
CHAPTER 4

Government and the Level and
Distribution of Income

INCOME FOR THE TYPICAL family has risen substantially
over the past several decades. Rapid productivity growth and other
factors fueled strong income growth from the late 1940s through
the late 1960s. Since then, slower productivity growth and shifting
demographic patterns have reduced the rate of income growth.
Nevertheless, the typical family in 1990 received about $4,100 more
in income after adjusting for inflation than the typical family did
in 1970. Average incomes for families in each fifth, or quintile, of
the income distribution have increased. Income growth, however,
has been uneven for different segments of the population, and the
distribution of income has gradually grown more dispersed since
the mid-1960s.

Trends in the level and distribution of income are closely related
and are affected by a variety of factors. The primary source of
income for most families is labor earnings. Thus, the primary
causes of the continued long-run increase in family income are the
long-term increase in productivity, and hence in wages, the historic
growth in employment, and related labor market factors. Changes
in the distribution of wages and in employment patterns have also
had important effects on the distribution of income.

The level of overall economic activity affects the incomes of fami-
lies in each part of the income distribution. Sustained long-term
economic growth has been the most effective and durable way to
raise the income of families.

Demographic patterns also have substantial effects on the level
and distribution of income. The average number of people per
family has fallen significantly over the past three decades, and
single-parent families are much more prevalent now than they
were in the 1960s.

The level and structure of government taxes and transfers have
important effects on the level, structure, and growth rate of overall
economic activity. Many tax and transfer programs contain fea-
tures that discourage people from working, saving, or investing.
Some programs, like the earned income tax credit, can encourage
work effort.
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Many Federal, State, and local government programs and poli-
cies redistribute a substantial amount of income, wealth, and op-
portunities for economic advancement across the population. In
1990 according to estimates by the Census Bureau, the net effects
of Federal and State taxes and transfers raised the income of
households in the bottom fifth of the income distribution by an av-
erage of more than $8,800, from about $2,100 to about $10,900.
Households in the top fifth paid $22,000 more in taxes, on average,
than they received in transfers, reducing their average income
from about $94,000 to under $72,000.

Most of this redistribution occurs through transfer programs. A
network of means-tested programs transfers cash and specific
goods, such as food, housing, health care, and job training to the
Nation's neediest citizens. Other government programs redistribute
in ways that are not means-tested, Social insurance programs pro-
tect individuals against a variety of contingencies. Recent decades
have seen significant growth in spending on means-tested and
social insurance programs and a shift in the composition of means-
tested assistance toward the provision of specific goods and services
rather than cash.

Despite long-term increases in income and transfer payments,
poverty remains a serious problem in the United States. Society
can and should provide a minimum level of support for those who
are unable to provide for themselves. The most effective antidote to
general conditions of poverty iri the long run is sustained economic
growth. Some poor people are unable to benefit from such growth,
however, and require targeted programs. The Administration is
firmly committed to the goal of alleviating poverty.

The Federal tax system also redistributes income toward lower
income households. Major income tax reforms since the late 1970s
reduced marginal tax rates, eliminated many tax shelters, broad-
ened the tax base, and removed many low-income households from
the income tax rolls. In addition. Social Security tax rate increases,
enacted in the 1970s, were accelerated in 1983 to address short- and
long-run financing problems in the Social Security trust fund.
Amid these sweeping changes, redistribution of income within the
Federal tax system has remained about the same as it was in the
1970s before the reforms took place.

Government tax and spending programs also transfer large
amounts of wealth across generations. These transfers are some-
times clearly visible, as in the case of the Social Security program,
where current workers make payments and current retirees re-
ceive benefits. As explained below, however, other policies embody
intergenerational transfers that are much less obvious. In both
cases, transfers across generations may be larger than transfers
across income classes in a particular year.
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THE LEVEL AND DISTRIBUTION OF INCOME

The most commonly used measure of income, and the one used
in this section, is "money income" as defined by the Bureau of the
Census. This measure includes all periodic earned and unearned
monetary income except capital gains. Money income includes gov-
ernment cash transfers but does not count noncash government
transfers, such as medicaid and food stamps, or fringe benefits,
such as employer-provided health insurance, and it does not deduct
taxes paid.

While wages are earned by individuals, income is typically
shared among members of a family or household. Thus, analyses of
income typically focus on these groups rather than on individuals.
The Census Bureau defines a family as a group of two or more
people related by birth, marriage, or adoption who live together. A
household is defined as all related family members and all unrelat-
ed people living in a given housing unit. A family, a person living
alone, or a group of unrelated people living together in a single
housing unit each counts as a single household.

To measure the evolution of income over time, adjustments need
to be made for the changing cost of living. Estimates of the cost of
living are measured in the consumer price index (CPI) published by
the Bureau of Labor Statistics. As discussed in Chapter 7, the CPI
was modified in 1983 to incorporate an improved measure of the
cost of shelter for homeowners. The modified price index used
below, the CPI-U-X1, incorporates the improved measure of costs
on a consistent basis back to 1967. Most analysts believe this index
is the more appropriate measure of changes in the cost of living.

LEVEL OF INCOME
Median income adjusted for inflation is used to track the history

of typical families and households. The median represents the mid-
point of the income distribution; there are as many families (or
households) with income above the median as there are with
income below.

Chart 4-1 traces the evolution of real median family and house-
hold income since 1967. Although the year-to-year changes are some-
times small, median family income grew by a substantial amount,
from $28,563 in 1967 to $35,353 in 1990. This represents an increase
of about $6,800, or 23.8 percent. Median household income was
$29,943 in 1990, an increase of about $4,200, or 16.4 percent, since
1967. Medians of both family and household income reached all-
time highs in 1989.
Effects of the Level of Economic Activity

Fluctuations and trends in aggregate economic activity produce
similar fluctuations and trends in median family and household

117Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 41 Real Median Income
Real median income of families and households has grown substantially since 1967.
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income. Long economic expansions in the 1960s and the 1980s led
to strong advances in income. Inflation and three recessions be-
tween 1973 and 1982 resulted in fluctuating levels of income.

Chart 4-1 shows that real median family income rose sharply in
1967-69, was stagnant in the 1969-70 recession, and then rose
during the expansion in 1971-73. After falling in 1974-75 in the re-
cession following the first oil crisis, income rose again until 1979.
However, the high inflation of the late 1970s and the subsequent
back-to-back recessions in 1980 and in 1981-82 brought real wages
and income down sharply. Real median family income in 1982 was
lower than it was in 1973. From 1982 to 1990, median family
income increased by about $3,300, or 10.4 percent. Since 1973, an
earlier business cycle peak, median family income has increased by
about $2,000, or 5.9 percent.

Similar cyclical patterns occurred for median household income
and for black, Hispanic, and white families and households. These
patterns indicate that the most effective and durable way to raise
the income of typical families and households has been through sus-
tained, long-term economic growth.
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The Role of Demographics
Substantial income growth between 1967 and 1990 is particularly

noteworthy in light of several long-term demographic trends.
During this period, average family size fell by 14 percent, and aver-
age household size fell by 19 percent. Income growth rates for fami-
lies and households thus understate the growth rate of income per
person. Between 1967 and 1990, average, or mean, real money
income rose by 62 percent per person, as opposed to 35 percent per
family.

Large shifts in the composition of households have also influ-
enced income growth. Between 1969 and 1989, the proportion of
household heads living alone or with unrelated individuals rose
from 18.5 percent to 29.1 percent, and the proportion of families
with children that have a female householder rose from 11.3 per-
cent to 21.7 percent. In 1990, more than two-thirds of household
heads living alone or with unrelated individuals and one-third of
female heads of families were under 35 years old. At this age,
many workers are still acquiring skills and training and may also
have had short job tenure or little overall labor market experience.
Female heads of families also often face child care responsibilities
that make full-time participation in the labor force difficult. The
means-tested transfer system creates incentives for some women to
reduce or eliminate work outside the home. For these and other
reasons, female-headed families and people living alone or with un-
related individuals have median incomes well below the overall
median. One study found that in the absence of these demographic
trends, real median household income between 1969 and 1989
would have grown another $3,200, more than doubling its actual
rate of growth.

Two-Earner Families
A related issue is the extent to which sustained income growth is

due to the increased proportion of married women that work out-
side the home. In 1970, 39 percent of married women worked out-
side the home. That figure rose to 50 percent in 1980 and 58 per-
cent in 1990. The number of working married women rose more in
absolute and percentage terms in the 1970s than in the 1980s.

