax system

could alleviate or, conversely, perpetuate social problems. It also spawned alternative tax-transfer

proposals, including the EITC.

A Developing Intellectual Vanguard

The United States “rediscovered” poverty in the early 1960s.4 Once exposed, the federal government

addressed itself to the elimination of what many considered a poverty epidemic. Social policy experts

attempted to fill the “poverty gap.” Defined as the income deficiency between a family’s income level
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and a specified poverty level, the poverty gap informed social policy discussions in the early 1960s.5

Prompted by President Johnson’s declaration of war on poverty in 1964, social policymakers set about

formulating various anti-poverty schemes.

These formulations, Johnson declared, would not dole out cash grants. “The majority of the

Nation,” the President argued in his 1964 Economic Report, “could simply tax themselves enough to

provide the necessary income supplements to their less fortunate citizens…But this ‘solution,’” he

continued, “would leave untouched most of the roots of poverty It will be far better, even if more

difficult to equip and permit the poor of the Nation to produce and earn the additional” money required

to escape from poverty (Council of Economic Advisors, 1964). Johnson’s emphasis on work-oriented

programs was rooted in an historical, national aversion to federal handouts. The anti-welfare, pro-work

sentiment pervaded the national culture. It emphasized work over dependency, distinguishing between

poverty (which was seen as a temporary condition of the working poor and a permanent condition of

the disabled and aged) and welfare dependency (which was seen as a pathological and voluntary

condition of the indolent).6 Put simply, it conflated social policy with morality. This national consensus,

moreover, persisted across time. In 1937, for instance, with the nation immersed in a protracted

depression and with millions of Americans without jobs, public opinion favored “work relief” over “cash

relief” by a nine-to-one margin (Gallup, vol. 1, 1972, p. 84). A year later, in 1938, as the economy

underwent what F.D.R. euphemistically termed a “recession,” 68 percent of respondents opposed

paying unemployed citizens “script money” (Gallup, vol. 1, 1972, p. 124). Even in the hardest of times,

Americans supported work- over cash-relief programs.

Imbued with this pro-work sentiment, the Johnson administration removed obstacles that

prevented individuals from attaining self-sufficiency. Policymakers soon identified the tax system as one
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of those impediments. In 1965, Joseph Pechman, Senior Fellow at the Brookings Institution and

consultant to the Treasury Department throughout the 1960s, observed that “[t]he government has

launched a program to alleviate poverty. In such a situation,” he reasoned, “it is clearly undesirable to

maintain a tax system that subjects the ‘poor’ as officially defined to taxes.”7 Rather than perpetuate the

poverty cycle, the tax system could be a useful “device” in removing individuals from poverty, and in

keeping them from turning to welfare.8

Fiddling with the tax system in the traditional manner (reducing positive tax rates or raising

personal exemptions) would not help low-income individuals whose federal income tax bill was already

zero. Reformers needed to alter the tax law to pay out benefits directly. Enter the negative income tax.

By applying negative rates to unused exemptions and deductions—as the early proposals suggested—

or by applying a negative rates per capita credit—a structure later plans employed—a negative income

tax could close, and even eliminate, the poverty gap.9 By running the program from the tax system,

moreover, an NIT could improve on existing welfare services. First, it reduced administrative costs by

displacing most social workers, which, in turn, complemented the prevailing notion among experts that

poverty had more to do with deficiencies in income than character.10 Second, an NIT improved

horizontal equity on the transfer side of the tax-transfer system; that is, it equalized state differences in

benefit levels by providing a national, federally subsidized payment.11 Third, and perhaps most

important, an NIT also encouraged individuals once out of poverty to earn their way toward self-

sufficiency. Traditional welfare programs imposed one-hundred percent marginal tax rates on earnings.

An NIT, on the other hand, could avoid these prohibitive work disincentives by using fractional marginal

rates, thereby “ensur[ing] that those who work will not remain in poverty.”12 Due to these myriad

benefits, President Johnson’s Office of Economic Opportunity (OEO) made the negative income tax the
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capstone in its ambitious 1966 anti-poverty program, which promised to “finish the job of ending

poverty by the end of 1976.”13

As NIT plans proliferated, and as they became more costly, critics associated them with a

guaranteed annual income. By most accounts, GAIs provided benefits “as a matter of right” with

constitutional guarantees.14 They resembled “social dividend” plans, contemporaneously under

consideration in Britain, that placed an income floor under every family, again, as a matter of right

(Rhys-Williams, 1943, 1953). Neither GAIs nor social dividend plans contained phase-out rates. And

although both plans proposed to close all or most of the poverty gap, they were prohibitively

expensive.15 Worse, they seemed to take the form of a demeaning dole.

Milton Friedman, whose articulation of a negative income tax in 1962 made it a viable policy

option, feared the confusion between an NIT and existing GAI plans.16 He argued that the use of

fractional tax rates distinguished negative income taxation not only from guaranteed incomes, but also

from conventional welfare programs. Friedman’s NIT, utilized a 50 percent phase-out rate, substantially

lower than AFDC’s one hundred percent rate. Friedman also showed that the marginal rates in an NIT

could be graduated to preserve work incentives even further. In fact, the parameters of an NIT could be

set so differently from the parameters of a GAI that Friedman publicly denounced the connection

between an NIT and “superficially similar but basically very different guaranteed minimum income

plan[s].” According to Friedman, the existing “grab bag of relief and welfare measures,” not an NIT,

amounted to a “government guaranteed annual income.”17

Despite Friedman’s efforts, many observers continued to associate an NIT with a GAI.

President Johnson, for one, did not perceive the distinctions between the two policy instruments as

parameterized by NIT advocates within his administration. In Johnson’ eyes, both an NIT and a GAI
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amounted to a cash benefit, and thus, a work disincentive. He opposed the OEO’s NIT proposal, for

example, on the grounds that it undermined the self-help principles of his War on Poverty (Moynihan,

1973, p. 131). He preferred more explicit pro-work, rehabilitative policies. The legislative foundation of

Johnson’s Great Society, the Economic Opportunity Act of 1964, contained six parts, each of which

"reaffirmed the central and traditional objective of extending opportunities for individual initiative”; they

provided a hand up, not a handout (Davies, 1996, p. 34). Johnson opposed cash supplements in any

form, and preferred “opening to everyone the opportunity for education and training, [and] the

opportunity to work” (Economic Opportunity Act of 1964, p. 377).

The American people also favored work over income programs. In a 1966 Gallup Poll, 67

percent of respondents opposed a “guaranteed minimum annual income” (Gallup, vol. 3, 1972, p.

1965). By 1968, public opinion had warmed slightly to a GAI; 36 percent favored and 58 percent

opposed a federally guaranteed family income. But tellingly, 78 percent of respondents favored

guaranteeing a job rather than a cash grant (Gallup, vol. 3, 1972, p. 2133). Poverty may have been the

social crisis of the 1960s, but avoiding dependency on the government remained a top priority for

Americans and their elected officials. Who better to continue the pro-work legacy than tough,

conservative Richard Nixon?

Politics, Economic Research, and the Family Assistance Plan

President Nixon’s Family Assistance Plan, introduced in August 1969, provided a bold alternative to

existing public assistance programs. Philosophically, it attempted to strike a balance between “the

mutually inconsistent goals of adequate benefit levels and work incentives” (Davies, 1996, p. 214). Its

federal minimum cash guarantee, in the form of a negative income tax, would replace the much-maligned

AFDC program with a uniform national payment that states could supplement at their discretion.
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Through the use of an income disregard, fractional phase-outs, and a requirement that all recipients

either maintain employment or seek work, FAP would keep work disincentives to a minimum.18 Most

important, FAP would reverse the rising welfare rolls. In 1960, before President Johnson deployed his

forces for a war on poverty, 3.1 million people received AFDC. By 1969, that number had risen to 6.7

million, and would jump again to 9.0 million by 1970 (Berkowitz, 1991, pp. 116 and 93). Johnson’s

self-help programs failed to curb the swelling welfare rolls, and in fact seemed to fuel a developing

welfare “crisis.”19 His war on poverty had amounted to “little more than a modestly financed skirmish”;

it was oversold, underfunded, and wrong-headed (Esterly and Esterly, 1971, p. 26). It promised

economic opportunity through work, but failed to pave the road to self-sufficiency with income supports

or jobs. It was now Nixon’s turn. FAP, the new President stated, would address the crisis of welfare

dependency with a radical new income strategy that lifted individuals out of poverty and at the same

time reinforced the work ethic. His choice of an NIT, however, would make it difficult for him to sell his

proposal as a pro-work measure.

The public responded warmly to FAP. One week after its introduction, Gallup found that of

those familiar with FAP, 65 percent favored the plan, 20 percent opposed it, and 15 percent recorded

no opinion (Moynihan, 1973, p. 268). Eighty-one percent of the telegrams sent to the White House on

the subject expressed support. And 95 percent of newspaper editorials praised the proposal (Small,

1999, p. 188). In an informal White House survey of four-hundred editorials, Counselor to the

President, Daniel Patrick Moynihan, proudly reported, “The merging of a work requirement with a

general income scheme was far and away the single most praised aspect of the President’s proposal.”20

Initially, the FAP enjoyed Congressional enthusiasm, as well.21 But opposition formed quickly.

Liberals thought the plan inadequate, and demanded higher benefit levels. The Nixon proposal provided
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a national floor of $1,600 for a family of four, more generous than existing AFDC benefit levels in

almost every state. Liberals made it known they would accept nothing less than $5,500, a figure

originally derived by the National Welfare Rights Organization (NWRO) and its campaign against FAP,

“Fifty-five hundred or Fight” (Davies, 1996, p. 223).22 Although the $5,500 plan was estimated to cost

$71 billion and cover 150 million people, the NWRO increased the proposed benefit to $6,500 in

1971, a demand that presidential hopeful George McGovern endorsed.23 Conservatives, meanwhile,

professed shock that a Republican president supported what amounted to “a national guaranteed

income arrangement” (Reichley, 1981, p. 144). The Nixon proposal, they argued, contained weak

work requirements that made its benefits resemble cash giveaways. The FAP would perpetuate, not

abolish, existing work disincentives. Al Ullman (D-Ore.) complained to administration officials that the

proposal “open[ed] up the Treasury of the United States in a way it has never been opened up” (Burke

and Burke, 1974, p. 152). Moreover, FAP would add ten million recipients to the welfare rolls, and

cost $2 billion more than existing public assistance programs (Haveman, 1973, p. 35).

The Nixon administration countered. It argued that the bill’s price tag was modest compared to

the extravagant alternatives. The President carefully differentiated between the work incentive features

of his NIT plan and the disincentives of GAI schemes. “This national floor under incomes for working or

dependent families,” he emphasized, “is not a ‘guaranteed income’” (quoted in O’Connor, 1998, p.

113). Nixon expressly reiterated his proposal’s work requirements. “The family assistance plan that I

propose increases the incentive to work,” he wrote George Bush in 1970.24 It allowed recipients to

keep their first $720 of earnings, above which point it taxed additional earnings at 50 percent up to a

phase-out of $4,000. In comparison to AFDC, which used 67 percent marginal tax rates, FAP boasted

more positive work incentives.25 Moreover, FAP required that “every adult in the assisted families
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register at the employment office for work or training or sign up for vocational rehabilitation if

handicapped.”26 The plan also included expanded day care and transportation services so that claimants

could more easily get to and from work. Despite these assurances, Nixon found it difficult to mobilize

support for FAP among Congressional allies. They ignored FAP’s work requirements, and confused the

plan’s NIT component with more liberal income maintenance schemes.

