CHAPTER 7

Government Subsidies and 

Income Support for the Poor 

Chapter Objectives: After reading and working through this chapter, you should understand:


1.
The official definition of poverty in the United States and trends in poverty statistics.


2.
The equity/efficiency tradeoffs in aiding the poor.


3.
The collective benefits resulting from aid to the poor.


4.
The concepts and applications of means and status tests for determining program eligibility.


5.
The basic realm of major aid programs in the United States.


6.
The difference between  in-kind and cash transfers, as well as their relative importance and differing effects on individual choice.


7.
The effects of transfer programs on resource allocation.


8.
The effects of transfer programs on the work incentive of recipients.


     9. How a negative income tax, wage rate subsidies, and the Earned Income Tax can be used to alleviate poverty

Chapter Summary: 


1.
This chapter examines the scope of major federal programs providing assistance to the poor in the United States. Poverty is defined and its magnitude discussed. Major federal programs are described and compared. A general framework is developed for analyzing the impact of subsidies and tranfers to individuals on the allocation of resources and on economic incentives. 


2.
Poverty in the United States is measured through comparison of a familyÆs income with an established poverty threshold that is adjusted each year for changes in the cost of living. This threshold is based upon a multiple of the cost of a minimally acceptable diet and varies with family size and head of household characteristics. One problem with official poverty statistics is that they measure only cash income (including cash transfers) and do not include government transfers of goods and services to the poor.


3.
A fundamental basis for income redistribution programs in the United States is as a system of ôsafety netö measures to prevent citizensÆ incomes from falling below minimally acceptable levels. There is great disagreement about what is minimally acceptable and thus much controversy about these programs. The problem is even more imperative since a substantial number of the poor are poor due to insufficient earnings rather than inability or unwillingness to work.


4.
Income redistribution to the poor can be viewed as a public good. Nonpoor individuals can reap benefits from the insurance of a safety net to catch them should they hit hard times, from genuine compassion for their fellow humans, and from the increased social stability provided by a more equal distribution of income. The possibility of free riding associated with these collective benefits leads to public sector involvement in a realm simultaneously serviced by private charities.


5.
Eligibility for programs is generally determined through use of a status and/or means test. The status test targets the individuals of certain groups for assistance (for example, disabled people, children, the elderly, veterans). The means test establishes that applicants have assets and incomes below a minimally required amount in order to certify their eligibility for aid.


6.
Entitlement programs are transfer programs that require payments to all those persons meeting eligibility requirements established by law.


7.
Government programs to aid the poor consist of direct cash transfers, direct provision of basic goods and services, subsidies to assist the poor in obtaining basic goods and services, and employment and training programs designed to help the poor help themselves. The bulk of government aid is in the form of noncash assistance. Income support, social security, and welfare is the single largest category of spending in the federal budget.


8.
Cash transfers tend to be a more efficient means of providing assistance to those in need, but cash transfer programs are unpalatable due to the lower level of accountability/control and high degree of fungibility of funds. In dollar terms, in-kind subsidies are much more important than cash transfers to the poor. In-kind subsidies are often justified by the fact that they allow some control over the spending patterns of recipients.


9.
Assistance programs, especially in-kind ones, can distort the consumption, savings, work, and other behavior of individuals in ways that cause losses in efficiency. Subsidies that reduce prices to consumers below the market price are called price-distorting subsidies and are likely to result in losses in efficiency due to their substitution effects. Through altered choice patterns, such distortions reduce individual well-being below that achievable with an equivalent value cash subsidy.


10.
Fixed-allotment subsidies give eligible recipients the right to consume a certain amount of a given good or service during a specified time period. Such subsidies may be given in the form of vouchers or as a direct allotment of the good or service. Such subsidies do not directly distort prices.


11.
The new welfare program, Temporary Assistance to Needy Families (TANF), has changed the system of support to the poor in the United States. Expenditures under the program are now capped at the Federal level. Funds are allocated to states based on previous expenditures. Each states sets its own requirements for eligibility and most states now offer only limited assistance to people who do not agree to work. Lifetime eligibility per family is limited to five years of payments. The new system is designed to reduce the work disincentive effects of the income transfers.