Determining the effect of this trend on median income is diffi-
cult. Determining the contribution of new second earners to overall
income growth is much more straightforward. Average income for
married couple families rose by $4,232 (in 1990 dollars) between
1970 and 1980, and $6,035 between 1980 and 1990. The role of the
increased number of second earners can be calculated using data
on the number and average income of married couple families and
second earners. The increased number of married women in the
labor force accounts for only about 18 percent of the real increase in
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income of married couple families between 1980 and 1990. The cor-
responding figure for the 1970s is 19 percent. For all families,
about 14 percent of the increase in income in the 1980s and 16 per-
cent in the 1970s is due to the increase of two-earner families.

The small role of the rising number of two-earner families in
income growth can be attributed to two factors. First, average
earnings of second earners are lower than average earnings for all
earners, in part because a high proportion of second earners work
part-time. Second, the recent increase in two-earner families is
small relative to the total number of families. From 1980 to 1990,
the number of married women in the labor force rose by 5.5 mil-
lion; the total number of families in 1990 was 66.3 million.

DISTRIBUTION OF ANNUAL INCOME

The long-term and cyclical factors that affect income levels also
affect the distribution of income. Incomes in any year can differ
across households for many reasons. Because the primary source of
income for most people is labor earnings, the determinants of the
wage distribution discussed in Chapter 3, including workers' educa-
tion and changes in labor supply and demand, also help determine
the distribution of annual income. Because families and households
in the United States experience a significant amount of mobility
across income classes, the distribution of long-term income differs
from the distribution of annual income.

The distribution of income and its evolution over time can be
measured in several ways. Perhaps the simplest approach is to
choose particular income thresholds and examine what percentage
of families exceed these thresholds. Although there is no official
definition of the middle class, the range of $15,000 to $50,000 (in
1990 dollars) in money income is used in Chart 4-2 to demarcate
middle-income families. The chart shows the often-noted declining
proportion of families in the middle-income range. The proportion
of families with middle incomes fell from 64.8 percent in 1967 to
52.7 percent in 1990.

Many middle-income families have moved into higher income cat-
egories; the proportion of families with real income above $50,000
showed a sustained increase, from 14.9 percent in 1967 to an all-
time high of 31.6 percent in 1989, before it declined slightly in 1990.
The proportion of families with real money income below $15,000
fell from 20.3 percent in 1967 to 16.9 percent in 1990.

Using alternative definitions of middle income (for example,
$25,000 to $75,000, or $25,000 to $50,000) preserves the basic results
that the proportion of high-income families has increased and the
proportion of low-income families has fallen. Similar patterns hold
for households as well. These trends indicate that substantial num-
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Chart 4-2 Distribution of Families by Income Class

The proportion of high-income families has more than doubled since 1967, while the proportion of
low- and middle-income families has fallen.
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bers of families and households have moved into higher income cat-
egories over time.

Income Growth by Quintile
Chart 4-3 displays mean, or average, money income for the high-

est, middle, and lowest fifth, or quintile, for households from 1967
to 1990, as a percentage of 1967 income. (The major points below
also hold for families.) Average money income in each quintile has
increased since 1967. Thus, long-term trends have raised money
income in each part of the income distribution.

Changes in average money income in every quintile reflect changes
in the level of macroeconomic activity, just as the measures of
median income did. The real money incomes of households along
all parts of the income distribution have improved the most during
periods of economic growth. In particular, the economic expansion
between 1982 and 1989 produced strong growth in each quintile.

Money income grew faster in the highest quintile than in the
other quintiles. From 1967 to 1990, real money income grew by 35
percent in the highest quintile, 25 percent in the lowest quintile,
and 17 percent in the middle quintile. The relative magnitudes of
growth rates for the highest and lowest quintiles shifted between
1979 and 1982. This shift coincided with a shift in real wage pat-
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Chart 4-3 Real Household Income Relative to 1967 Income for Selected Quinttles

Real income of low-, middle-, and high-income households generaWy rose from 1967 to 1979, fell from
1979 to 1982, and rose after 1982.
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terns: wages for high-wage workers were roughly the same level in
1979 and in 1982, while wages for low-wage workers fell.

Chart 4-3 understates the improvement in income for the lowest
group because, among other reasons, money income omits noncash
transfers. Real Federal and State spending on means-tested medi-
cal assistance, the vast majority of which is medicaid, grew by $67
billion (in 1990 dollars) from 1967 to 1990, while spending on other
means-tested noncash transfers grew by $46 billion. Real payments
for medicare, which is not means-tested, grew by $96 billion. In
1990, households in the lowest income quintile received about 10
percent of medicare payments, 17 percent of medicaid payments,
and 59 percent of other means-tested noncash transfers. Maintain-
ing these allocations over time and using the Census Bureau's best
estimates of the value of these transfers to recipients provides esti-
mates of noncash transfers per household. For households in the
lowest quintile, money income plus the estimated value of noncash
transfers, adjusted for inflation, increased by 48 percent between
1967 and 1990, nearly double the 25-percent growth rate for money
income alone.

122
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Gini Ratios
The Gini ratio is a measure of the dispersion of income that

ranges between 0 and L A lower value indicates less dispersion in
the income distribution; a Gini of 0 would occur if every family had
the exact same amount of income. A higher value indicates more
dispersion; a Gini of 1 would occur if all income accrued to only
one family.

Chart 4-4 shows that from 1947 to 1968, despite some fluctua-
tions, the dispersion of money income for families fell gradually.
Since then, dispersion has risen slowly but steadily, by about 14
percent. Almost one-third of the increase occurred between 1979
and 1982, when wage and income patterns diverged sharply at the
high and low ends of the spectrum. Slightly more than a third of
the increase occurred between 1968 and 1979, with the increase
from 1982 to 1990 accounting for the remaining third.

Chart 4-4 Gini Ratios for Family Income

The dispersion of money income followed a downward trend from 1947 to 1968 and increased gradually
after that.
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The Gini for households followed similar trends. One study found
that shifting household composition accounted for almost half of
the increase in dispersion between 1969 and 1989.

The Gini ratio is a measure of relative income rather than of the
absolute level of income. Thus, changes in the Gini do not provide
any information about the level of income for various groups in the
population. In the 1980s, increasing dispersion of income did not
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mean that the rich became richer while the poor became poorer.
Incomes grew in all quintiles, but income in the top quintile grew
fastest.

Trends in the share of income received by families in each quin-
tile mirror those of the Gini coefficient. The share received by the
lowest quintile rose from 5.0 percent in 1947 to 5.7 percent in 1968,
and then fell to 4.6 percent in 1990. The share for the highest quin-
tile fell from 43.0 percent in 1947 to 40.5 percent in 1968, before
rising to 44.3 percent by 1990. Similar trends apply to income
shares received by households. Like the Gini, however, measures of
income shares do not show how the level of income has evolved for
each group, and thus give an incomplete picture of income pat-
terns.

Similar trends in income distribution appear in other countries
as well. One study found that in the early 1980s, the distribution of
earnings for prime-age males who headed households and worked
full time became more unequal in all five countries studied:
Canada, Sweden, Australia, West Germany, and the United States.
The widening distribution in many countries indicates that the
causes of the shift are more likely to be due to factors common to
all of the countries rather than to any factor specific to only one of
the countries.

THE DISTRIBUTION OF LONG-TERM INCOME AND
WEALTH

Families and households display a substantial amount of mobili-
ty across income classes in the United States. For this reason, anal-
yses of income distribution that focus only on annual income tend
to overstate the degree of income inequality.

One reason annual income data are misleading is that earnings
of individual workers tend to rise as they acquire training and ex-
perience and then to fall when they retire. A 20-year-old worker
just starting out and a 45-year-old worker who is in his or her peak
earning years could have equal incomes over their careers, but
very different wages in the same calendar year.

Data on annual income can also prove misleading because of
transitory income, that is, income gains or losses that are thought
to be temporary. A person who owns a small business, for example,
may face greater year-to-year fluctuations in income than someone
who works at a steady wage.