Adding to these difficulties, empirical evidence indicated that FAP did not make work pay. The

Senate Finance Committee staff produced tables exposing FAP’s work disincentives. Chairman Russell

Long (D-La.) used the data to show that under the administration’s bill, a father in a four-person family

who earned $2,000 annually would receive benefits that raised his total annual income to $2,960. But

this amount “is less than what he would get if he were totally unemployed,” Long reported. “In other

words, he can increase his family’s income by…quitting work entirely” (Moynihan, 1973, p. 465). And

indeed, under both AFDC and FAP, an unemployed father with no earnings received $3,000 in benefits

from the federal government. Was the administration’s plan no better than the system it proposed

replacing, Long asked?

The White House responded lamely. During Congressional testimony, Senator Herman

Talmadge (R-Ga.) asked Secretary of Health, Education and Welfare (HEW), Robert Finch, about the

effects of FAP. A man “could do a little casual labor on somebody’s yard from time to time,” Talmadge

hypothesized, “maybe sell a little heroin or do a little burglary and he would be in pretty good shape,

wouldn’t he?” Finch responded, “He would be in about the same shape as under the present program”

(Moynihan, 1973, p. 473). In a similar exchange, Long asked Robert Patricelli of HEW the logic behind

penalizing individuals for choosing work over welfare: “There is none, Senator,” Patricelli admitted

(Moynihan, 1973, p. 481).
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Nor did the administration have a response to Senator John Williams (R-Del.). In a relentless

attack on the labor supply effects of FAP, Williams showed that work did not pay under the Nixon

plan. Using data produced by HEW, he demonstrated how FAP exacerbated existing benefit reduction

rates.27 When combined with Food Stamps, Social Security taxes, Medicaid payments, public housing

subsidies, and federal and state taxes, FAP created an even more perverse system of social provision.

Even though it replaced AFDC’s 67 percent phase-out rate with a 50 percent rate, its benefits extended

much farther up the income scale, and affected individuals not affected by AFDC or other welfare

programs, particularly the working poor. It worsened what was referred to as “notch” problems, and it

raised cumulative tax rates in the tax-transfer system. Williams belabored these notches. In New York

City, he told the Finance Committee, a four-person family with no earned income could claim $7,435 in

benefits. If the same family earned $6,000, its total income would increase by only $1,750; it faced a

marginal tax rate of 70 percent. If it managed to earn an additional $279, its income would decrease

$1,656. In an even more extreme case, a 7-person family with no earned income could claim $10,207

in benefits. If the same family earned $8,658, its income would fall $405 to $9,802.28

FAP was wounded, but not dead. In February 1970, the Nixon administration produced

evidence that FAP would increase work effort among recipients. Beginning in 1968, the University of

Wisconsin Institute for Research on Poverty and Mathematica, Inc., under the auspices of the OEO,

initiated the first of four income maintenance experiments, the New Jersey Graduated Work Incentive

Experiment.29 Like the other studies (Denver-Seattle, Iowa-North Carolina, and Gary, Indiana), the

New Jersey experiment tested the influence of income supplements on work, consumption, borrowing,

saving, and family stability. It was to be completed by 1972. But by 1970, the Nixon administration

needed data to support its case for a negative income tax. At the request of the OEO, the groups
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conducting the experiments “broke into” the data. In a report entitled, “Preliminary Results,” they

summarized the early findings. “There is no evidence,” the report stated, “that work effort declined

among those receiving income support payments. On the contrary, there is an indication that work effort

of participants receiving payments increased relative to the work effort of those not receiving payments”

(Moynihan, 1973, p. 192). The White House immediately released these findings to the press.

The report, although preliminary, profoundly influenced Congress’ reaction to FAP. Ways and

Means Chairman Wilbur Mills threw his influence behind the proposal, while other legislators stopped

talking about the plan’s possible work disincentives. By the summer of 1970, the report was receiving

less favorable treatment. A New York Times Magazine article, citing OEO Assistant Director, John O.

Wilson, as its source, reported that the Nixon administration “rigged” the preliminary data (Cook,

1970). Senator Williams called it a “political report to justify a conclusion,” and journalists Clark

Mollenhoff and Richard Wilson wrote that White House official Daniel Patrick Moynihan “pressured”

Wilson to prepare the report. The Government Accounting Office, however, audited the findings and

verified their conclusions. The available evidence suggested that the episode merely reflected welfare

politics as usual. Nevertheless, the “case [for FAP’s work incentives] was shaken simply in that it was

challenged” (Moynihan, 1973, p. 511). With the New Jersey experiment discredited, and no other

alternative data sources to validate an NIT, the Nixon administration awaited the inevitable defeat of

FAP.

And indeed, the end was near. It seemed that FAP could neither reverse the cycle of welfare

dependency, nor move welfare claimants into paid employment. Russell Long concluded that FAP

would “reward[] idleness and discourage[] personal initiative of those who can provide for themselves”

(Moynihan, 1973, p. 515). In a meeting with the President, Long made this point more colorfully. His
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committee, he told Nixon, objected “to paying people not to work” and to “lay about all day making

love and producing illegitimate babies” (Moynihan, 1973, p. 523).

Long’s political acumen perceived another trend: the preference among legislators for assisting

low-income, working families. Acting on his instincts, Long proposed an alternative to FAP that

directed benefits towards the “deserving” poor, that is, those willing to work.30 His proposal, part of a

larger public jobs program, called for wage subsidies to low-income workers, and a “work bonus”

equal to ten percent of wages subject to Social Security taxation. The work bonus rose to a maximum

credit of $400, declined at a 25 percent rate from $4,000, and phased out at $5,600. Long argued that

it would offset Social Security taxes, act as an earnings subsidy, and “prevent the taxing of people onto

the welfare rolls” (Long, 1972). It differed from both NIT and GAI plans in that it conditioned benefits

on work. Moreover, whereas an NIT or GAI gave its highest benefits to those with no earned income,

Long’s work bonus phased in benefits. And although an NIT phased out benefits, Long’s alternative

declined at 25 percent as opposed to 50 percent for most NIT plans. Finance Committee members

expressed interest in Long’s work bonus proposal. But in 1972, Congress rejected it along with FAP.

The debate over FAP accentuated the tradeoffs inherent in tax-transfer programs. It focused on

whether a reformed social welfare system would be entitlement-oriented or work-conditioned,

permanent or temporary. In defeat, FAP portended the future course of welfare reform. “Welfare”

connoted indolence, a way of life; poverty implied hard luck, a temporary condition of the down and out

and a permanent condition of the disabled and aged. After FAP, successful social policy proposals

would have to meet both anti-poverty and anti-welfare goals. They would have to fulfill pro-work, pro-

growth, low-cost demands.

Helping the Working Poor
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Despite its defeat in 1972, the work bonus remained on the policy agenda because of Russell Long’s

indefatigable efforts. He attached the plan to various pieces of legislation, and explained to his

colleagues how it rewarded work while NITs, GAIs, and existing welfare services promoted

dependency. Long perceived his work bonus as a substitute for conventional welfare programs, and in

particular, for AFDC. He sympathized with the poor, but differentiated sharply between the working

and non-working poor. As a preliminary to his more sophisticated work bonus of 1972, Long unveiled

in 1970 a “workfare” alternative to FAP which distinguished between employables and unemployables

(defined as the aged, blind, disabled, and single mothers with preschoolers). For the unemployables,

Long’s plan offered a modest guaranteed income. For the employables, it provided work and training

opportunities. It also allowed income maintenance payments when no work was available, as well as

wage subsidies for the workfare participants whose hourly wage fell below the minimum.31

The work bonus came later, and reflected an evolving political consensus that payroll taxes fell

heavily, even regressively, on the poor.32 Throughout the 1960s, the Treasury Department and various

executive-commissioned anti-poverty task forces had noted the regressive effects of Social Security

taxation.33 They also showed that future refinancing of the Social Security system might encumber the

poor even more.34 Congress, too, became increasingly aware of payroll tax burdens. It considered

amendments to the Social Security Act in 1967, 1970, 1971, and 1972. The emergent national debate

over the future of Social Security focused Congress’ attention on payroll taxation, and prompted

legislators to introduce legislation that relieved the poor from future refinancing of the system.35 Between

1972 and 1973, the employee payroll tax experienced its sharpest one-year jump, rising from 5.2 to 5.8

percent. The longer trend was even more arresting: the worker’s share of the tax rose from 1.5 percent

in 1950 to 3.0 percent in 1960, and to 4.8 percent in 1970 (Pechman, 1987, p. 332). The surges
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heightened reform pressures, and made legislative relief of payroll taxes imminent. Russell Long’s long-

running advocacy on this score made his work bonus the front-runner.

While Long advocated a tax credit for the working poor, others rejuvenated the negative

income tax. FAP’s demise had not stopped many policy experts from continuing to support an NIT.36

These analysts—housed within universities, Washington thinktanks, and the federal bureaucracy—

produced economic data that indicated the viability of an NIT-driven income security system. They

pioneered modeling techniques that simulated the effects of various NIT designs.37 They helped conduct

the income maintenance experiments. And perhaps most important, they enjoyed institutional ties to the

federal bureaucracy. HEW’s Assistant Secretary for Planning and Evaluation (ASPE), created a sub-

division called Income Security Policy (ISP). Michael Barth, former OEO member and FAP designer,

staffed ISP with economists from the recently reorganized OEO. Under his direction, ISP funded

research on poverty and welfare reform, and maintained close links with the policy research community,

which included the University of Wisconsin’s Institute for Research on Poverty and the Urban Institute.

The network of social policy experts in and around government provided data for several

comprehensive welfare reform proposals in the mid-1970s. It contributed to the work of the Joint

Economic Committee’s Subcommittee on Fiscal Policy, for example, which conducted a three-year,

19-volume study on the U.S. tax-transfer system. Begun in 1972, this study addressed itself to

improving the equity, simplicity, incentives, and multi-program interaction of the existing system. It

examined a number of policy alternatives, including comprehensive income supplements, demogrants,

in-kind programs, minimum wage increases, wage subsidies, earnings subsidies, and public employment

programs (Joint Economic Committee [JEC], 1974, p. 129). Ultimately, the subcommittee, chaired by

Martha Griffiths (D-Mich.), recommended a dual approach to welfare reform that replaced public
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assistance programs with a federal system of tax credits and income allowances. In 1974, Griffiths

introduced the Tax Credit and Allowances Act (H.R. 17574), a bill that embodied the JEC

recommendations. Griffiths’ proposal, which she dubbed, “Income Security for Americans” (ISA),

replaced deductions and personal exemptions for low-income families with refundable tax credits. It

abolished AFDC and Food Stamps, moreover, in favor of a guaranteed income program administered

by the IRS. Also in 1974, Secretary of HEW, Caspar Weinberger, proposed the Income Supplement

Plan (ISP), a comprehensive negative income tax proposal that would replace all existing welfare

programs.38 The proposal ensured that a “family would no longer both pay taxes and receive benefits at

the same time, but instead would have either a tax liability or eligibility for a transfer” (U.S. Department

of Health, Education, and Welfare [HEW], 1976, p. 7).