12. 
A negative income tax has been suggested as an alternative to our welfare system. Such a program would be based upon cash assistance and integrated with the federal income tax. Unfortunately, with no status test, a program providing adequate benefits is likely to be prohibitively expensive.


13. 
A wage-rate subsidy program would take the place of the minimum wage. Government-subsidized wages would theoretically increase employment opportunities and provide incentives for workers to move to higher-paying jobs. The Earned Income Tax Credit is a variant of a wage-rate subsidy.


14.
The Earned Income Tax Credit (EITC) has become a major means of income support for the working poor. It is only available to those who work and acts as a form of wage subsidy. The program provides a negative tax payment (not just a tax refund!) to low-income wage earners. Recent legislation has expanded eligibility for and raised the benefits available under the EITC.


15. 
Despite sharp increases in spending to aid the poor, the poorÆs income share has not substantially increased.

Issue in Brief: TANFùTough New Standards for Income Support to the Poor 

Temporary Assistance to Needy Families (TANF) limits welfare payments to the poor in the United States. The text discusses some of the key features of the new welfare system. The new system limits payments to families to a maximum of 5 years and requires most able-bodied recipients to participate in activities that will help them become self-supporting. The new law also includes grants to subsidize child-care services to the poor and to reduce nonmaritial births. Recipients of income support under TANF with children over the age of 5 who refuse offers of work could lose their benefits. Actual administration of the program will vary by state.

Questions for Discussion:


1.
Why is income under support for the poor under TANF no longer considered an entitlement program?


2.
It remains to be seen whether or not the new program will survive an economic downturn. What could happen in a recession when job opportunities become scarce?


3.
How could the new program decrease wages for unskilled workers?


4.
How could the new program increase expenditure for the poor under the Earned Income Tax Credit (EITC) program?

cHAPTER REVIEW QUESTIONS

True/False Questions: If false, explain how to correct the statement to make it true.

____
1.
Eligibility for most assistance programs varies from state to state.

____
2.
In 2001,  30 percent of the U.S. population was classified as poor.

____
3.
Only about 11 percent of the elderly are classified as poor.

____
4.
One problem with the official poverty statistics is that they measure only cash income.

____
5.
There has been no fundamental revision in the system of U.S. support for the poor in nearly 30 years.

____
6.
Very few poor families are poor because of insufficient earnings rather than inability to work.

____
7.
Income redistribution to the poor can be viewed as a public good.

____
8.
A status test requires applicants to have income and asset levels below minimally required amounts in order to be eligible for aid.

____
9.
The bulk of government programs to aid the poor consist of direct cash transfers.

____
10.
Medicaid provides medical care services only for the elderly at government expense.

____
11.
Medicaid is the most expensive of all programs of public assistance to the poor.

____
12.
Housing subsidies are not a major source of income support for the poor in the United States.

____
13.
Political realities make it likely that a given dollar amount of 
in-kind assistance can gain approval, while equivalent amounts of cash assistance cannot.

____
14.
If the long-run supply curve of medical services is upward sloping, Medicaid increases the price of medical care faced by nonrecipients.

____
15.
The more elastic the demand for a subsidized or insured service paid for by a third party, the less the loss in efficiency due to altered economic incentives.

____
16.
The food stamp program has measurably increased the price of food in the United States.

____
17.
Public housing programs can reduce the consumption of housing by recipients.

____
18.
The new system of income support for the poor, TANF, will require almost all recipients of support to seek work and will limit assistance for a maximum of 5 years in most cases.

____
19.
The negative income tax is grounded in a careful status test.

____
20.
Under a WRS, workers would search for jobs without the benefit of a minimum wage law.

____
21.
Sharp increases in spending to aid the poor have substantially increased their income shares.

____
22.
One of every five children in the United States lives in poverty.

Multiple Choice Questions: Choose the best answer.

____

1.
Which of the following groups comprises the highest percentage of the poor?


a) 
female heads of households.


b) 
children.


c) 
male heads of households.


d) 
elderly persons.   

____

2.
About what percent of dollars spent by governments in the United States is allocated to programs that support the poor?


a) 
5.


b) 
8.


c) 
10.


d) 
13.