There is substantial mobility across income classes from year to
year. One study found that in the mid-1980s, about one-third of all
families were in a different income quintile than they had been in
the previous year. In each of the lowest three quintiles, about 18
percent of the families moved to a higher quintile the following
year. In each of the highest three quintiles, more than 20 percent
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of the families moved to lower quintiles the following year. An-
other study found that more than half of families in the highest
quintile in 1971 had fallen into lower quintiles by 1978. Similarly,
almost half of those in the lowest quintile had risen to a higher
quintile.

Over longer periods, the extent of mobility increases. One study,
using data from the 1970s and 1980s, found that more than 75 per-
cent of households are in a different decile when ranked by lifetime
income than when ranked by current income. A decile includes one-
tenth of the households. About 44 percent had current income two
or more deciles away from their lifetime income. More than half of
households in each of the lowest three deciles for annual income
had lifetime income in a higher decile. More than half of house-
holds in the top three deciles for annual income had lifetime
income in a lower decile.

A recent study, using tax return data from the 1960s, 1970s, and
1980s, estimates that the Gini coefficients for income over 4-year or
7-year periods are between 5.0 percent and 7.7 percent less than
the average of the Gini coefficients for the individual years. An-
other study, using data from 1969 to 1981, found that the Gini for
lifetime income in the United States was 19 percent lower than the
Gini for annual income, indicating less dispersion in lifetime
income.

These findings underscore the importance of income mobility for
a large number of families. Nevertheless, even after removing tem-
porary income changes and the effects of the life-cycle on income,
part of the population still faces very low long-term income pros-
pects.

Because the distribution of long-term income is less dispersed
than are annual incomes, trends in the distribution of annual
income may not accurately reflect trends in the distribution of
long-term income. For example, an increase in income mobility or
in the importance of transitory income can increase inequality of
annual income but have no effect on the distribution of long-term
income. Nevertheless, one study found that, like annual incomes,
incomes averaged over 4- and 7-year periods became more dis-
persed between 1967-73 and 1979-85.

A related issue is the distribution of wealth. A family's wealth
holdings consist of financial assets, such as saving accounts; proper-
ty, such as a house or family business; pensions and future Social
Security benefits; and human capital, the value of future labor
earnings. For most households, housing, public and private pen-
sions, and human capital constitute the vast bulk of wealth. One
study found that between 1983 and 1989 the median value of house-
holds' real financial net worth and property rose 11 percent and
that holdings of these assets became more concentrated.
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SUMMARY
• Median levels of family and household money income have

shown sustained long-term growth since the mid-1960s. Median
income is influenced by cyclical and long-term economic activi-
ty and demographic patterns.

• Since the mid-1960s and in particular since the early 1980s,
income growth has occurred in all quintiles and the distribu-
tion of annual money income has become more dispersed in
the United States. Earnings distributions have also become
more dispersed in several other countries in recent years.

• Because money income omits in-kind transfers, data on money
income understate both the level of and improvement in
income for the lowest income groups.

• Families and households display significant mobility across
income classes. The distribution of long-term income is more
equal than the distribution of annual income.

TRENDS IN TAXES AND TRANSFERS

Tax and transfer policies in the United States have undergone
major changes in level and composition in the last 30 years. These
changes are among the principal ways that government influences
the distribution of resources and the level and structure of econom-
ic activity.

TRANSFERS
The two main categories of transfers are means-tested programs

and social insurance. Means-tested programs provide benefits or
services to people and families whose financial resources have
fallen below a certain level. Distributed by Federal, State, or local
governments, means-tested transfers can be cash grants, such as
aid to families with dependent children, or goods and services, such
as food and health care. Transfers of goods and services ensure
that assistance is used for the purposes intended. Means-tested
service programs also provide education and job training. (Brief de-
scriptions are in Boxes 4-1 and 4-2; fiscal 1990 spending totals are
in Table 4-1.)

Social insurance programs compensate people for income loss due
to retirement, disability, and unemployment, and provide health
insurance for the elderly. The three major Federal social insurance
programs are Social Security, medicare, and unemployment insur-
ance (Box 4-3). These programs are financed primarily by payroll
taxes. Because they are predominantly not means-tested, social in-
surance programs can sometimes make large direct payments to
the well-off (Box 4-4).
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Federal spending on means-tested and social insurance programs
has grown dramatically since 1967. Chart 4-5 shows that these ex-
penditures more than doubled relative to gross domestic product
(GDP), from 4.3 percent in fiscal 1967 to 9.2 percent in fiscal 1990.
That represents an annualized growth rate of 6.3 percent in real
expenditures.

Real spending on social insurance programs grew at an annual
rate of 5.8 percent from fiscal 1967 to 1990. In 1990, Federal outlays
for social insurance were $388 billion, 31 percent of total Federal
outlays. Social Security and medicare accounted for more than 90
percent of the total. Federal expenditures on unemployment insur-
ance were approximately $17 billion.

Real means-tested spending grew at an annual rate of 8.3 per-
cent from fiscal 1967 to 1990, and accounted for approximately $121
billion, or 9.6 percent, of total Federal outlays in 1990. Most of the
long-term increase occurred through noncash programs (Chart 4-5).
From 1967 to 1990, real Federal outlays on medicaid grew by $37
billion (in 1990 dollars), while food stamp outlays rose by almost
$15 billion. Real expenditures on the special supplemental food pro-
gram for women, infants, and children and on Head Start rose
about 90 percent and 33 percent, respectively, from 1980 to 1990.
Real means-tested cash expenditures grew at 4.7 percent per year
from 1967 to 1990.
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Many means-tested programs are funded jointly by the Federal
and State governments and administered at the State level. Real
expenditures by State and local governments on these programs
rose from $22 billion (in 1990 dollars) in 1970 to $36 billion in 1977,
fluctuated between 1977 and 1982, and have increased by about 50
percent since then. The largest State programs are medicaid,
AFDC, and general assistance, which consists of programs that pro-
vide funds to low-income households who are ineligible for AFDC
and SSI.
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Retire-sation, V
ment, and Black Lung.

Federal expenditures for many programs take the form of grants
to State governments. Over time, Federal regulations have given
the States increased flexibility to make the best use of funds and
authority to experiment with programs. The Administration has
encouraged innovation at the State level in the design of assistance
programs.

Total real Federal grants to States grew steadily between 1967
and 1978, rising from $57 billion (in 1990 dollars) to $150 billion. In
1981 eligibility requirements were tightened for means-tested pro-
grams. Federal grants fell to $113 billion in 1983. Since then, some
of the eligibility requirements have been relaxed, and Federal
grants increased to $131 billion in 1990. Federal grants were about
20 percent of State and local governments' own revenues in the
late 1960s. The ratio rose to 31 percent in 1978 before falling to
about 19 percent in 1987-90.

TAXATION
Federal tax revenues were 18.9 percent of GDP in 1990. Between

1960 and 1990, Federal tax revenues ranged between 17.5 percent
and 20.2 percent of GDP.
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For example, supplementary medical insurance (SMI), ~ part B
of medicare, pays for physicians, supplies, and other items and
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ments covered only about 17 percent of the costs. The remain-
ing portion was financed from general revenues. More than 90
percent of the elderly are enrolled in medicare, and more than
95 percent of medicare enrollees choose to participate In SMI.
Thus, a large proportion of high-income elderly households re-
ceive very highly subsidized medical insurance through SMI.

'Tk® ttwajgv lifetime tuMiy for mm who wer0 85 yeams old
'in 1991 is estimated to be more than $25,000. for women of the
same age, the estimated lifetime subsidy is $39,000. The differ-
ence in subsidies reflects differences in life expectancies, and
-other

ed by many people, most people are unaware that high-income
households receive subsidies of this magnitude. : '

The composition of Federal tax revenues has changed since 1960.
Social insurance taxes (mostly Social Security) rose from 16 percent
to 37 percent of revenues between 1960 and 1990. The rise was due
initially to the increase in contributors into the Social Security
system and higher benefit levels. Since the late 1970s, Social Secu-
rity tax rates have been increased in order to ensure the future sol-
vency of the system. Revenues from corporate income taxes fell
from 23 percent of revenues in 1960 to about 9 percent in 1990, pri-
marily because of declining corporate profits relative to national
income. The individual income tax constituted 45 percent of reve-
nues in 1990, and between 41 and 48 percent of revenues annually
since 1960.