Despite the extensive research behind both proposals, critics argued that neither advanced the

welfare reform debate. In fact, some individuals charged that the two plans amounted to GAI schemes

reminiscent of the failed FAP. It “was like going back in time five years,” observed Martin Anderson,

chair of the ad hoc White House task force charged with evaluating the Ford administration’s ISP

(Anderson, 1976, p. 10).39 Opponents felt that the Ford and Griffiths alternatives did not move the

discussion beyond unproved and widely criticized income guarantees on the one hand, and disproved

public assistance measures on the other. Policymakers seemed neglectful of the lessons provided by

FAP, critics believed. They did not acknowledge the extent to which Americans had grown weary of

comprehensive welfare proposals that “tax[ed] the many on behalf of the few” (Phillips, 1970, p. 37).

Congress ultimately rejected both Griffiths’ and Ford’s plans, because they did not fit the pro-

work, pro-growth, low-cost mold. To be sure, both alternatives emphasized work and economic

growth, but not satisfactorily. Moreover, they were too expensive, costing $15.4 billion and $4.6 billion,
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respectively (1974 dollars) (JEC, 1974, p. 162; HEW, 1974, p. F-1). And although each plan explicitly

targeted “dependency,” neither convinced Congress that it did enough to alleviate the welfare problem.

The Earned Income Tax Credit

Russell Long’s work bonus presented a more attractive policy alternative and a path towards economic

independence. It contained implicit work incentives, and it conformed to budgetary constraints.

Moreover, by putting money in the hands of low-income consumers, it complemented President Ford’s

pledge to stimulate the flagging economy. The Senate passed versions of Long’s work bonus each year

from 1972-74, but the House rejected them on each occasion. With the economy slipping into

recession in 1974, President Ford introduced the Tax Reduction Act of 1975, hoping that tax cuts

would bring stimulative effects. Congress responded to Ford’s cue by refunding $8.1 billion in 1974

individual income taxes and reducing 1975 income taxes by an additional $10 billion (U.S. Congress,

Senate, 1975). As part of the bill’s tax-cutting features, Congress established for one year, section 32

of the Internal Revenue Code, a refundable credit for taxpayers with incomes below $8,000. The

“Earned Income Credit” (EIC) equaled ten percent of the first $4,000 of earned income, or $400. It

phased out at ten percent, and vanished completely at $8,000. The Finance Committee report

suggested that the EIC would “assist in encouraging people to obtain employment, reducing the

unemployment rate and reducing the welfare rolls” (U.S. Congress, Senate, 1975, p. 33). It would also

offset payroll tax burdens for low-income families.40

The EITC embodied Long’s vision of a program that moved individuals off welfare and into

paid employment, while keeping others off the welfare rolls. It covered only working poor families with

children, and forced the “undeserving” poor either to choose paid employment or resort to stigmatized

and inadequate AFDC services.41 It neglected non-working Americans, including childless, low-income
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individuals.42 In short, the EITC’s modest responsibilities and cost ($1.25 billion) reflected the prevailing

welfare reform consensus that carefully circumscribed its parameters. The credit would reduce welfare

dependency, not poverty.43

Interstice

For three years, the EITC underwent only slight modification, and adhered to its pro-work, anti-welfare

charter.44 In an effort to tie the credit more directly to work, Congress allowed EITC eligibles an

“advance payment” option as opposed to year-end, lump-sum payments. The 1978 law also made the

EITC a permanent provision of the Internal Revenue Code. The “new” EITC still phased in at ten

percent, but now rose until $5,000 and provided a maximum benefit of $500 between $5-6,000.45

Beyond $6,000, the credit declined at 12.5 percent, zeroing out at $10,000. These increased thresholds

nearly restored the credit’s original value, which had eroded due to inflation (Campbell and Peirce,

1980, p. 6) (see Appendix 1 for EITC parameters, 1975-1999).

The Joint Committee on Taxation (JCT) attributed the EITC’s popularity to how it provided

both tax relief and work incentives for low-income families (JCT, 1979, p. 51). In this way, the EITC

fulfilled its original tenets as set forth by Congress; that is, as “an added bonus or incentive for low-

income people to work,” and as a way to reduce welfare dependency by “inducing individuals with

families receiving Federal assistance to support themselves” (U.S. Congress, Senate, 1975, p. 11).

A cohort of liberal bureaucrats and academic researchers expressed less excitement for the

EITC. They believed the program’s anti-poverty effectiveness quite limited. Despite widespread anti-

welfare rhetoric and the popularity of pro-work programs, many economists and social policy officials

supported comprehensive cash assistance in the form of a negative income tax. Others, citing the
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persistent unemployment and eroding wages of the 1970s, advocated ambitious public jobs programs.

The EITC did not address these ambitions. It remained small and inexpensive, categorical and limited.

Given the early design of the EITC, neither its proponents nor its critics could have anticipated

the program’s next stage of development. Indeed, much to everyone’s surprise, the EITC would

emerge from the welfare reform discussions at the end of the 1970s forever transformed. It would no

longer comprise simply a modest work subsidy; rather it would represent an anti-poverty device that

could potentially raise the income of all working Americans above the poverty line.

Welfare Reform and the EITC: The Program for Better Jobs and Income

In May 1977, President Carter announced that his administration was in the process of designing a

consolidated income security system. The new tax-transfer system would “scrap” existing public

assistance programs, and deliver “jobs, simplicity of administration, financial incentive to work, [and]

adequate assistance for those who cannot work.”46 Moreover, it would narrow the differences in benefit

levels among states by providing a uniform federal payment; increase work incentives for mothers with

young children; and provide benefits to low-income, two-parent families. During the development of

Carter’s welfare initiative, the Department of Health, Education, and Welfare and the Department of

Labor (DOL) collaborated on a proposal to combine a federal jobs program for the able-bodied, with

a modest guaranteed income for the non-working poor. In an effort to make work more attractive than

welfare, and to keep subsidized jobs to a minimum, HEW and DOL proposed more than tripling the

size of the EITC for workers in unsubsidized jobs. The internal discussions over an expanded EITC

provide insights into how deeply the pro-work, pro-growth, low-cost welfare reform consensus

influenced policy alternatives at the end of the 1970s.

Bureaucratic Infighting and Economic Research
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Carter’s Program for Better Jobs and Income (PBJI) took shape on two separate tracks. HEW and

DOL agreed that the plan should differentiate between those expected to work and those not expected

to work. But the two departments differed in how they extended coverage to these groups. HEW

advocated comprehensive cash grants, a scheme that most politicians considered a poor alternative to

existing welfare programs, but one that many academics and policy analysts still supported. DOL, on

the other hand, believed that only those not expected to work should receive cash subsidies. For those

expected to work, DOL advocated expanding federal training programs, and liberalizing the EITC. Its

recommendations followed the assumption that individuals should “turn first to...employment and training

or the tax system for support.”47

The two departments differed not just philosophically, but also analytically. For several years,

HEW had employed various microsimulation models, such as MATH (Microanalysis of Transfer to

Households) and TRIM (Transfer Income Model), to test the impact of income maintenance reforms on

the federal budget and poverty populations (Kraemer, et al, 1987). Although DOL did not possess

MATH or TRIM, several economists in the Office of the Assistant Secretary for Policy and Evaluation

Research (ASPER) were familiar with the modeling techniques. Despite their effectiveness in simulating

income-transfer programs, neither MATH nor TRIM could simulate the pure cash approach of HEW or

the pure jobs approach of DOL. Analysts had to design new models. But rather than cooperate in this

endeavor, the two agencies created their own models. HEW developed a variant of TRIM, named

“KGB” for its designers, Rick Kasten, David Greenberg, and Dave Betson. Meanwhile, DOL settled

on a variation of MATH called “JOBS” which simulated a service employment program.

The differences in modeling exacerbated differences in agency ideology. Or, as one observer

explained, “‘Countermodelling’ by DOL and HEW analysts...seemed to fuel agency rivalries and
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competitiveness” (Kraemer, et al, 1987, p. 130). HEW’s model generated numbers that suggested a

jobs program would cost substantially more than a cash assistance program. Alternatively, DOL’s

model forecasted that its jobs and training strategy not only would cost less than HEW’s cash approach,

but would stand a better chance of reducing the welfare rolls.

Politics and the EITC, Part I

Presented two distinct welfare reform visions, as well as conflicting microsimulation data, President

Carter and his Domestic Policy Staff (DPS) combined the HEW and DOL proposals. The

administration’s initiative would include both a jobs and a cash component, Carter told the nation on

May 2.48 He would unveil a more detailed plan in August. That left three months to produce a bill he

could send to Congress. The presence of a deadline, and the political necessity to present a united front,

forced HEW and DOL to put aside their differences. The two agencies accepted the need to

cooperate, and even agreed to use the same simulation model (KGB).

The détente between HEW and DOL reflected an awareness of politics. So, too, did the

decision to recommend an expanded EITC. Recall that opponents of Nixon’s FAP objected to the

number of recipients the plan added to the welfare rolls, its insufficient work requirements, implicit work

disincentives, and cost. The DOL argued that a more liberalized EITC would correct similar deficiencies

in the HEW proposal, and increase the likelihood that Congress would pass welfare reform. Unless

officials wanted the PBJI to join FAP in the dustbin of failed welfare proposals, they should avoid

guaranteed annual incomes and negative income taxation.

Under these assumptions, HEW’s cash subsidy promised failure. Tom Joe, a widely respected

policy consultant, called the HEW plan “a thinly disguised comprehensive negative income tax system”

(Lynn and Whitman, 1981, p. 153). Likewise, Jodie Allen, DOL’s Deputy Assistant Secretary for
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Policy Evaluation and Research, observed that the proposal amounted to “a high guarantee, high tax

rate universal NIT in disguise” (Lynn and Whitman, 1981, p. 154). Such an arrangement, the DPS

observed, would mobilize opposition immediately. Both Russell Long and House Ways and Means

Chairman Al Ullman could be expected to oppose “the large numbers of persons added to the welfare

rolls.”49 They would also object to the high cumulative marginal tax rates created by HEW’s NIT plan.

Moreover, Congress would reject the program’s cost. An expanded EITC, officials suggested, suffered

from none of these liabilities.