____

3.
The official poverty statistics:


a) 
only count in-kind income.


b) 
only count cash income.


c) 
count both cash and in-kind income.


d) 
understate the extent of poverty.

____

4.
Which of the following notions does not provide justification for viewing income redistribution to the poor as a public good?


a) 
the establishment of a safety net.


b) 
genuine compassion for the unfortunate.


c) 
the efficiency of in-kind transfers.


d)
increased social stability.

____

5.
Assume that a particular welfare program is targeted at veterans, displaced homemakers, and children. Investigation of applicants to determine whether they are eligible for such a program would require a:


a) 
status test.


b) 
means test.


c) 
physical examination.


d) 
government audit.

____

6.
Transfer programs in which those meeting both the means and the status test are automatically entitled to transfers are called:


a) 
guaranteed income programs.


b)
basic support programs.


c) 
entitlement programs.


d) 
universal aid programs.

____

7.
The largest cash transfer program for the poor is:


a) 
TANF.


b) 
Medicaid.


c) 
SSI.


d) 
Medicare.


e) 
food stamps.

____

8.
The most expensive of all programs to aid the poor is:


a) 
TANF.


b) 
Medicaid.


c) 
SSI.


d) 
Medicare.


e) 
food stamps.

____

9.
Which of the following programs has a means test?


a) 
Social security pensions.


b) 
unemployment insurance.


c) 
veteranÆs benefits.


d) 
food stamps.

____

10.
Which of the following is not an in-kind benefit program?


a) 
food stamps.


b) 
SSI.


c) 
energy assistance.


d) 
Medicaid.

____

11.
Medicaid does not provide aid for the:


a) 
poor.


b)
blind.


c) 
disabled.


d) 
elderly.

____

12.
Medicaid induces recipients to consume medical services up to the point where:


a) 
MB = MC.


b) 
MB > MC.


c) 
TB = TC.


d) 
MB = 0.

____

13.
A cash subsidy designed to replace Medicaid and leave recipients just as well off would:


a) 
cost more than the Medicaid program.


b) 
cost less than the Medicaid program.


c) 
increase distortions in the medical market.


d) 
cost the same as Medicaid.

____

14.
Under TANF which of the following is true?


a)
Federal support payments are made directly to all poor people who pass a means test.


b)
Federal payments to the states are capped based on expenditures in previous years so that TANF can no longer be considered a federal entitlement program.


c)
Recipients of income support are not required to work.


d)
Poor people meeting a means test are eligible for income support for an indefinite period of time.

____

15.
For most recipients of food stamps in the United States, if given an equivalent value cash subsidy, the recipient would:


a) 
consume more food.


b)
 consume less food.


c) 
consume the same amount of food.


d) 
consume a higher grade of food.

____

16.
Substituting a cash subsidy for an equivalent price-distorting subsidy:


a) 
will not affect the consumerÆs well being.


b) 
will make the consumer better off.


c) 
can not make the consumer worse off.


d) 
will make the consumer worse off.

____

17.
Which of the following distort a transfer recipientÆs choice of work or leisure?


a) 
the means test.


b) 
tax on earned income.


c) 
reductions in benefits as earnings increase.


d) 
all of the above.

____

18.
Which of the following statements about a NIT is false?


a) 
it would include in-kind assistance programs.


b) 
it would provide a minimum income guarantee for all households.


c) 
it would integrate government assistance with the federal income tax.


d) 
the lower the phase-out rate of benefits, the more expensive will be the NIT.

____

19.
Which of the following statements about wage-rate subsidies is false?


a) 
under a WRS plan, minimum-wage legislation would be repealed.


b) 
under a WRS plan, employers would generally be able to pay lower wages.


c) 
under a WRS plan, employment opportunities would increase, but workersÆ incomes would decrease.


d) 
the subsidy would vary with the wage paid and number of hours worked.

____

20.
Since 1947, the percent share of aggregate money income (including cash transfers) going to the poor has:


a) 
increased substantially.


b) 
decreased substantially.


c) 
remained about the same.


d) 
increased, but only continually after 1967.