Income Tax Reforms
Several major tax reforms since the late 1970s have substantially

changed the nature of the tax system, beyond the shift in the com-
position of revenues described above. Many of these reforms devel-
oped as a response to events in the 1960s and 1970s.
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Chart 4-5 Federal Social Insurance and Means-Tested Transfers Relative to GDP

Federal social insurance and means-tested transfers have more than doubled relative to GDP since
1967. Means-tested spending has shifted toward noncash benefits.

Percent of GDP

12

10 Total

,** Social Insurance
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I '".' I" i i i
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Fiscal years

Sources: Department of Commerce and Office of Management and Budget.

Bracket creep, a process in which sustained inflation pushes
many people's income into higher income tax brackets, raises peo-
ple's marginal and average income tax rates even in the absence of
any explicit tax policy changes. Between 1964 and 1980, when
annual inflation averaged more than 6 percent, bracket creep and
other factors had significant effects on tax rates. The proportion of
adjusted gross income that was taxed at a rate of 35 percent or
higher quadrupled, from 7.7 percent in 1964 to 31.2 percent in
1980. The proportion of tax filers who faced a marginal Federal
income tax rate of 35 percent or higher increased tenfold.

High marginal tax rates can have strong, negative effects on the
level and growth of GDP by reducing the return to working,
saving, investing, and innovating. High marginal tax rates also in-
crease incentives for tax avoidance and evasion and thus do not
always translate into higher average tax rates or higher tax reve-
nues. Tax avoidance occurs when taxpayers make investment and
consumption decisions that are influenced by the desire to reduce
tax liabilities. Tax evasion is the failure to comply with the tax
laws.

Reform of the U.S. income tax system to address these concerns
began with the Revenue Act of 1978, which reduced income tax
rates and raised the exclusion for capital gains income. The Eco-
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TABLE 4-1.—Expenditures on Selected Means-Tested Government Assistance
Programs, Fiscal 1990

[Outlays in millions of dollars]

Program

Medicaid

AFDC

Food stamps

Housing assistance

SSI

General assistance

Child nutrition

Pell grants

Earned income tax credit1

Job Training Partnership Act

WIC

Head Start .....

Energy assistance

JOBS

Total

Federal
expendi-

tures

41,103

10,147

14,992

15,901

11,493

0

4,996

4,484

4,354

3,784

2,196

1,552

1,314

463

116,779

State/
local

expendi-
tures

31,033

9,691

1,185

2

3,626

7,784

2

0

0

0

2

388

122

184

54,013

Total
expendi-

tures

72,136

19,838

16,177

15,901

15,119

7,784

4,996

4,484

4,354

3,784

2,196

1,940

1,436

647

170,792

1 Expenditures include refunded portion of the credit only.
2 Not available.
Note.—State/local expenditures include administrative expenses.
Sources: Office of Management and Budget and Congressional Research Service.

nomic Recovery Tax Act of 1981 created sweeping across-the-board
reductions in marginal tax rates. The top marginal tax rate was re-
duced from 70 percent to 50 percent. The act also indexed tax
brackets and personal exemptions in the individual income tax for
inflation starting in 1985, and provided incentives to save by allow-
ing near-universal eligibility for tax-preferred individual retire-
ment accounts (IRAs). A variety of changes in depreciation and
leasing rules provided new incentives for investment. Tax reforms
in 1982 and 1984 scaled back some of these provisions.

The Tax Reform Act of 1986 reduced the top statutory individual
tax rate from 50 percent to 28 percent, with an effective rate of 33
percent for some high-income taxpayers. The corporate income tax
rate was reduced to 34 percent from 46 percent. The income tax
base was broadened substantially by changing several features of
the tax code that affect saving and investment. Depreciation deduc-
tions were reduced. The investment tax credit was repealed, as was
the tax exclusion for capital gains income. Passive loss restrictions
were imposed. Eligibility for tax-deductible IRAs was restricted. In-
terest deductions for consumer borrowing were phased out. The
earned income tax credit (EITC) was expanded, and along with in-
creased personal exemptions and standard deductions, exempted
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more than 4 million low-income taxpayers from having to pay Fed-
eral income taxes.

The Omnibus Budget Reconciliation Act of 1990 installed a varie-
ty of tax policy changes, in addition to the spending and deficit lim-
itations discussed in last year's Economic Report of the President.
The EITC was expanded, with supplemental credits added for fami-
lies with young children and for health care expenses. Statutory
marginal tax rates for the highest levels of income were equalized
at 31 percent. A phase-out of personal exemptions, limitations on
itemized deductions, and new excise taxes levied on furs, jewelry,
and expensive cars effectively raised taxes for the affluent.

On the whole, the changes in the tax code since 1981 have re-
duced the role of the income tax in economic decisionmaking. Stat-
utory rates on the highest levels of income fell from 70 percent in
1980 to 31 percent in 1990. Differentials in the tax treatment of in-
vestment in most kinds of assets were reduced, and the tax base
was broadened.

Despite these generally desirable reforms, the income tax contin-
ues to discourage saving and investment. This concern is especially
timely in light of the low rates of saving and investment in the
United States relative to other countries and the critical role of
such activity in spurring long-term economic growth. Limited loss
offset provisions and the taxation of nominal rather than real in-
comes create a wedge between statutory tax rates and effective tax
rates. Capital gains tax payments can exceed 100 percent of capital
gains adjusted for inflation. To increase incentives to save and
invest, the Administration's fiscal 1993 budget calls for the restora-
tion of the capital gains tax exclusion, a new flexible IRA, penalty-
free IRA withdrawals for first-time homebuyers, a tax credit for
first-time homebuyers, an investment tax allowance for machinery
and capital equipment, improvements in the corporate alternative
minimum tax, and other items.
Social Security Reforms

A second development in the 1970s and early 1980s concerned
the financial status of the Social Security system. The system nar-
rowly averted cash-flow crises in 1977 and 1983, and faced long-run
financing problems in meeting the retirement needs of the baby-
boom generation.

To put the Social Security system on sounder footing, a schedule
of tax rate increases was passed in 1977. In 1983 further reforms
incorporating some of the recommendations of the bipartisan Na-
tional Commission on Social Security Reform were enacted. These
recommendations accelerated the dates of previously legislated tax
increases, raised tax rates for the self-employed, imposed income
taxes on half of all Social Security benefits for people with income
above certain amounts, required a small and gradual increase in
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the retirement age in the 21st century, delayed annual cost-of-
living adjustments by 6 months, and extended mandatory coverage
to new Federal workers. These changes reduced substantially the
long-run deficit in the Social Security trust fund and eliminated
the trust fund's short-run cash-flow problems.

SUMMARY
• Federal and State spending on means-tested and social insur-

ance programs has grown significantly since the mid-1960s.
Means-tested spending has shifted dramatically toward non-
cash programs.

• A series of major income tax reforms since 1978 has broadened
the tax base, closed loopholes, and reduced marginal tax rates
substantially. The income tax, however, continues to discour-
age saving, investment, and entrepreneurship.

• Social Security reforms have averted financial crises and initi-
ated the buildup of funds necessary to finance the retirement
of the baby-boom generation.

EFFECTS OF TAXES AND TRANSFERS ON THE
DISTRIBUTION OF INCOME

Government tax and transfer policies can have large effects on
the distribution of income. The effects of taxes and transfers can
occur directly, through receipt of transfers from, or payments of
taxes to, the government, or indirectly, when the government pro-
gram changes a person's behavior. The people who are actually af-
fected by a tax or transfer are not necessarily the same people who
send the money directly to, or receive the transfer from, the gov-
ernment. Making the distinction between the two is sometimes dif-
ficult (Box 4-5).

There are many ways to measure and describe the redistribution
that occurs within an economic system. One common measure uses
the relationship between average ("effective") tax rates—the ratio
of taxes to income—and income level. If the average tax rate in-
creases with income, then the tax system is said to be progressive.
If the average tax rate falls as income rises, the system is termed
regressive. In a proportional tax system, average tax rates are con-
stant across income classes.

This measure can easily be expanded to consider both taxes and
transfers by examining the ratio of taxes minus transfers to
income as income rises. Thus, a progressive system, for example,
would show higher average rates of taxes net of transfers as
income rises.
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Box 4-5.— Behavioral Responses to Taxes and Transfers
R^wmie theoiy draws a kay diMifictioi* between those who

are legally obliprtei to make tax payments to the fwantimeiit
and those who ultimately 6mr f&e burden of the test* fimm, for
0Kampler may pass along tax increases to wnsiimers or work*
em Althmigh the firms send the m0a^ to the fdveram&nt,
consumers may bear the burden of the tax by paying higher
prices, or workers may bear the btirden by receiving lower
wages or other compensation.