Theoretically, the EITC could reduce the welfare rolls. In July 1977, Tom Joe wrote White

House official, Stuart Eizenstat, “By expanding the EITC as a major mechanism for supplementing the

income of the working poor, the desired distribution of benefits could be obtained without this rapid

expansion of the welfare caseload.”50 Eizenstat, in turn, told President Carter that the EITC could

“provide all or most assistance to a significant number of families through a tax credit rather than through

the cash assistance system.”51 Administration analysts also argued that by reducing cumulative marginal

tax rates, the EITC could “alleviate the disincentives to work for poor families.”52 The phase-in range of

the program reduced marginal tax rates, and provided positive work incentives. Unlike HEW’s negative

income tax, moreover, the EITC’s maximum benefit went to low-income, working taxpayers. The

phase-out range of the credit initially presented officials with problems, however. Just as the phase-in

reduced cumulative marginal tax rates, the phase-out increased them.53 HEW suggested eliminating the

EITC, and replacing it with a work expense deduction. For their part, DOL suggested the phase-out

could begin at the welfare breakeven point (the point at which welfare benefits phase out), reducing

additional work disincentives for welfare recipients (Lynn and Whitman, 1981, p. 187). Alternatively,

the EITC could phase in up to the tax entry point (the point at which taxpayers enter the positive tax
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system), and phase down at a low rate (ten percent in most proposals). Structurally, this latter option

pulled middle-income families into the program, making it appear “welfare for the middle class” (Lynn

and Whitman, 1981, p. 221). DOL did not seem to consider this a political liability, except for its effect

on cost (Lynn and Whitman, 1981, pp. 201-26).

In the frenetic three months between May and August 1977, an expanded EITC garnered

crucial support. Although the administration only possessed preliminary data from its simulation models

(and not actual microdata), it believed the EITC reduced the number of people on welfare while at the

same time it increased incentives to work. As testament to the triumphant effort to liberalize the EITC,

the Treasury Department, the Council of Economic Advisors (CEA), HEW, DOL, and DPS all

recommended expanding the program on July 31, 1977—only seven days before the President unveiled

his welfare initiative to the American people.

Politics and the EITC, Part II

Administration officials were confident in the proposal’s political attractiveness. Tom Joe affirmed that

the EITC would “improve[] the legislative feasibility of the plan by using a tax rather than a welfare

mechanism.”54 It rewarded work, not dependency. It was not “welfare,” observed the DPS, but rather,

“closely related to the ‘Workfare’ proposal which Russell Long advanced in 1972.”55 It would assist

the working poor “without labeling them as welfare recipients.”56 An expanded EITC, moreover, could

alleviate other deficiencies in the tax-transfer system. It helped the poor without “requiring that they

undergo a means test,” for instance, and it provided aid “in a form relatively less stigmatizing” than

traditional public assistance programs.57 Although an expanded EITC phased out at higher income

levels, Carter officials insisted that the credit was hardly “middle-income tax relief.”58 They argued that it

removed individuals from the welfare rolls, while keeping would-be welfare claimants in the paid
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workforce. To its supporters, an expanded EITC was a reward for “playing by the rules” and choosing

self-reliance over dependency. In addition, a portion of the EITC could be scored in the budget as a

loss in tax receipts (as opposed to revenue outlays), thus making the PBJI appear less costly.59

Carter’s welfare bill, unveiled on August 7, did not liberalize the EITC as much as some

participants had hoped. It contained lower phase-in and phase-out rates than those agreed upon by

officials as late as July 25. Flattening the rates lowered benefit levels, and provided less relief to low-

income taxpayers and more to middle-income families. According to an ISP staffer, the last minute

changes to the EITC “had all the disadvantages of the large-scale EITC [cost] and really none of its

advantages [anti-poverty effectiveness]” (Lynn and Whitman, 1981, p. 221). Joe expressed his

“disappoint[ment] that attention was not devoted to more creative use of the EITC.”60 He suggested

that before the White House present PBJI to Congress, it explore “EITC alternatives that could more

completely accomplish the goals of welfare as well as tax reform.”61

The administration did not heed Joe’s advice. But its welfare proposal was well received,

nonetheless. Russell Long praised its “laudable objectives,” while Daniel Patrick Moynihan (by this time

a U.S. Senator from New York) declared it “the most important piece of social legislation since the

New Deal.”62 Media coverage was equally positive. The New York Times wrote, “Mr. Carter’s

plan…turns out to be bold, intelligent, and humane,” and The Washington Post predicted, “This time

around there is a better chance that a decent version of welfare reform will be enacted” (Lynn and

Whitman, 1981, p. 229).

The Post’s forecast proved premature. Interest groups lined up to oppose PBJI. Conservatives

considered the plan profligate, while liberals thought it penurious. It did not contain a strict work

requirement, it contained too strict a work requirement. The NWRO was at it again, too, labeling the
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Carter bill, “JIP,” an acronym suggestive of Nixon’s FAP. But hostility to Carter’s plan did not simply

represent a replay of resistance to Nixon’s welfare proposal. Unemployment and inflation in the late

1970s posed a dual threat. Economic uncertainty fueled the pervasive sentiment that welfare reform

must reward work, stimulate economic growth, and keep costs to a minimum. Equally important, the

“datawars” between competing executive agencies and the legislative branch introduced a pall of

confusion and deception to the reform process (Kraemer, et al., 1987). The Carter administration

originally estimated that its bill would cost $2.8 billion. But the Congressional Budget Office, using the

same KGB model as HEW and DOL, pegged the figure at $14 billion, five times the administration’s

initial estimate.63 The conflicting estimates gave the impression that the administration “had intentionally

placed a deceptively low price tag on PBJI” (Lynn and Whitman, 1987, p. 238).64 To make matters

worse, the administration released new estimates, claiming that its program would cost $8.8 billion, not

$2.8 billion. The CBO released new forecasts, as well: $17.4 billion. In the end, the opposition of

interest groups, the high costs of welfare reform, persistent stagflation, and the political suspicion

surrounding Carter’s proposal killed the bill.

In March 1978, Carter dropped PBJI from his agenda. But the end of comprehensive welfare

reform in 1978 signaled a beginning for the EITC. Opponents of the bill rarely attacked the EITC’s

proposed liberalization. In fact, most observers praised it as positive anti-poverty reform directed at the

“deserving” poor. After Carter abandoned the PBJI, a number of Congressional members introduced

welfare reform bills, each of which included an expanded EITC.65 None of the bills became law, but

Congress enlarged the EITC in 1978, making it one of only three welfare-related provisions passed that

year.66 Recall, too, that the Revenue Act of 1978 raised the maximum credit to $500, allowed for an

advance payment option, and made the credit a permanent section of the Code. And in 1979, Carter
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included an expanded EITC as part of his Work and Training Opportunities Act (Lynn and Whitman,

1987, p. 252).67 Indeed, by the end of the 1970s, the EITC had become “[e]verybody’s favorite

program” (Lynn and Whitman, 1981, p. 247).

Surviving Welfare Retrenchment

For six years, Congress made only minimal changes to the EITC. The Technical Corrections Act of

1979 addressed the EITC’s interaction with federal welfare programs. It required that both the advance

and lump-sum payments be treated as earned income for individuals who also received AFDC or SSI

benefits. The Omnibus Budget Reconciliation Act (OBRA) of 1981 preserved this change, but required

welfare agencies to assume that individuals eligible for both AFDC and EITC received their EITC

benefits through the advance payment option. This stipulation had the effect of reducing an individual’s

AFDC monthly payment by the amount of the assumed EITC benefit.68 The Deficit Reduction Act of

1984 reversed this provision, allowing states to count the EITC when calculating AFDC benefits only

when they could verify that individuals actually received the EITC payment.69 The 1984 Act also raised

the maximum benefit to $550, the length of the plateau range by $500, and the end of the phase-out to

$11,000 (see Appendix 1). Despite these changes, inflation continued to erode the real value of the

EITC.

Congress’s alterations to the EITC might appear minor. But in the context of general welfare

retrenchment during the late 1970s and early 1980s, the changes loom large. Evidence of an expanding

attack on the welfare state abounded (Piven and Cloward, 1982; Champagne and Harpham, 1984;

Block, 1987). President Carter lost interest in an expensive substitute for the tax-transfer system, and

the crusade for comprehensive income maintenance was forgotten. In its place emerged an economical

welfare initiative for 1979.70 While Carter stemmed social welfare spending, President Reagan cut it.
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OBRA 81 slashed federal and state welfare expenditures by $4 billion, and in the process cut AFDC

funding by 17.4 percent (Patterson, 1994, pp. 212-13). It eliminated the earnings disregard formula for

AFDC, the so-called “30 and 1/3” rule. And it reduced the value of allowable monthly deductions for

work-related expenses. These and other features of OBRA 81 had the effect of removing over

approximately 408,000 families from the welfare rolls, and of increasing the nation’s poverty rate by

two percentage points (Patterson, 1994, p. 213).

The EITC, however, survived this retrenchment. As other programs fell victim to the budgetary

knife, the EITC escaped relatively unscathed. Legislators and analysts alike viewed the program as a

viable alternative to conventional social welfare services. While they worked to maintain the EITC’s

integrity, they also devised plans for a substantial expansion of the credit, an expansion that produced a

mature anti-poverty program.

Maturity or Transformation?

The Tax Reform Act of 1986 initiated this maturation process. Between 1975 and 1984, the EITC’s

maximum credit had fallen by 35 percent in real terms. TRA 86 offset this erosion, and raised the

maximum benefit to $1,174, slightly more than the 1975 level of $1,165 (1996 dollars).71 TRA 86 also

increased the point at which the credit phased-out to $21,287 (slightly less than the 1975, inflation-

adjusted, $23,301 breakeven point). Moreover, TRA 86 guaranteed the future integrity of the EITC by

indexing it for inflation. Reminiscent of the spirit that imbued the original credit, the 1986 changes to the

EITC assured that “low-income citizens [were] no longer taxed into poverty” (Senator Spark

Matsunaga [D-HI] quoted in Storey, 1996, p. 7). The 1986 law reaffirmed the program’s mandate as a

tax offset for low-income families, and upheld Senator Long’s desire to “prevent the taxing of people

onto the welfare rolls” (Long, 1972).
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The 1986 alterations to the EITC sprung from efforts on behalf of the Treasury Department and

elsewhere to remove working poor families from the income tax rolls (Conlan, et al, 1988; Steuerle,

1992). In its 1984 Report on Fundamental Tax Simplification and Reform (Treasury I), the

Treasury noted that inflation had eroded the real value of the “tax-free amount,” the point at which tax is

first paid (U.S. Department of the Treasury, vol. 1, 1984, p. 5). Although the overall burden of federal

taxes had risen only slightly since 1950 (from 17.3 percent of GNP in 1950 to 18.7 percent in 1983),

the poor experienced disproportionately higher tax burdens. As corporate income taxes fell (a trend

which accelerated in the early 1980s), Social Security taxes rose sharply. The combined employee and

employer payroll tax increased from three percent in 1950 to 14 percent by 1984 (Pechman, 1987, p.

318). Rising payroll taxes shifted the tax burden “toward the poor—particularly the working poor”

(Blank and Blinder, 1986, p. 198).

In addition to lower tax-free thresholds and rising payroll taxes, the poor faced deteriorating

wages. Beginning in the early 1970s, real earnings reversed their post-World War II upward trend. As

the economy worsened, earnings inequality accelerated, creating a “hollowed out” earnings distribution

which produced large percentages of workers at the top and bottom of the distribution, and smaller

percentages in the middle (Levy and Murnane, 1992, p. 1371). The value of the minimum wage,

moreover, deteriorated dramatically between 1981 and 1986, falling in real value from $4.50 to $3.35

per hour (1986 dollars). During the 1970s a full-year, full-time minimum wage job kept a family of three

above the poverty line. By 1986, the minimum wage fell short of this plateau by 20 percent (Ellwood,

1988, p. 110).

