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Taxes, Welfare and Work 
The highest tax rates in the United States today are 

not imposed on the wealthy. They are imposed on the 
poor. 

When people on welfare earn income, they face two 
types of penalties. Not only do they have to pay taxes on 
their earnings, but they have their welfare benefits 
reduced as well. This reduction in benefits is a de facto 
tax, because it re-
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Thus a woman earning $8,000 per year in wages is just 
$2,408 better off than a woman who does not work at all. 
This is equivalent to an effective average tax rate of 70 
percent on her total earnings. 

High marginal tax rates are inherent in means-tested 
welfare programs. The more quickly benefits are phased 
out, the higher the tax rate. Reducing benefits gradually 
makes the tax rate lower but is expensive since it raises 
the level of earnings one can have and still receive 
benefits. 

duces their net in- ~----------------------------------------------------~ 
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Rates and the 
EITC. Another 
cause of high mar­
ginal tax rates for 
the poor is the 
Earned Income 
Tax Credit (EITC). 
This program pro­
vides working 
families with a re­
fundable tax credit 
--a check from the 
government equal 
to 36 percent of 
earnings, rising to 
40 percent next 
year. In 1995, 
more than 18 mil­
lion families are 

come the same way 
direct taxes do. 

Depending on 
the precise combi­
nation of earnings, 
taxes and benefits, a 
welfare mother can 
easily face marginal 
tax rates of more 
than 100 percent. 
That is, she loses 
more than a dollar 
in taxes and benefits 
for each additional 
dollar she earns. 
Obviously, this is a 
severe disincentive 
to go to work and 
get off welfare. 
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Rates for Welfare cost of $24 billion 
Mothers. Figure I Source: Congressional Research Service. -- $20 billion of L-____________________________________________________ ~ 

illustrates the prob- which represents a 
lem. A single mother with two children living in direct budgetary outlay in the form of refunds, with the 
Pennsylvania receives $7,548 in benefits if she has no remaining cost to government coming in reduced rev-
earnings. If she earns $2,000, the combination of taxes enue. In many states, more than a quarter of all families 
and lower benefits raises her disposable income by just receive the EITC, according to the Treasury Department. 
$1,375. This is equivalent to a tax rate of 31.25 percent Congressional Republicans have proposed modest 
on the earnings. cuts in the EITC of between $10 billion and $19 billion 

On the portion of earnings between $5,000 and $8,000 over seven years. Their efforts are being strongly re-
per year, the marginal tax rate rises to well over 80 sisted by the Clinton administration, which sharply in-
percent. In other words, out of each additional dollar she creased the EITC in 1993 in order to help the working 
earns her disposable income rises by less than 20 cents. poor. 
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Cost of the Earned Income Tax Credit 

Since about two-thirds 
of EITe recipients and 84 
percent of the income 
earned by all EITe recipi­
ents are in the phase-out 
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ceive it the credit is a 
disincentive to work. Due to the EITe, many families 
reduce rather than increase their work effort. 

The EITe does lift some families out of poverty. But 
it does not help all those who receive it. Many would be 
better off without it. Professor Edgar Browning of Texas 
A&M University, in an article in the March issue of the 
National Tax Journal, calculated the effects on family 
income of the EITe, taking account of the reduced work 
effort of those in the phase-out range. He discovered that 
nearly half of all families receiving the EITC actually 
had less total money income than they would have had 
without the credit because they worked less. Overall, 
Browning estimated that each $1 of EITe the federal 
government spends increases the net income of the 
working poor by just 46 cents. 

This Brief Analysis was prepared by NCPA Senior 
Fellow Bruce Bartlett. 
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