Just as the costs of a tax can sometimes bs shifted, the bene-
fits of a transfer are sometimes shifted as well. Shifting can
occur over periods of time as well as among people. Expected
future Federal farm payments raise the price that buyers am
willing to pay for farmland now. People who buy land this year
and receive the expected Federal benefits in the future v;:ll
have paid for the te&eftt$ by imytog a higher purchase price
for the land Current landowners wto sell their land mm wffl
be fife betidl^m^ dl^m^^^^t^^^^y,

The extent of shifting depends on how people respond to the
tax or spending program and on the timeframe considered.
Analyzing the behavioral response can be quite complicated. If
a tax is anticipated, the behavioral response can come before
the actual implementation of the tax. A temporary tax or
spending change may induce a very different response and
thus a different pattern of tax shifting than a permanent
duunga; The response to any policy, temporary or permanent,
may be different in the short run, when people have little time
'to adjust, than in the long run, when full adjustments can take
place, ' ' • - * ' ' 0'', ' . ' V ' ' ' • / • • ' . „ , ; / * * ' ' ' • * ' • - " : • , - ' . - '

Behavioral responses are crucial ingredients ill understand-
ing the effects of government policy. For example, Social Secu-
rity benefits constitute a large portion of income for many el-"

,
elderly people by a substantial amount. However, Social Secu-
rity provides disincentives for the elderly to work. Determining

w

COMBINED EFFECTS OF TAXES AND TRANSFERS

The most comprehensive, and thus potentially the most informa-
tive, measures of redistribution examine the combined effects of
taxes and transfers. Data prepared by the Bureau of the Census
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and presented in Table 4-2 show in the second column the distri
bution of annual income for households ordered into quintiles b>
their income before taxes and transfers (including private income,
capital gains, and the cash value of employers' contribution for
health insurance). The third and fourth columns show the effects of
Federal and State income and payroll taxes and cash and noncash
transfers, keeping the assignment of households to quintiles the
same as in the second column. Table 4-2 uses the Census Bureau's
best estimates of the value of noncash transfers. Like virtually all
of the available estimates, the data in Table 4-2 do not include ad-
justments for people's behavioral responses to taxes and transfers.

The combined effects of Federal and State taxation reduce the
Gini by 5.5 percent, thus making the distribution of income more
equal. Most redistribution, however, occurs through transfer pro-
grams. When income from cash and noncash transfers is added, the
Gini falls by an additional 17 percent.

Table 4-2 shows that the tax and transfer system in 1990 raised
the share of income for households in the lowest quintile from 1.1
percent to 6.5 percent, and reduced the share going to the highest
quintile to 43.0 percent from 50.7 percent.

TABLE 4-2.—Effects of Taxes and Transfer Payments on Household Income by Income
Quintile, 1990

Income quintile

Gini

Share of Income (percent}

Lowest

Second

Third

Fourth

Highest

Average Income (dollars)

Lowest

Second .. .. .

Third.. . .. .

Fourth

Highest

Income before
taxes and
transfers

0490

1 1

79

155

247

507

2,096

14,664

28836

45836

93966

Income after
taxes before

transfers

0463

14

90

164

252

480

2,045

13,126

24102

36991

70338

Income after
taxes and
transfers

0384

6.5

112

161

23.2

43.0

10,904

18,676

27,017

38,780

71 944

Source: Department of Commerce.

Chart 4-6 shows that in 1990, households in the top 20 percent of
the pretax, pretransfer income distribution paid an average of about
$22,000 in taxes net of transfers to Federal and State governments.
Households in the lowest income quintile received an average of
about $8,800. Average income in the lowest quintile rose from
about $2,100 before accounting for taxes and transfers to about
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$10,900 afterwards. Average income in the highest quintile fell
from about $94,000 to about $72,000. Thus, the combined effects of
Federal and State taxes and transfers are highly progressive.

Chart 4-6 Effects of Taxes and Transfers on Income, 1990

The combined effects of government taxes and transfers are to redistribute a substantial amount of
income from higher income households to lower income households.

Average net dollars received

20,000

10,000

-10,000

-20,000

-30,000

8,808

4,012

-1,819

-7,056

-22,022

I I

Lowest Second

Source: Department of Commerce.

Third

Income Quintiles

Fourth Highest

Redistributive Effects of Other Policies
While taxes and transfers represent a broad range of government

activities, other government policies redistribute resources as well.
For example, the tax deduction for private contributions to charita-
ble organizations raises these contributions. The private contribu-
tion does not appear as a government transfer but is nonetheless
influenced by the favorable tax treatment.

Direct government purchases of goods and services and govern-
ment programs that improve the environment, maintain the infra-
structure, and provide education, national defense, or other items
can also have important distributional effects. These effects, howev-
er, are difficult to measure.
Long-Term Redistribution

The impact of government policies on the distribution of long-
term income can differ significantly from the effects on the distri-
bution of annual income. Low-skilled workers in their high-earning
years may pay a relatively high amount of taxes compared with
other taxpayers, even though income over their entire careers may
be relatively low. In contrast, medical students pay relatively low
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amounts of taxes even though their long-term income is relatively
high. A tax increase on the older, low-skilled workers combined
with a tax cut for the medical students would reduce inequality of
annual incomes but raise inequality of long-term incomes.

One study, using data from 1969 to 1981, found that Federal
taxes and cash transfers reduced the Gini for lifetime incomes by
19 percent and reduced the Gini ratio for annual incomes by 13
percent. Therefore, the combined effects of taxes and transfers may
reduce inequality in long-term incomes by more than they reduce
inequality in annual incomes.

Some government policies have the effect, intended or unintend-
ed, of redistributing wealth across generations. A well-known exam-
ple is Social Security, which makes direct payments to the elderly,
financed by payments from current workers. Intergenerational
transfers can occur in less obvious forms as well. For example,
most wealth in the United States is held by people who are older
than 40, and most people over the age of 65 are retired. Therefore,
a policy that raised tax rates on capital income and reduced rates
on labor income would constitute an implicit transfer of wealth
from older to younger generations. These transfers can be large.

Government policies can also transfer resources between current-
ly living generations and generations yet to be born. Financing gov-
ernment through debt rather than through current taxes, for ex-
ample, can push the burden of paying for current obligations onto
future generations. Intergenerational issues concerning the deficit
are discussed in Chapter 7.

REDISTRIBUTION IN THE FEDERAL TAX SYSTEM
By any of a variety of measures, the income tax and Social Secu-

rity reforms beginning in the late 1970s have not significantly
changed the redistributional effect of the tax system.
The Individual Income Tax

Chart 4-7 shows estimates from the Department of the Treasury
of average Federal individual income tax rates for hypothetical
four-member families with the median, half the median, and
double the median income level, as reported by the Bureau of the
Census. Median income for 1991 was estimated on the assumption
that the real level of median income would not change from its
1990 level. Families are assumed to have only wage and salary
income earned by one person. Comparisons made for the same type
of family over time help to isolate the effect of changes in the tax
system from changes in the sources and distribution of income and
in demographics.

The chart shows that the Federal individual income tax is pro-
gressive in each of the years because the average tax rate rises with
income. In 1991, for example, the average estimated income tax
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Chart 4-7 Average Federal Individual Income Tax Rates

The Federal individual income tax system is progressive because average tax rates rise with income.
The degree of progressivity has not changed substantially since 1980.

Percent

20

18.3

16.8

15

10

15.2

9.3

5.2

9.3

5.1

1980 1985 1988 1991

HI Half of median income ^ Median income Q Twice median income

Note: Data are for four-person families with one wage earner.
Source: Department of the Treasury.

rate rises from 5.1 for families with half the median income to 15.1
for families with twice the median income. The average Federal
income tax rate has fallen since 1980 for all three groups. The per-
centage change in average tax rates between 1980 and 1991 was
virtually the same at all three relative income levels.

Chart 4-8 shows that the share of individual income taxes paid
by the highest income groups has increased since 1980, while the
share paid by the lowest income groups has declined. The share of
taxes paid by households in the highest income quintiles has in-
creased because their overall share of income has increased and be-
cause they pay higher average tax rates than all other households.