Policymakers endeavored to curb these disturbing trends. Wage subsidies, increases in the

minimum wage, and child-care tax credits or child allowances all loomed large on the policy agenda.
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Ultimately, politicians and experts abandoned these alternatives. Wage subsidies faced administrative

difficulties, while the minimum wage poorly targeted low-income groups and contained potentially

adverse labor demand effects. Child-care tax credits faced similar target problems, and child allowances

resembled too closely the kind of guaranteed income arrangements that Congress had rejected in both

1971 (Nixon’s FAP) and 1978 (Carter’s PBJI). Officials sought alternative ways to address

deteriorating wages and income inequality.

Both the Treasury Department and Congress chose the EITC. An expanded EITC could raise

the income tax threshold to approximate the poverty level. In conjunction with a larger personal

exemption, the EITC could provide greater equity and “fairness for families” (U.S. Department of the

Treasury, 1984, pp. 37, 66-7 [vol. 1], and 15-16 [vol. 2]). And an indexed EITC could address the

erosion of low-income wages as well as rising income inequality. By the mid-1980s, and with the help of

the Treasury, Congress had identified the tax system as both the problem and the solution to rising rates

of inequality. From 1984 to 1986, Congressional committees examined the tax treatment of families,

and in particular, the increased tax burdens of poor families (U.S. Congress, House, 1984, 1985a-d,

1986; U.S. Congress, Senate, 1985). Politicians introduced bills designed to alleviate taxes on low-

income taxpayers.72 Most of these plans recognized the anti-poverty effectiveness of the EITC, while

many of them called for significant increases in the credit.73 By the time President Reagan unveiled his

second major tax bill in May 1985, the Congressional majority believed that poor Americans should be

freed from burdensome tax obligations. It also named the EITC as the primary vehicle of this reform.

TRA 86 removed over six million impoverished Americans from the income tax rolls by raising the

standard deduction and personal exemption, and liberalizing the EITC (Conlan, et al, 1988, p. 3).
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The success of the 1986 tax law, particularly its expansion of the EITC, complemented a

political and professional consensus surrounding tax reform as well as welfare reform. By the early

1980s, this political and professional issue network gathered together liberals such as Senator Bill

Bradley (D-N.J.) and “populist conservatives” such as Congressman Jack Kemp (R-N.Y.).74 The idea

of reducing income tax burdens on the poor resonated with liberals who were drawn to the idea of tax

fairness. An enlarged EITC, by supplementing the incomes of the working poor, addressed deteriorating

wages and rising income inequality. It also made the tax system more progressive, balancing out the

recent increases in Social Security and excise taxes. Conservatives, too, felt the need to remedy unfair

tax burdens. Endorsing a larger EITC ameliorated conservative responsibility for the growing disparity

between rich and poor, which the Reagan administration accelerated with its early tax and social policy

changes.75 Along with increases in the standard deduction and personal exemption, a liberalized EITC

also benefited middle-class families. Finally, the EITC assuaged anxiety over welfare dependency by

theoretically keeping would-be welfare recipients off the welfare rolls and in the workforce.

The EITC enjoyed bipartisan support for another reason: it elided the pitfalls of budget politics.

Increased defense spending in the 1980s, along with supply-side tax changes, created huge federal

deficits. Shortly after passing the Economic Recovery Tax Act (ERTA) of 1981, Congress began trying

to undue its harm.76 The Tax Equity and Fiscal Responsibility Act (TEFRA) of 1982 and the Deficit

Reduction Act of 1984 (DEFRA) raised tax revenues. In 1985, the Gramm-Rudman Act mandated

automatic spending cuts if budget targets were not met beginning in 1991. By controlling direct

expenditures, Gramm-Rudman and other deficit reduction acts increased pressure on legislators to

channel spending programs through the tax system.77 The EITC complemented these new budget rules

perfectly. Its cost could be scored in both the tax expenditure and direct expenditure budgets. During
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the political odyssey of TRA 86, the EITC also used budget politics to its advantage by improving the

bill’s distributional neutrality. It offset tax preferences for high-income taxpayers and corporations, and

balanced out the all-important distribution tables.

“It’s just welfare, it’s a subsidy.”78

While alterations to the EITC in 1986 reduced taxes for low-income families, changes made in the early

1990s signaled to some observers that the program was headed in the direction of welfare. OBRA

1990 and OBRA 1993 expanded the EITC’s maximum benefit and phase-out rates, while OBRA 93

also raised the breakeven point. The 1990 bill distinguished for the first time between families with one

and two or more qualifying children. And the 1993 law extended the credit to childless, low-income

workers. Critics considered the benefit levels overly generous, the phase-out an implicit work

disincentive, and the higher break-even point a form of welfare for the middle class. Under the changes

produced by the 1990 and 1993 bills, the cost of the EITC almost tripled in size, jumping from $7.5

billion in 1990 to $21.1 billion in 1994 (current dollars) (U.S. Congress, House, 1999, p. 872). When

examined over a longer period, the expansion appeared more dramatic. From 1986 to 1996, EITC

expenditures grew by 1,191 percent (computed from U.S. Congress, House, 1999, p. 872). The

credit’s breakeven point, again in current dollars, increased from $11,000 in 1986 to $28,495 by 1996;

the break-even point had risen from 37 percent of median family income to 67 percent (U.S. Bureau of

the Census, 2000, Table F6). Although these changes appeared less dramatic when adjusted for

inflation, the EITC’s critics focused on its nominal growth. The program, once a Washington darling,

now represented “too much of a good thing.”79

The EITC had grown not only too big and too fast. It also had begun to look less like tax policy

and more like welfare policy. Generous benefits extended the program well beyond its mandate. Only a
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fraction of EITC benefits, opponents argued, offset income and self-employment taxes, while the rest

amounted to direct outlays (“Senate Continues Budget Debates,” 1995; Kosters, 1993a). Senator Don

Nickles (R-OK.) insisted that “[i]n almost 99-plus percent of the cases, it is a check paid as a refund to

people in lump sum payment” (“Senate Continues Budget Debate,” 1995). The federal government, it

seemed, was back in the business of “taxing the many on behalf of the few.” Or, as Bill Archer (R-Tex.)

complained, “Is it fair to ask middle-income taxpayers to give additional public assistance to those who

pay little or no taxes?” (U.S. Congress, House, 1997c).

Noncompliance

The charges against the EITC gained credence when other negative side effects of the program

surfaced. Particularly damaging were studies released by the IRS, which reported unusually high error

rates for the EITC. Critics of the program interpreted these findings to mean that a large percentage of

EITC beneficiaries included defrauders and cheats. The EITC, they concluded, amounted to “a tax

credit for crooks” (Aley, 1993, p. 24).

The first episode in the EITC compliance story played out in 1990. In the spring, both the

House and Senate passed child care bills that included an expanded EITC. In the weeks before the

Conference Committee met, Congress debated whether the IRS could handle an enlarged, more

complex EITC. It was particularly concerned about compliance rates. The best available compliance

data, the IRS’s Taxpayer Compliance Measurement Program (TCMP) study, revealed that in tax year

1985, 46 percent of taxpayers who claimed the EITC may not have been entitled to the benefit amount

received. And the overclaim rate (the dollar amount claimed in error divided by the total dollar amount

claimed) was 39.1 percent (Scholz, 1994, Table 2). The Treasury responded with a simplification

package designed to increase compliance rates by clarifying EITC eligibility rules and enhancing IRS
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verification of claims (Holtzblatt, 1991). Congress included this proposal in OBRA 1990, a law that

significantly expanded the EITC.

The 1988 TCMP study, released in 1992, indicated a drop in the overclaim rate, from 39.1

percent to 35.4 percent (Scholz, 1994, Table 2). But Congress still considered the error rates too high,

and wondered if noncompliance would rise in response to increased benefit levels set in 1990 and

1993. Some analysts cautioned that EITC error rates might reach 50 percent (Sparrow, 1993), while

others argued that the program facilitated a “superterranean economy” by encouraging taxpayers to

overstate their earnings (Steuerle, 1991, 1993, 1995a).80

Congress mobilized its forces to investigate the EITC’s compliance problems. Both Houses

conducted numerous hearings on the EITC between 1993 and 1997.81 In 1994, Senator William Roth

asked the GAO to investigate the noncompliance charges and determine what the IRS was doing to

reduce the error rates (Roth, 1994a). Legislators considered suggestions designed to reform, simplify,

and even repeal the credit (Roth, 1994b; Petri 1994, 1996; Yin 1995).82 No stone went unturned in the

effort to locate perpetrators of EITC fraud. Congress went after EITC claimants, the IRS, the Treasury

Department, and even health insurance agents who sold policies to low-income taxpayers eligible to

claim the health insurance component of the EITC.83 Critics tied the EITC to a host of national

problems, including reduced economic growth, the growing tax gap (the yearly difference between

federal income taxes owed and federal income taxes collected), and rising taxes for the middle class

(Godfrey, 1995b; U.S. Congress, House, 1997b; U.S. Congress, House, 1997c; GAO, 1994).

Some critics believed the IRS so incapable of administering the EITC that it might be better run

through welfare offices.84 They cited the substantially lower error rates in the AFDC and Food Stamp

programs: 6.1 percent for AFDC in 1994, and 7.3 percent for Food Stamps in 1995 (McCubbin,
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1999, p. 56). Meanwhile, the EITC overclaim rate hovered well above 20 percent. Welfare offices

were not just more efficient than the IRS, EITC critics argued. Caseworkers could also more easily

evaluate qualifying characteristics for EITC eligibles.

Labor Supply Effects

In addition to compliance and administrative problems, the EITC’s parameters implied work

disincentives. When combined with other taxes and transfer phase-outs, the EITC benefit reduction rate

resulted in marginal tax rates that could exceed 50 percent (Browning, 1995; Steuerle, 1995b-c;

National Center for Policy Analysis, 1995). Analysts warned that the EITC could push marginal tax

rates for the tax and transfer system to 65 percent for families with two or more children, and 60

percent for families with one child (Browning, 1995). Researchers attempted to determine the extent to

which these tax rates reduced work effort.

Economic theory predicted that the EITC influences some individuals to enter the labor force,

and some secondary workers to leave the labor force. For individuals already in the labor force, the

theory predicts an ambiguous (positive substitution, negative income) effect in the phase-in range of the

credit, a negative (no substitution, income) effect in the plateau, and a negative (substitution and income)

effect in the phase-out. Researchers attempted to measure the cumulative effects of the EITC based on

how many individuals fell into each range of the credit, and how individuals responded to different

incomes. By examining tax data, researchers determined the number of EITC recipients in each group:

roughly 15 percent in the phase-in range, 25 percent in the plateau, and 60 percent in the phase-out

(Hoffman and Seidman, 1990, p. 88; Scholz, 1994, p. 78). Several analysts—basing their conclusions

on the high number of taxpayers in the phase-out and on predicted income and substitution effects

estimated by other researchers, and without considering changes in labor force participation—
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concluded that the EITC created aggregate work disincentives (Kosters, 1993a-b; Browning, 1995).