All Federal Taxes
Although it is the single largest revenue source for the Federal

Government, the individual income tax accounts for less than half
of all Federal revenues. Estimates by the Congressional Budget
Office (CBO) of tax rates for all Federal taxes are reproduced in
Table 4-3. CBO's definition of the demographic unit, measure of
income, and basis for ordering units into quintiles differ substan-
tially from those employed in the data developed by the Census
Bureau and the Treasury Department and presented above. De-
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Chart 4-8 Shares of Federal Individual Income Tax Payments by Income Class

The share of Federal individual income taxes paid by high-income groups has increased since 1980,
while the share paid by low-income groups has fallen.
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44.2
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Top 20 percent
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Top 5 percent

Source: Department of the Treasury.

spite these differences and the issues they raise, the implications of
CBO's analysis are similar to those presented above.

The CBO data indicate that the overall Federal tax system is pro-
gressive in each year. The system appeared to have become less pro-
gressive between 1977 and 1985. Part of this change, however, is
due to the 1977 and 1983 Social Security tax increases. As discussed
below, examining Social Security taxes and ignoring Social Securi-
ty benefits makes that particular program appear regressive.
Taken as a whole, however, the Social Security system is progres-
sive.

The tax system became more progressive between 1985 and 1988,
when the Tax Reform Act of 1986 led to sizable tax increases in the
higher income quintiles and a sizable tax reduction in the lowest
quintile. The tax system is forecast to become even more progres-
sive between 1988 and 1992, according to CBO's estimates. Tax re-
ductions for the lowest four income quintiles and another tax in-
crease for the highest quintile are expected to occur as a result of
policies introduced in the 1990 budget accord.

CBO estimates in Table 4-4 indicate that the share of all Federal
taxes paid by the highest income groups has increased since 1977,
while the share paid by middle and lower income families has
fallen.
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TABLE 4-3.—CBO Estimates of All Federal Taxes
[As a percent of income]

Income quintile

Lowest . .

Second

Th'rd

Fourth

Highest

1977

93

154

195

218

272

1980

8.1

156

198

229

275

1985

10.3

15.8

19.1

21.7

24.1

1988

9.3

15.9

19.8

22.4

26.0

1992

8.6

15.6

19.7

22.2

26.8

Note.—The individual income tax burden is allocated to families who directly pay the tax. Both the employer and employee
portions of social insurance taxes are allocated to labor income. Excise tax burdens are allocated to the consumers who pay
them. The corporate tax burden is divided equally between capital and labor income.

Source: U.S. House of Representatives, Committee on Ways and Means, 1991 Green Book.

TABLE 4-4.—CBO Estimates of Shares of All Federal Tax Payments
[Percent]

Income quintile

Lowest

Second

Third

Fourth

Highest

Addendum

Top 5 percent

1977

20

7 2

134

216

557

27.7

1980

16

69

132

221

561

27.4

1985

1.8

6.8

130

220

561

27.5

1988

1.5

62

125

208

589

30.9

1992

1.3

6.0

12.1

20.0

605

33.3

Source: U.S. House of Representatives, Committee on Ways and Means, 1991 Green Book.

Thus, data developed separately by the Treasury Department
and the Congressional Budget Office indicate that the Federal indi-
vidual income tax and the overall Federal tax system redistribute
income from high-income households to low-income households and
thus are progressive. The degree of progressivity of, and the amount
of redistribution within, the tax system has not changed significant-
ly since the mid-1970s.

SOCIAL SECURITY
In 1990, $296 billion in Social Security taxes were paid to the

Social Security trust fund by or on behalf of 134 million workers.
At the same time, Social Security benefits totaling $248 billion
were paid to more than 39 million people. Most people pay Social
Security taxes during their working lives and receive benefits
during retirement.

On average, Social Security redistributes resources from higher
income households to lower income households. Redistribution
within the Social Security program has long been a controversial
topic, 'however, because the program transfers resources across
people and over time and involves both taxes and benefits.
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Social Security transfers resources across generations, from cur-
rent workers to current retirees. Over the long term, the cumula-
tive effects of long-term productivity growth imply that current
workers will, on average, have higher wages and incomes over
their lifetime than current retirees did. Thus, on average, the
Social Security system to date has transferred resources from
people in generations with higher overall resources to people in
generations with lower resources.

Social Security also redistributes resources among people within
a generation. For example, the payroll tax used to finance Social
Security benefits is proportional up to an income threshold, above
which the marginal rate falls to zero. Thus, examining only the tax
structure would suggest (incorrectly) that the Social Security pro-
gram is regressive.

If one adds in benefit payments, but focuses only on a 1-year
period, Social Security appears highly progressive. Households in
the lowest income quintile received 20 percent of Social Security
benefits (net of taxes paid on those benefits) and paid less than 2
percent of Social Security taxes in 1990. Households in the top
quintile paid 47 percent of the taxes and received 11 percent of the
benefits.

However, because Social Security transfers resources over peo-
ple's lifetimes, the program is best understood through analyses of
longer periods. Among households of the same generation, Social
Security has redistributed resources from higher income households
to lower income households through a combination of three factors.

First, the formula that determines benefits replaces a higher per-
centage of wages of lower income workers than of higher income
workers. This aspect of Social Security is progressive in that the
ratio of benefits received to taxes paid falls as income rises. A
recent study showed that a married worker who retires at age 65
after working since age 21 at the Federal minimum wage will re-
cover all Social Security taxes paid, including the employer and
employee shares, in 4.1 years. A married worker earning the maxi-
mum taxable amount each year will recover contributions in 7.2
years.

This effect is offset to some extent because heads of lower income
households face higher mortality rates than heads of high-income
households and thus, on average, collect Social Security benefits for
a shorter period of time. After accounting for these factors, one
study found that the rate of return earned on Social Security re-
tirement contributions was roughly equal across wealth classes.

The study, however, omitted the third effect, namely the influ-
ence of survivors, dependents, and disability payments. Lower
income households are likely to receive more of these payments
precisely because of their higher mortality and disability rates.
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When all three factors are considered, the Social Security program
redistributes resources within a generation from households with
higher lifetime income to those with lower lifetime income.

SUMMARY
• Federal and State tax and transfer programs shift a substan-

tial amount of resources to lower income households from
higher income households. Most redistribution occurs through
the transfer system.

• The overall Federal tax system and the individual income tax
are progressive. By several alternative measures, the extent of
redistribution within the Federal tax system has not changed
substantially since at least the mid-1970s.

• The Social Security system transfers resources both across gen-
erations and within generations. In each case, the program re-
distributes income, on average, from higher income households
to lower income households.

• The impact of government policies on the distribution of
wealth across generations can be larger than the impact on the
distribution of annual incomes.

POVERTY AND THE SOCIAL SAFETY NET

Despite long-term increases in income and government transfer
spending, poverty remains a serious problem in the United States.
Integration of more low-income households into the economic main-
stream will not only help those families gain economic independ-
ence, but will also increase the productive resources of the Nation
and help maintain economic growth.
The Poverty Rate

The poverty rate measures the percentage of people with in-
comes below a level associated with a minimally adequate standard
of living (Box 4-6). The official poverty rate for persons fell from
22.4 percent in 1959 to a low of 11.1 percent in 1973, fluctuated
throughout the remainder of the 1970s, and rose sharply from 11.4
percent in 1978 to 15.2 percent in 1983. The rate fell to 12.8 percent
in 1989, and then rose to 13.5 percent in 1990 (Chart 4-9).

The official poverty rate, however, is somewhat misleading in
several respects. The Census Bureau publishes several alternative
poverty rates that adjust for some of these factors. For example,
the official poverty measure omits noncash transfers. Including es-
timates of the value of noncash transfers reduces the poverty rate
in 1990 to 11.0 percent (Chart 4-9).

The poverty threshold is adjusted annually for inflation using
the CPI-U price index. For reasons discussed in Chapter 7, the CPI-
U-X1 provides a more accurate and consistent measure of trends in
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Chart 4-9 Alternative Measures of the Poverty Rate of Persons
Adjusting for government noncash benefits and measuring the cost of living on a consistent basis reduces
the level of the poverty rate, but does not alter the trends.

Poverty rate of persons

24

22

20

18

16

14

12

10

13.5

9.5

I . I I I . I I I . I I I I I . I I I , I I I , I , I . I , I

1959 1961 1963 1965 1967 1969 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989

* Includes noncash benefits.
Sources'. Department of Commerce and Department of Labor.

the cost of living since the mid-1960s. Using the CPI-U-X1 to adjust
the poverty thresholds since 1967 yields a 1990 poverty rate of 12.1
percent, excluding noncash transfers, and a rate of 9.5 percent
when noncash transfers are included (Chart 4-9). By any measure,
however, poverty is clearly a problem that requires serious atten-
tion.
Duration of Poverty

While most people in poverty remain impoverished for only a
short time, most poverty in any extended period is accounted for by
people who remain poor for a long time. Long spells of poverty
have been associated with low educational attainment, low attach-
ment to the work force, and early child bearing out of wedlock.
Concern exists that the structure of means-tested transfer programs
contributes as well. Studies have also shown that children of govern-
ment-dependent parents are more likely to become dependent on
government themselves.
Demographics and Poverty

Poverty rates and trends vary across age groups. For people 65
years and older, the poverty rate fell from 28 percent in 1966 to
about 16 percent in 1980 and to about 12 percent in 1990. In con-
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trast, as discussed below, the poverty rate for children has in-
creased over the last 25 years.

Shifts in household composition also affect poverty rates, primar-
ily through their effects on earnings and income. The most
common reason why people fall into or escape poverty concerns
changes in their own or their family's earnings. Thus, for example,
the long-term increase in the proportion of families with children
headed by females has led to an increase in the overall poverty
rate. Female heads of families tend to be younger than heads of
other families and those in the labor force may have had shorter
job tenure or less overall labor market experience. Female heads of
households also often face child care responsibilities that severely
limit their ability to take on jobs outside the home. Means-tested
transfer programs provide incentives for female heads of house-
holds to reduce or eliminate work outside the home. About one-
fourth of all female householders with children do not work outside
the home; of these, nine in ten are poor. Due to these and other
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factors, median income for all female householders was 60 percent
of median income for all households in 1990 and the poverty rate
for female-headed families with children was 44.5 percent. Between
1973 and 1990, the increase in the number of poor female-headed
families was 69 percent of the increase in the number of all poor
families, and the proportion of poor families headed by a female
grew from 45.4 percent to 53.1 percent.

Chart 4-10 shows that, if the mix of population classified by
householder status (married, female householder, or unrelated indi-
vidual) were held constant at the 1973 proportions, the poverty rate
in 1989 would have been 11.1 percent, the same as in 1973. As a
purely statistical matter, shifting demographic patterns, through
their effects on household earnings and income, can account for the
entire increase in poverty between 1973 and 1989, while other ef-
fects on the poverty rate netted to zero.

Chart 4-10 Demographics and the Poverty Rate of Persons

If the mix of population classified by householder status were held constant at 1973 proportions, the
official poverty rate in 1989 would have been the same as the rate in 1973.
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This point should not be misunderstood. Families are not des-
tined to have lower income simply because they have a particular
demographic characteristic. However, family income is largely de-
termined by the earnings capacity of its members—the number of
workers, and their skills, job tenure, experience and availability to
work outside the home. Some of the recent demographic changes,
the growth in the number of female-headed households in particu-
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lar, has made it harder for a larger number of families to develop
earnings capacity.

THE SOCIAL SAFETY NET
Although there is no official definition, the social safety net

refers generally to government programs and policies whose pur-
pose is to ensure a minimum standard of living for individuals and
families unable to provide for themselves. Means-tested programs
(Boxes 4-1 and 4-2) are thus the centerpiece of the social safety
net. Social insurance programs (Box 4-3) make payments to per-
sons and families who experience income losses and thus provide
protection against several important causes of poverty. Other pro-
grams, such as child support enforcement measures, are also im-
portant elements of the safety net.

Safety net spending has a significant effect on the official pover-
ty rate. In 1990 cash and noncash transfers cut the poverty rate by
more than half, from 19.3 percent to 9.5 percent, using the CPI-U-
XI.

One measure of the safety net is Federal and State means-tested
expenditures per poor person. Although not every dollar of means-
tested spending goes to people in poverty, this measure provides a
useful approximation of the extent of, and trends in, government
spending on the poor.

Chart 4-11 shows that despite a sharp drop between 1978 and
1982, real Federal and State means-tested spending per poor person
(using the official definition of poverty) increased by more than 300
percent from 1967 to 1990. Means-tested expenditures were $5,160
per poor person in 1990. Much of the long-term increase occurred
through medicaid spending. Spending per poor person on other
means-tested programs has increased 230 percent since 1967 and
totaled $3,015 in 1990.

INCENTIVE EFFECTS OF MEANS-TESTED TRANSFERS
One of the major concerns about means-tested transfer programs

is their effects on the labor supply, saving, and family structure of
recipients. These effects are examples of the behavioral responses
to tax and transfer programs discussed in Box 4-5.

Labor Supply
Recipients of means-tested transfers typically have very low

levels of earnings, and the structure of these transfer programs is
suspected to be at least partially at fault. Most means-tested pro-
grams provide guaranteed benefits to a target population with zero
earnings. As earnings are increased, benefits are reduced and even-
tually eliminated. This reduction in benefits acts like a tax on
earnings.
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Chart 4-11 Real Federal and State Means-Tested Transfer Spending Per Poor Person

Real government means-tested spending per poor person grew rapidly between 1967 and 1978, fell
between 1978 and 1982, and grew substantially again after that.
1990 dollars
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For example, when AFDC recipients accept jobs, their AFDC and
food stamp benefits may fall. If they earn sufficiently high
amounts, they can eventually lose eligibility for medicaid and child
care benefits as well. Studies have shown that effective tax rates
on people leaving AFDC to work can be very high and can even
exceed 100 percent. High effective tax rates such as these obviously
reduce the incentive for people to work outside the home. The
actual effect of these provisions on labor supply is the subject of
much research.

The policy issues posed here have been well recognized for dec-
ades. Given the current structure of the system, reducing the high
benefit reduction rate requires either allowing families to remain
on AFDC at higher income levels than are currently allowed, with
attendant higher government spending, or providing a lower
amount of assistance to families with no earnings.

To reduce the disincentives created by AFDC, the Administration
has proposed, as a demonstration project, setting up "escrow"
saving accounts for long-term AFDC recipients, working their way
off the rolls. The project would set aside the amount by which a
long-term AFDC family's benefits are reduced when the family
head takes a job, and would pay that amount in a lump-sum to the
family if they succeed in working their way off the rolls.
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Saving
Means-tested transfer programs have asset limits as well as

income tests. To remain eligible for AFDC, a family may not have
more than $1,000 in wealth, excluding a home, one automobile,
and, at the State's option, items of personal property deemed essen-
tial for daily living.

Although asset limits ensure that families use their own re-
sources before depending on the government for assistance, asset
restrictions mean that people already receiving benefits cannot
save much if they want to retain their eligibility for public bene-
fits. People who are currently ineligible for benefits as a result of
asset restrictions have an incentive to diminish their assets so they
can qualify for benefits. But without the economic cushion that
assets provide, people will be less likely to take steps to leave
transfer programs and begin attaining economic self-sufficiency.
For this reason, the 1993 budget calls for giving States the option
to raise the AFDC asset limit to $10,000 for families already receiv-
ing AFDC benefits.

Family Structure
Because AFDC targets primarily single-parent families with chil-

dren, many analysts think that the program has contributed to the
increase in the number of female-headed families over the past 20
years. While the evidence concerning its effects on out-of-wedlock
childbirth and divorce patterns is mixed, AFDC clearly penalizes
marriage.

The average transfer income (including medicaid) in 1990 for a
single parent with two children and no earnings was $9,196.
Income net of work expenses and taxes from a minimum wage job
was approximately $6,370. If an AFDC recipient married a minimum
wage worker in 1990, combined family income would be only
$10,887 because welfare benefits are reduced due to the spouse's
labor earnings. The combined income before marriage was $15,566.
As a result of marrying, the couple would lose $4,679 in income. De-
spite this apparent disincentive, marriage is a primary reason for
leaving AFDC.

The existing system of means-tested transfers thus provides low-
income families with incentives not to work, not to save, and not to
keep families intact.