Studies that examined microdata predicted a less severe effect on the number of hours worked by

persons already in the labor force (Hoffman and Seidman, 1990; GAO, 1993; Holtzblatt, et al, 1994),

while some predicted that the EITC might have “a beneficial effect on labor supply” (Dickert, et al,

1994, p. 622). Until very recently, however, the evidence remained mixed. Through the early to mid

1990s, legislators seemed more influenced by the apocalyptic warnings of analysts who highlighted the

EITC’s potentially significant work disincentives.

Although much of the case against the EITC was constructed without microdata, politicians

made it part of their rhetorical attack against the EITC. Out of control growth, error rates, and work

disincentives, according to critics, plagued the program. With such features, how could the EITC be

considered tax policy and not welfare policy? Indeed, as Senator Phil Gramm (R-N.C.) bluntly stated in

1995, “It’s just welfare, it’s a subsidy” (Godfrey, 1995a).85

Counterattack

The EITC’s supporters recognized the danger in this charge, and defended the credit. They argued that

by expanding, the EITC was “doing exactly what Congress intended it to do” (U.S. Congress, Senate,

1997). To the accusation that the EITC was “out of control,” the program’s advocates cried foul play.

Senator John Rockefeller (D-W.Va.) called such claims “totally misleading,” while Senator Ted

Kennedy (D-Mass.) considered the accusations not only untrue, but also unmindful of the EITC’s

growth relative to inflation.86 Relative to pre-1990 law, the 1990 and 1993 expansions did not increase

eligibility up the income scale for families with one child; and for families with two or more children, the

income cut-off increased only slightly ($3,700, 1999 dollars) relative to the 1986 tax law.87 Supporters

emphasized that in 1990 and 1993, Congress altered the credit to cover increased payroll taxes (which
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had jumped 25 percent from 1980 to 1990), real reductions in the minimum wage, higher excise taxes

(particularly the gas tax), and certain “deficit reduction provisions” (Storey, 1996, p. 11).

The EITC had expanded, moreover, due to bipartisan efforts. George Bush initiated the 1990

expansion, while Bill Clinton, who considered a larger EITC the cornerstone of his first-term pledge to

“make work pay,” endorsed the 1993 expansion.88 “We wanted the EITC to grow,” recalled

Rockefeller, “because of its fundamental role in helping parents who are teetering on the economic edge

to be able to choose work over welfare, independence over dependence, dignity over the indignities of

the welfare system” (U.S. Congress, Senate, 1997). Far from growing beyond its mandate, the EITC

respected the original intent of the credit, which the Finance Committee in 1975 said would provide “an

added bonus or incentive for low-income people to work,” and an inducement for “families receiving

Federal assistance to support themselves” (U.S. Congress, Senate, 1975, p. 11).

By 1996, the EITC’s responsibilities had changed in one important respect: it was all that kept

millions of individuals out of poverty. Beginning in the late 1980s, the nation’s social safety net—as it

was traditionally conceived—started to shrink. Public assistance programs gave way to work-oriented

programs. States received “waivers” of federal welfare rules, allowing them to experiment with

alternative ways of administering welfare services. States responded by imposing strict requirements on

welfare recipients in an effort to reduce caseloads. In 1996, the Personal Responsibility and Work

Opportunity Reconciliation Act (PRWORA) replaced AFDC with a new program, Transitional

Assistance for Needy Families (TANF). TANF eliminated open-ended federal matching grants in favor

of block grants, thereby devolving welfare responsibility still further to the state level. In exchange for the

block grants, TANF required that claimants work (or that states reduce welfare caseloads), and that

states impose a five-year lifetime limit on receipt of benefits. It also allowed states to set shorter time
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limits and add other requirements. The combination of PRWORA and TANF dramatically decreased

welfare caseloads. In addition to the unusually strong economic expansion of the late 1990s, time limits,

work requirements, reduced benefits, and administrative actions reduced caseloads by as much as 80

percent in some states. While federal and state welfare programs pushed one-time (and would-be)

welfare claimants towards work, the EITC eased the transition. It provided individuals entering the labor

force an earnings subsidy, as well as an incentive to remain employed.89 The EITC had not grown

beyond its mandate; it had merely assumed new responsibilities thrust upon it by the work-oriented

welfare reform consensus. The program was working as planned.

Neither was the credit a welfare subsidy. Treasury Assistant Secretary for Tax Policy, Leslie B.

Samuels, testified in 1995 that the EITC should still be considered a tax refund. When one accounted

for payroll taxes, he revealed, 78 percent of the EITC offset tax obligations, while only 22 percent of

benefits exceeded total tax liabilities (Samuels, 1995). Earlier estimates that ignored payroll tax burdens

misrepresented the true nature of the EITC. The credit offset the Social Security tax, and provided an

added bonus for low-income families to choose work over welfare. Moreover, it accrued primarily to

those working families most in need of assistance, those with incomes between 50 and 150 percent of

the poverty line (Liebman, 1998, p. 7).

The “Real” Compliance Rates

It wasn’t enough to differentiate the EITC from welfare. If the program were to survive, researchers

would have to address its high error rates. It was difficult to deny that the program provided incentives

for individuals in the phase-in range to over-report income, and for those in the phase-out range to
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under-report income. So, too, did it include incentives to over-claim dependents. These incentives could

increase noncompliance, and raise administrative costs.

Between 1994 and 1995 the IRS conducted two studies that measured the rate of EITC

noncompliance.90 The first study included EITC claims filed electronically in January 1994, for tax year

1993. The second study included EITC claims filed both electronically and on paper, and received by

the IRS through April 21, 1995, for tax year 1994. The tax year 1993 study found an overclaim rate of

26.1 percent (IRS, 1995b). It also estimated that IRS enforcement techniques (matching returns to

information reports, for example) and legislative and administrative changes effective for the 1995 filing

season would have further reduced the overclaim rate to 19.1 percent (IRS, 1995b). The tax year 1994

study reached similar conclusions (IRS, 1997). It estimated a 25.8 percent overclaim rate, and indicated

that enforcement activities conducted during the 1995 filing season would have reduced the overclaim

rate to 23.5 percent. Moreover, subsequent legislation and administrative actions which took effect

during the 1997 filing season (especially the authority, granted in 1996, to treat missing and invalid

Social Security numbers as math errors) would have reduced the error rate to 20.7 percent.

Additionally, the IRS studies showed that some EITC eligibles failed to claim the full amount to

which they were entitled. This amount totaled $293 million, or 1.7 percent of the total EITC claimed for

the 1995 filing period. Other studies suggested that non-participants (eligibles who do not claim the

credit) constituted an even larger source of underclaimed benefits. Approximately 13.6 to 19.5 percent

of eligible EITC recipients did not receive the credit for tax year 1990 (Scholz, 1994). The failure to

account for non-participation, researchers have argued, makes it impossible for the IRS to measure the

amount of overpayments net of the amount not paid, and could overstate the importance of the EITC

compliance problem. Even without these additional adjustments, the evidence suggests that EITC
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overclaim rates declined relative to the 1980s, and that efforts to reduce noncompliance were

succeeding.

IRS, legislative, and executive efforts attacked noncompliance from every angle. In 1990, the

Treasury determined a relationship between EITC overclaims and errors in filing status and dependency

claims. Consequently, the Treasury presented a proposal to Congress (which it subsequently enacted)

that simplified the qualifying child criteria and filing status, and made it easier for the IRS to verify EITC

eligibility based on information reporting (Holtzblatt, 1991). The IRS was given the authority to match

names and taxpayer identification numbers (TINs) on tax returns to individual Social Security numbers

(SSNs), including SSNs of qualifying children under the age of one. In 1994, the General Agreement on

Tariffs and Trade (GATT) required taxpayers to provide SSNs for these children. Moreover, the

PRWORA of 1996 allowed the IRS to deny the EITC to undocumented workers. The PRWORA also

allowed the IRS to reject electronic returns with missing, invalid, or duplicated SSNs, and to delay

refunds for paper returns with similar problems until it could further investigate the cases.

Officials scrutinized electronic filing of the EITC, as well, using field personnel to check

electronic return originators (EROs). The IRS discovered that a significant number of EROs had falsified

EITC claims (Richardson, 1994). Based on these findings, the IRS stopped issuing the direct deposit

indicator (DDI), which showed whether a taxpayer’s refund could be used to offset other liabilities (in

which case the taxpayer was issued a refund anticipation loan, or RAL). Lenders had relied on the DDI

to screen RAL applicants who used the expected tax refund as collateral on short-term debt (Godfrey,

1994).

By 1998, the IRS could also levy penalties against individuals who abused the EITC. The

Taxpayer Relief Act (TRA) of 1997 contained provisions that disqualified abusive filers for various
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lengths of time depending on the infraction. TRA 1997 also granted the IRS authority to recover excess

refund payments or unpaid taxes by levying a percentage of unemployment and means-tested benefits.

In addition, TRA 97 provided the IRS two new data sources (the Federal Case Registry of Child

Support Orders and data culled by the Social Security Administration) that will aid in assessing the

accuracy of future EITC claims.91

The IRS also used outreach programs to combat error rates. It established partnerships with

state and local government agencies, national and local community service groups, and social welfare,

religious, professional, business, labor, and ethnic organizations. The IRS produced instructional

workbooks, nationwide tax forums, and explanatory videos to assist in filing for the credit (IRS, 1994a-

c, 1995a, 1996). Moreover, the Service provided training for volunteers to help EITC-eligible

taxpayers. It distributed promotional information in both English and Spanish, and worked with local

school systems to increase awareness among students’ families (Taxpayer Advocate, 1997).

At the behest of the Clinton administration, and through the Balanced Budget Act of 1997, the

IRS received special discretionary appropriations for fiscal years 1997 through 2002. In both 1998 and

1999, the funds ($138 million and $143 million, respectively) went towards EITC compliance activities.

The additional funding yielded a significant return. In 1998, the IRS spent $101 million adjusting EITC

math errors, and auditing and conducting criminal investigations related to EITC claims (IRS, 1999).

These activities, the IRS reported in 1999, impeded and recovered $977 million in EITC overpayments

(McCubbin, 1999, p. 61).

In addition to reducing EITC noncompliance, the IRS also kept administrative costs below

those of other programs. Recall that some individuals suggested the IRS should transfer administrative

oversight of the EITC to welfare offices. Although the EITC experienced higher error rates than other
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programs, the GAO has estimated that EITC administrative costs equal only one percent of payments

(GAO, 1995, 1997). Comparatively, administrative costs for AFDC equaled 16 percent of total claims

for fiscal year 1995, and for Food Stamps, 15.4 percent of total claims (McCubbin, 1999, p. 77). It is

impossible to determine an optimal administrative cost, but at least by comparison, the EITC appears an

administratively efficient tax-transfer program.