ISSUES REQUIRING SPECIAL ATTENTION
Over the past century, economic growth has done more to reduce

general conditions of poverty and economic need than any specifi-
cally designed antipoverty policy. While a healthy economy is im-
portant in fighting poverty, by itself it is insufficient because not
all low-income households benefit from economic expansion. Some
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analysts have concluded that the ability of macroeconomic growth
to reduce poverty may have diminished in recent years for either
of two reasons. First, earning opportunities were less attractive for
low-skilled workers in the 1980s. Second, due to child care responsi-
bilities and other factors, income of poor female heads of families
tend to be less responsive than income of other poor households to
macroeconomic expansion. The proportion of such households
among the poor has increased in the past 20 years. Thus, general
policies to enhance growth need to be supplemented with programs
that assist particular groups.

Administration policy for low-income households aims to give
people choice and opportunity. Only with the ability to make cru-
cial decisions regarding themselves and their families will people
be able to participate fully in the mainstream economy. Policies
that promote opportunity, choice, and responsibility foster the
values that are central to attaining economic self-sufficiency.

Children
Children now have a higher poverty rate than any other age

group. In 1990, about 20 percent of all children and 45 percent of
black children in the United States lived in poor families. One ex-
planation for the high child poverty rate is the increase in the pro-
portion of families headed by single females. The proportion of chil-
dren living in female-headed families doubled, from 11 percent in
1970 to 22 percent in 1990. In 1990, children living in female-
headed families were more than five times as likely to live in pov-
erty as children living in married-couple families. More than half
of all poor children in 1990 were living in female-headed families.

Children need special consideration for several reasons. The eco-
nomic position of a child depends on the economic position of his or
her family. A child is therefore limited in the ability to make deci-
sions or take actions to improve his or her economic situation.

Poverty and economic insecurity have negative effects on chil-
dren. Children born into poor families suffer from higher infant
mortality rates and lower average birth weights and are at greater
risk of developing learning and health problems.

Today's youth represent the future. Social investment in children
is economically vital not only for their own sake but also in prepar-
ing America for the 21st century. Over time, the benefits of assist-
ance to poor children can be expected to accrue to all members of
society.

The Administration continues to place a high priority on pro-
grams serving children. Government-wide funding for programs re-
lating to children is projected to rise from $60 billion in fiscal 1989
to over $100 billion in fiscal 1993, representing a 66-percent in-
crease in funding over the 4-year period.
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The social safety net, in many cases, is unable to assist children
directly. Rather, aid often must come through the child's parents.
One direct way to assist children is through education. America
2000, the President's strategy for moving the Nation toward the na-
tional educational goals, seeks to focus attention on the needs of
children by helping all children start school ready to learn.

Head Start is designed to do just that, by providing a wide range
of services to low-income 3- and 4-year olds. Head Start provides
cognitive and language development, medical, dental, and mental
health services, and nutritional and social services. Analysis of
Head Start has shown it to be effective in providing learning skills
for disadvantaged children. The Administration's fiscal 1993 budget
proposes a $600 million increase in Head Start funding, the largest
ever. If the increase is approved by the Congress, Head Start fund-
ing will have more than doubled in this Administration.

The Administration also supports educational choice and flexibil-
ity. Choice is critical because it enables parents to make decisions
about what is best for their children's education. The fiscal 1993
budget includes proposals to increase educational choice for low-
and middle-income families, for educationally disadvantaged chil-
dren, and for students pursuing higher education.
The Working Poor

The vast majority of families with workers are not poor. In 1990,
the poverty rate for families with any employment was 7.5 percent,
while the rate for families with full-time, year-round workers was
3.1 percent. Nevertheless, work is not always an immediate way
out of poverty. In 1990 about 60 percent of all poor families had at
least one employed worker and 20 percent had a full-time, year-
round worker. Typically, these are larger families.

The tax and transfer system provides assistance to working fami-
lies with low wages through food stamps, medicaid, child care as-
sistance, and the earned income tax credit (EITC). The EITC re-
duces the income tax liability of low-income working taxpayers
with children. The credit is refundable, so that families with no
other tax liabilities receive a payment in the value of the credit.
The basic credit rate was expanded from 14 percent in 1990 to 23
percent for families with one child and 25 percent for families with
two or more children by 1994. The maximum credit will rise from
$953 in 1990 to about $1,300 in 1992 and more than $1,900 in 1995.
The EITC supplemental young child credit, enacted as part of the
1990 budget agreement, provides an additional 5-percent tax credit
to eligible families with children less than a year old. A health in-
surance credit, also part of the 1990 budget agreement, allows a 6-
percent tax credit to families to help defray the cost of health in-
surance policies that cover children. In 1992 the maximum health
credit will be about $450.
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Homelessness and Affordable Housing
One of the most visible problems of the last decade has been ho-

melessness. The exact number of homeless people in the United
States is uncertain, but one extensive study placed the number be-
tween 500,000 and 600,000 over a given week in 1987, with twice
that number homeless at some point during the year.

Changes in urban housing markets are often cited as an impor-
tant cause of homelessness. Rising rents and land prices and the
rejuvenation of downtown areas have displaced low-income popula-
tions. The availability of boarding houses and rooms, typically used
by poor single adults, has diminished in many cities. In some areas,
rent control, restrictive building codes, and zoning regulations have
also decreased the stock of low-income housing. Other factors in ho-
melessness include deinstitutionalization of the mentally disabled,
drug abuse, and spouse abuse.

The McKinney Act, passed in 1987, was the first bill to authorize
major direct Federal expenditures on emergency food, shelter, and
counseling for the homeless. In fiscal 1992, $1,008 million was au-
thorized for homeless assistance. The fiscal 1993 budget calls for a
5.5-percent increase in funding.

Legislation signed into law in November 1990, homeownership
and opportunity for people everywhere (HOPE), established a new,
comprehensive strategy to address homelessness called shelter plus
care. Shelter plus care is the first program to combine rental assist-
ance with the necessary supportive services to assist the homeless
in becoming self-sufficient.

Housing affordability is also a critical concern. A large portion of
the poor pay more than half of their income for housing. The Ad-
ministration continues to emphasize housing vouchers and other
tenant subsidies to address low-income housing needs. The 1993
budget also contains proposals to make housing more affordable for
many middle-income families.

The HOPE program also provides opportunities for low-income
residents of public and assisted housing to manage and eventually
own their own homes. The fiscal 1993 budget proposes that Federal
funding for HOPE homeownership grants be raised by 185 percent
to $1 billion.

Health Insurance
Health costs are increasing far more rapidly than the general

price level and many Americans are without adequate access to
health insurance. In 1988, roughly 13 percent of the population
was medically uninsured. About 30 percent of the uninsured was
in poverty.

As part of a comprehensive health-care reform proposal, the Ad-
ministration proposes to establish tax credits and deductions for
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low- and moderate-income people who are not covered by other fed-
erally subsidized health programs. The maximum credit for the
purchase of health insurance would be $3,750 for families of three
or more.

SUMMARY

• Since the mid-1960s, Federal and State means-tested expendi-
tures per poor person have grown significantly.

• Administration antipoverty initiatives focus on providing
people with the opportunity, incentives, choices, and responsi-
bilities that help develop economic self-sufficiency.

• Demographic changes have influenced the poverty rate in
recent years. Disincentives in means-tested transfer programs
to work in the labor force, save, and marry exacerbate these
effects.

• Although sustained economic growth remains the best way to
improve economic welfare, special attention must be paid to
children, the working poor, homelessness, affordable housing,
and health insurance.

CONCLUSION

Over the long term, incomes for families and households in each
part of the income distribution have increased substantially. Over
the past 25 years, the distribution of money income has become
more dispersed in the United States. Similar trends are evident in
other countries as well. Trends in the level and distribution of
income are determined by a complex interplay of aggregate eco-
nomic activity, demographic changes, labor market changes, and
government policy.

Government taxes and transfers redistribute a substantial
amount of resources from higher income households to lower
income households and across generations. Most of this redistribu-
tion occurs through transfer payments. Government spending on
transfer programs has increased significantly, starting in the 1960s
and continuing to the present. Redistribution within the Federal tax
system has not changed substantially since at least the mid-1970s.

The status of low-income households remains an important con-
cern. A combination of continued economic growth and targeted
programs is the best strategy for alleviating poverty.
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