The “Real” Labor Supply Effects

While efforts to reduce EITC error rates and instill confidence in the IRS’s administrative capabilities

progressed, new studies revealed that the program’s work disincentive effects were not as severe as its

critics insisted. Early research had concluded that with a majority of recipients in the phase-out range,

the EITC reduced cumulative hours worked for low-income individuals (Kosters, 1993a-b; Browning

1995). New research using tax return microdata reached different conclusions. Although the majority of

EITC eligibles reside in the phase-out range and experience marginal tax rates that can exceed 50

percent, recent studies suggest that the phase-out has little or no impact on hours worked (Eissa and

Liebman, 1996; Liebman, 1998).92 The credit provides unambiguous incentives for single workers to

participate in the labor force, moreover, and it produces statistically significant increases in aggregate

labor force participation (Scholz, 1997; Liebman, 1998; Blank, et al, 1999). Also, the EITC only

slightly reduces total number of hours worked by individuals already in the labor force (Hoffman and

Seidman, 1990; GAO, 1993; Holtzblatt, et al., 1994; Dickert, et al., 1995), and it raises labor force

participation rates among single women who might otherwise choose welfare over work (Dickert et al.,

1995; Eissa and Liebman, 1996; Liebman, 1998; Meyer, 1998; Meyer and Rosenbaum, 1998; Blank,

et al., 1999). The program raises labor force participation among married men, as well (Eissa and

Hoynes, 1998). Of course, not all the evidence is positive. Recent analysts have warned that the EITC
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might reduce cumulative hours worked among married women (Eissa and Hoynes, 1998). It is

important to qualify this last finding, however, by pointing out that it is sensitive to the selection of

instrumental variables.93

The overwhelming majority of economic evidence suggests that the EITC constitutes a uniquely

effective and viable anti-poverty program (CEA, 1998; Greenstein and Shapiro, 1998; Liebman, 1998;

Blank, et al, 1999; CEA, 1999). It responds directly to the economic changes of the past few decades,

“explicitly supplementing the wages received by low-wage workers” (Blank, 1997, p. 111). It offsets

the tax burden, which has fallen increasingly on the working poor, accounting especially for rising excise

and payroll taxes. It shrinks the income gap between rich and poor (Greenstein and Shapiro, 1998).

And as reported by the CEA, the EITC lifted 4.3 million persons out of poverty in 1997, including 2.2

million children under the age of 18, more than any other government program (CEA, 1999, p. 114).

The EITC has proven such an effective anti-poverty program at the federal level, that eleven states have

enacted their own EITCs.94 According to recent studies, state-level EITCs produce the same kind of

positive benefits as their federal counterpart (Johnson and Lazere, 1999; Madden, 1999; Rust, 1999).

The Influence of Economic Research on Tax-Transfer Programs

With the help of economic research, the intense political debate surrounding the EITC has subsided.

Studies on the EITC’s labor supply effects, for instance, have helped diffuse criticism and mobilize

support for the credit. Economic research has also mitigated concerns regarding EITC compliance.

Although error rates remain unsatisfactorily high, the evidence indicates they are dropping. And further

enforcement efforts promise to lower the overclaim rate still further.95 Once OBRA 1993 completely

phased in, and as more researchers discussed the EITC as an integral part of a new, work-oriented

welfare state, critics stopped calling the credit a welfare program. More generally, economic research
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has provided an educative function by emphasizing that designing a tax-transfer system involves making

tough choices between policy outcomes. If officials wish to keep the EITC narrowly targeted, they must

accept attendant high marginal tax rates, which in turn, will theoretically increase the likelihood that

recipients trade benefits for work.  Likewise, if policymakers want the tax system to perform social

policy functions, they must acknowledge that ease of participation might increase error rates. Indeed,

economic research has contributed to a more knowledgeable debate over the tax and transfer system.

But the debate itself is far from over. Compliance problems and cost remain highly political

issues. The EITC poses questions that do not yield to clarification by scientific research alone. The

trade-offs in tax-transfer programs require political solutions. No matter how many studies analysts

produce, no matter how much evidence is amassed, policymakers will continue to debate the EITC’s

work incentives, its relationship to the private economy, and its cost.

It should come as no surprise that politics influences national social provision. But exactly when

has politics mattered in the development of the tax and transfer system? More importantly, how and

why has politics mattered, particularly in relation to economic analysis? During the last thirty years,

economic research influenced how politicians used tax provisions as substitutes for direct expenditure

programs. But to what extent did politics affect, and even compromise, tax policies that functioned as

social policy? The balance of this paper will use the foregoing history of the EITC to analyze the

relationship among tax policy, politics, and economic research. It borrows a theoretical framework from

political science—the multiple streams model—to clarify how, why, and to what extent economic

research versus political rhetoric mattered in the creation and development of the EITC. Three separate

“streams” constitute the most common articulation of this model: 1) problem recognition (where enough

individuals identify a “condition” as a “problem”); 2) the development of policy solutions (where a
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policy community generates solutions for the identified problem); and 3) politics (such as swings in

national mood, public opinion, or election results) (Kingdon, 1984). Or, as Kingdon describes, “A

problem is recognized, a solution is available, the political climate makes the time right for change, and

the constraints do not prohibit action” (Kingdon, 1984, p. 93). Issues rise and fall on the policy agenda

in relation to whether or not the streams merge (or “couple”) and whether issue advocates (“policy

entrepreneurs”) take advantage of certain opportunities (or “policy windows”) (Kingdon, 1984, pp.

129-30 and 173-204).96

Swimming Upstream: The Case of the NIT

Interpreting how and why the EITC rose on the policy agenda requires understanding the policy

alternatives that preceded it. The negative income tax was the intellectual and political antecedent to the

EITC. Its short-lived, but intense, popularity, followed by its sudden departure from atop the policy

agenda and then temporary reemergence, helps explain the success of a work-oriented tax credit like

the EITC.

In the early 1960s, “poverty” the condition came to be defined as “poverty” the problem. The

Johnson administration developed an arsenal of anti-poverty proposals, including an NIT. By 1966, the

OEO believed an NIT could help eliminate poverty within a decade. A number of disparate interest

groups supported the NIT concept. “It [was] endorsed by the left-leaning Americans for Democratic

Action and by the right-leaning Ripon Society, by the National Association of Social Workers…and by

a committee of business leaders” (Wilcox, 1969, p. 248). It also had the support of experts. In 1968,

1,200 economists signed a petition encouraging the White House to consider an NIT. Despite these

endorsements, the NIT did not rise to the top of the policy agenda, because the President, a critical

agenda-setting actor, withheld his support.
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Only a year later, Richard Nixon gave the NIT new life. “Welfare dependency” had joined

“poverty” as a pressing national problem. Rising welfare rolls indicated that the existing system of social

assistance perpetuated the time individuals spent on the public “dole.” The FAP proposal, with its NIT

and work requirements, promised to eliminate both poverty and welfare dependency. Powerful interest

groups supported the concept of an NIT, and experts evaluated various parameters for an NIT

program, all while a new president was looking for a ready-made solution to a national “crisis.” In the

language of political scientists, the policy streams converged, and the NIT percolated to the very top of

the policy agenda in 1969.

As quickly as the NIT rose, it also fell. After President Nixon proposed FAP, divergence,

rather than convergence, characterized the ensuing political debate. Of the many factors that knocked

the NIT from atop the policy agenda, two predominate: 1) the highly publicized Congressional debate

over notches; and 2) the perceived obfuscation behind the administration’s use of the New Jersey

negative income tax experiment. In both instances, credible economic voices challenged the NIT plan.

But credible countervoices alone cannot remove an issue from the policy agenda (Cook, 1990, p. 408).

It can remain on the agenda if its advocates respond adequately. The Nixon administration neither

remedied the notch problems in its NIT program, nor convinced anyone that it had not compromised

the integrity of the New Jersey experiment. Indeed, it was difficult to muster counterevidence for a

program that contained fundamental flaws: the administration could not parameterize its NIT such that it

contained an adequate income guarantee, maintained all the characteristics of the tax system, and

provided work incentives, all at an acceptable cost.

The credible countervoices shook the administration's proposal. But it took additional,

“micromediating” factors to knock it from the policy agenda (Cook, 1990, pp. 408-09). Interest
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groups openly criticized the program. Experts, too, withdrew their allegiance.97 Even the President

abandoned his initiative. To make matters worse, results from the Seattle-Denver NIT experiments

indicated that low-income husbands and wives, presumably in an effort to receive larger cumulative

benefits, were more likely to split up in the presence of an NIT. And the media reported all of this. It

chronicled FAP’s disintegrating support, as well as the charges that an NIT amounted to a perverse

guaranteed annual income that perpetuated the cycle of welfare dependency and undermined family

values. In short, the policy community that muscled negative income taxation onto the policy agenda

cracked. The streams diverged. The policy window closed on the NIT. And negative income taxation

fell from the policy agenda.98

In the final analysis, the economic research that the administration had hoped would support income

supplements helped destroy them. Officials failed to demonstrate to politicians the difficult trade-offs inherent

in the design of tax-transfer programs. Moreover, by inadequately addressing the notch problems, and

inappropriately breaking into the New Jersey experiment, the Nixon White House discredited social science

inquiry and experimentation. It politicized economic research, and for at least the duration of the FAP debates,

blurred the distinction between empirical analysis and theoretical prediction.

Convergent Streams: The Case of the EITC

Although the agenda-setting streams diverged in the early 1970s, they did not fundamentally reconstitute

themselves. Welfare dependency remained a national problem. The political environment, too, remained

constant; public opinion and elected officials preferred pro-work social programs. The list of policy

solutions sounded familiar, as well. None of the ideas captured the attention of Congress, however. And

none of the solutions addressed new problems on the policy agenda. Payroll taxes and Social Security
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refinancing preoccupied legislators in the early 1970s. As the decade progressed, economic growth and

unemployment was added to the list, as was tax reduction. A welfare reform initiative that sufficiently

appreciated the problem stream as well as the political stream could jump through the policy window.

In 1975, the EITC emerged from the policy stream as the perfect complement to the other two

streams. Its benefits accrued to workers, and it provided incentives for individuals outside the labor

force to enter. It offset rising payroll taxes, and it reduced income tax liability for low-income individuals.

It was run through the tax system, not welfare offices. And it boasted a modest price tag. Moreover,

critical policy entrepreneurs supported the EITC, and convinced legislators that it could remedy several

prevailing national problems (Michael Stern, Russell Long’s key staff member for the EITC, deserves

especial comment). They also demonstrated the relative structural simplicity of the EITC; it phased up to

a certain income level, and phased out at an agreeable point. Its modest size kept it from raising

cumulative marginal tax rates too high. The streams converged, and policy entrepreneurs pushed the

EITC through the policy window.

For the next several years, a group of policy entrepreneurs nurtured the EITC, while another

group fought to replace it. The first policy community envisioned an expanded EITC that provided more

substantive economic support to individuals moving from welfare to unsubsidized work. A second

policy community de-emphasized work-oriented policies, and reincarnated a comprehensive, high-rate

NIT. In an effort at compromise, the two policy communities merged their proposals, but with

disastrous results. The PBJI spoke of work incentives, but it also contained a cash subsidy. It was a

workfare bill, and at the same time, it was a guaranteed annual income. Moreover, it was confusing.

Charles Schultze, Chairman of Carter’s Council of Economic Advisors, acknowledged its complex

nature. “The thing got so goddamned complicated,” he complained, “that nobody in the world but the
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three or four people who put it together fully understood it, and I doubt if they did fully” (Lynn and

Whitman, 1981, p. 191).

Economic research might have clarified the policymaking process by attaching numbers to

predicted behavioral responses. But it only served to confuse the Carter proposal. Modeling data, for

instance, divided the administration in the early planning stages, and then later confounded the political

process by producing inconsistent cost estimates. Although much of the cost discrepancies were

attributable to political disagreements regarding which program savings should be offset against PBJI’s

costs (supra note 63), economic analysis, it seemed, not politics, complicated the policy process. Not

only did economic data attach an aura of confusion and carelessness to the bill. It left the impression that

the administration was deceptively fiddling with the economics of its initiative. Reminiscent of FAP,

economic research politicized rather than clarified the political discussion. Of course, other factors

contributed to the demise of the PBJI (divergence of interest groups, poor presidential leadership, a

heightened anti-welfare sentiment), but the improvident use of economic data killed the Carter welfare

bill.

The EITC remained a viable policy solution despite PBJI’s defeat. Although it had contributed

to the proposal’s confusion (complicating break-even points, phase-outs, and marginal tax rates),

politicians identified the NIT, not the EITC, as the cause of that confusion. Into the 1980s, policy

entrepreneurs advocated the EITC as complementary to both the political and problem streams. It

provided an incentive for individuals to leave welfare for work. And it satisfied a political conservatism

that required pro-work, pro-growth, low-cost social programs. By the mid-1980s, the visible policy

participants (the President, members of Congress, and high-level appointees), as well as the hidden

policy participants (experts, bureaucrats, and staffers), recognized that the EITC complemented
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emergent national problems. It could help policymakers address rising tax burdens on working families,

for example, and decrease sharpened inequalities between rich and poor. New budget rules, too,

worked to the advantage of those desiring an expanded EITC. By 1986, the program enjoyed the

support of liberals and conservatives, the President, Congressional leaders, disparate political interests,

and powerful policy communities.

If that were not enough, the EITC provided the glue that held together one of President

Reagan’s most important legislative accomplishments: the 1986 Tax Reform Act. Specifically, the EITC

helped policymakers achieve distributional and revenue neutrality in the final bill. As a tax credit for low-

income individuals, it offset tax cuts for high-income taxpayers and balanced the incidence of the tax

reform package. Also, the EITC’s cost could be split between the direct expenditure and tax

expenditure budgets. Equally important, policy entrepreneurs kept the EITC simple. They did not

confuse the political debate with the program’s structural or administrative technicalities, but rather

referred to it as a tax offset for the working poor. And they showed how the credit’s expansion,

although significant, merely reestablished original benefit levels.

To explain the EITC’s expansion in 1986, we need look only to this conflation of interests and

the careful lobbying effort. A consensus formed around the EITC. The streams merged, and they

remained together. No credible countervoice challenged the program. Policy communities defended the

credit to their constituents. No viable policy alternatives emerged. And the credit remained relatively

simple for the media to report: it was a tax credit that removed millions of low-income, working

Americans from poverty. Thrust onto the national stage, the EITC was transformed from an obscure tax

credit to a more visible social instrument with significant anti-poverty responsibilities.
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Economic Research Helps Save the EITC

For the next several years, the “new” EITC enjoyed bipartisan support. But the bubble burst in the

early 1990s. According to critics, the program suffered from high error rates, significant work

disincentives, and skyrocketing costs. The EITC was in serious trouble. But it survived for two reasons:

1) it complemented the political stream by providing a coherent, pro-work, pro-growth, low-cost, anti-

poverty program; and 2) economic research indicated the extent to which it upheld the principles of the

welfare reform consensus.

The Treasury identified causes of taxpayer error, and responded with a series of simplification

and compliance proposals. They strained resources to improve and update enforcement techniques.

And they educated taxpayers on how and when to claim the credit. Their administrative efforts, as we

have seen, proved successful. Other researchers dispelled rumors that the EITC reduced work effort.

Using tax return microdata, they showed that the credit provided unambiguous incentives for single

workers to participate in the labor force. It also produced statistically significant increases in aggregate

labor force participation. The evidence indicated that the credit raised labor force participation among

married men, and (more important politically) among single women who might otherwise chose welfare

over work.

Collectively, economic research provided a valuable educative function, as well. Economic

analysts carefully articulated the policy trade-offs involved in programs like the EITC. They taught

legislators about the design and interaction of a comprehensive tax-transfer system. They admitted that

although far from perfect, the EITC represented the best available policy solution (Steuerle, 1995a).

And most important, it embodied the “make work pay” consensus that had come to dominate social

policymaking in the 1990s (Blank, et al, 1999, pp. 4-5).
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Conclusion

For much of the EITC’s history, political rhetoric, not economic research, dominated the debate over

tax-transfers. But as this paper has demonstrated, economic analysis helped at least one tax-transfer

program survive. In the 1990s, it depoliticized what was otherwise a highly political battle over the

EITC. It responded quickly to credible countervoices (TCMP data, theoretical labor supply effects,

rapid growth) with even more credible empirical research (using tax return microdata); it explained the

complexities of tax-transfer policymaking to a non-expert audience; it generated consensus about the

EITC as a policy solution among various policy communities; and it spoke to national problems and the

political environment.  In a sense, economic analysts finally learned to appreciate the politics of welfare

reform; they “saved” the EITC by helping merge the three policy streams. In another sense, experts got

lucky. The EITC’s survival depended more on a receptive political environment than on economists

becoming more effective political actors. The EITC represented the perfect policy solution to a set of

social problems, and a welfare reform consensus that favored pro-work, pro-growth, low-cost

alternatives. Indeed, economic research was a necessary, but not sufficient, component of the EITC’s

survival.

The future of the EITC will depend on the relative flow of the problem, policy, and political

streams. Economic analysis will influence whether the streams remain together or diverge. But the

political process will continue to challenge and distill economic research. More generally, politics, not

economics, will dominate future discussions of the U.S. tax-transfer system. The foregoing history of the

EITC exposed the powerful influence that national politics and values have on tax-transfer programs like

the EITC. It is not the historian’s role to make predictions or to suggest policy prescriptions based on

these observations. But it is incumbent on the historian to identify political, social, and cultural trends and
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continuities that might inform policy discussions. This paper described the intersection of tax policy,

politics, and economic analysis. More pointedly, it explored the political uses and abuses of economic

theory and research, with specific reference to the EITC. If future social policymaking follows the

pattern described in this paper, policy alternatives, regardless their theoretical or analytical appeal, will

have to complement rather than conflict with social and cultural forces to prove successful.
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emanated from the popular press. During the 1995 budget debate, an op-ed in The Washington Post, “A Program
Gone Bonkers,” argued that the EITC “like many other good ideas in Washington, [has] gotten completely out of
hand” (Glassman, 1995).
80 Sparrow did not use microdata, and characterized his conclusions as “moderately informed guesses.” Steuerle’s
suggestion that the EITC encourages a superterranean economy remains a theoretical prediction; the 1993 and 1994
IRS data provide no indication that overreporting of income constitutes a significant compliance problem.
81 For these investigations, see U.S. Congress, House (1993a-b, 1994, 1997a) and U.S. Congress, Senate (1995a-b).
82 Suggestions included replacing the EITC with an exemption for payroll taxes; providing the EITC benefit to low-
income workers through a tax credit awarded to employers; disallowing EITC claims filed electronically; denying the
EITC to illegal aliens; eliminating the health care and young child supplemental credits; raising the amount of
disqualified income for EITC claimants; and denying the EITC to childless families.
83 OBRA 1990 added a health insurance credit to the basic EITC credit. Available to EITC eligibles who purchased
health insurance that included child coverage, the health insurance credit varied with a claimant’s income, and
offered a maximum benefit of $451 in 1992. In 1993, the Clinton administration proposed repeal of the supplemental
credit, a suggestion Congress acted on in OBRA 1993. For a discussion of abusive insurance sales and marketing
techniques involving the EITC, see U.S. Congress, House (1993a) and Greenstein (1993).
84 See Congressman Rob Portman’s comments, for example, in U.S. Congress, House, 1997a.
85 Although the EITC is indeed an earnings subsidy, Senator Gramm most likely did not have that distinction in mind
when he called the EITC a “subsidy.”
86 For Rockefeller’s comment, see U.S. Congress, Senate (1997). The program’s projected 4.5 percent growth rate in
1996, Kennedy argued, barely kept pace with increases in the consumer price index (Kennedy, 1995).
87 I am indebted to Janet Holtzblatt for the information relating to the EITC’s expansion in the 1990 and 1993 bills.
88 The Presidential initiative to expand the EITC in 1993 was inspired by David Ellwood’s three-pronged attack on
poverty: 1) make work pay (by enlarging the EITC); 2) child support enforcement; and 3) welfare time-limits. See
Ellwood’s last chapter in Bane and Ellwood (1994).

President Clinton voiced his support for an expanded EITC even before he entered the White House. As
early as 1992, Presidential candidate Bill Clinton expressed his fondness for the EITC, telling a Rolling Stone
interviewer, “I love…the EITC” (“The Rolling Stone Interview,” 1992, p. 53). As President, Clinton told the nation
that posterity would remember favorably the expansion of the EITC. “[B]y expanding the refundable earned income
tax credit,” he declared, “we will make history; we will reward the work of millions of working poor Americans by
realizing the principle that if you work 40 hours a week and you’ve got a child in the house, you will no longer be in
poverty” (Shapiro and Greenstein, 1993).
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89 For a discussion of the EITC’s growth relative to the dramatic changes in welfare policy during the 1980s and
1990s, see Elwood (2000).
90 For a more detailed examination of these studies, see McCubbin (2000).
91 For a more detailed accounting of the authority granted to the IRS, see McCubbin (2000).

Unfortunately, the two new data sources only partially compensate for the lack of a recent TCMP study, last
conducted in 1988. Congress has cut funding for the exhaustive study, and in 1998, the Senate explicitly prevented
the IRS from conducting another TCMP study. The lack of a current TCMP study prevents not only an accurate
picture of EITC compliance rates, but also a whole array of additional tax compliance issues.
92 Studies using microdata have found that even in the presence of the EITC, “typical tax rates on the poor are not
particularly high--they rarely exceed 40 percent.” Dickert, et al (1994, p. 636).
93 I am indebted to one of the referees from the National Tax Journal for this observation.
94 The eleven states include Colorado, Iowa, Kansas, Maryland, Massachusetts, Minnesota, New York, Oregon,
Rhode Island, Wisconsin, and Vermont. Eight of the eleven state EITCs are refundable.
95 McCubbin (2000) offers evidence to suggest that concentrating on improving enforcement techniques—rather
than scaling back the EITC—will most effectively reduce the program’s overclaim rate.
96 In addition to Kingdon’s multiple-streams model, political scientists have described the agenda-setting process
with the help of other theoretical frameworks, including the convergent/divergent-voice and punctuated equilibrium
models. See Cook (1981 and 1990) for convergent/divergent-voice model, and Baumgartner and Jones (1993) for
punctuated equilibrium model.
97 In 1970, Milton Friedman a one-time FAP supporter, called the proposal, “a striking example of how to spoil a good
idea” (Friedman, 1970, p. 89).
98 Although Congress rejected negative income taxation in 1972, it enacted the first federally-subsidized guaranteed
income in the form of the Supplemental Security Income (SSI) program. Restricted to the aged, blind, and disabled,
SSI provided a monthly income of up to $210 per couple (Small, 1999, p. 189).
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