____

21.
Which of the following represents a fixed allotment subsidy?


a) 
Medicaid.


b) 
food stamps.


c) 
TANF.


d) 
none of the above.

____

22.
Single workers without children:


a) 
can receive TANF.


b) 
are ineligible for the EITC.


c) 
are now eligible for the EITC.


d) 
get the greatest amount of benefits under the EITC.

____

23.
The EITC:


a) 
is funded exclusively by the federal government.


b) 
is only about five years old.


c) 
has benefits that vary from state to state.


d) 
now benefits about 5 million workers and families.

____

24.
The EITC:


a)
 is an in-kind subsidy program.


b) 
provides assistance to disabled persons who cannot work.


c) 
is more favorable to work effort than the negative income tax.


d) 
none of the above.

Short Answer Questions: Answer in the space provided.


1.
ôDespite the sharp increases in spending to aid the poor, their income shares have not substantially increased.ö Based upon the information gained in this chapter, through outside reading, and through self-evaluation of your values, suggest a series of reforms in our government income support, welfare, and subsidy programs.


2.
Carefully evaluate the costs and benefits associated with the use of status and means tests.

Problems: Be sure to show your work.


1.
ôVoluntary donations to the poor... are likely to result in an undersupply of income redistribution to low-income groups relative to the efficient amount.ö Using graphical analysis, show why this will be the case.


2.
Can public housing increase the consumption of housing by recipients? Graphically illustrate such a case. Use the same notation as in Figure 7.5 in your textbook.

INTERNET EXERCISES

1.  Go to www.census.gov.  Find statistics on poverty.  Click on poverty.  What is the poverty threshold for the current year.  What percentage of the U.S. population is classified as poor for the current year.  Who are the poor, i.e., what are their demographic characteristics.  What percentage of you state population is poor?  

2.  Go to your state government’s web site by typing www.state.xx.us and substituting the two letter postal code abbreviation for your state.  Find the state agency that administers the programs that provide assistance to the poor.  What are the rules for your state’s TANF program?  Who is eligible for food stamps and Medicaid?  What are the work requirements for receiving a stipend under TANF?

SKETCH ANSWERS TO CHAPTER 7

Issue in Brief:


1.
Spending under an entitlement program is open-ended and will vary with vary with the number of eligible recipients. Under the new program expenditure each year are capped at the federal level and cannot increase even if the number of eligible recipients grows.


2.
In a recession low-income recipients who have exhausted their welfare benefits would be destitute unless state and local governments provided additional funding for support or support could be funded through private charity. No additional federal support would be available during a recession unless Congress acts to provide it.


3.
The supply of unskilled workers in labor markets will increase putting downward pressure on equilibrium wages.


4.
The EITC pays benefits to the working poor. Because there will be more workers at low wage levels as a result of TANF, payments under the EITC will increase.

True/False:


1.
T


2.
F
Only 11.7 percent of the population was classified as poor.


3.
T


4.
T


5.
F
TANF, effective 1997, is a major revision of the system.


6.
F
A substantial number are poor due to insufficient earnings.


7.
T


8.
F
This defines a means test.


9.
F
Most are programs of direct provision of goods or services or subsidies.


10.
F
It provides medical care for the poor under age 65.


11.
T


12.
T


13.
T


14.
T


15.
F
The more elastic the demand, the greater the loss in efficiency.


16.
F
The program has seemingly had little or no effect on the price of food.


17.
T


18.
T


19.
F
There is no status test attached to the NIT.


20.
T


21.
F
Income shares have not changed much.


22.
T

Multiple Choice:


1.
b
6.
c
11.
d
16.
c
21.
b


2.
d
7.
c
12.
d
17.
d
22.
c


3.
b
8.
b
13.
b
18.
a
23.
a


4.
c
9.
d
14.
b
19.
c
24.
c



5.
a
10.
b
15.
c
20.
c

Short Answer:


1.
Compare your answers with those of your classmates. Be sure to maintain consistency with your answers in Chapter 2.


2.
Be sure to consider the transaction costs of the tests. Benefits include known direction of aid and reduced transaction costs through decision rules. Costs include the transaction costs of performing the test and the misdirection of aid which can occur by not considering individual circumstances.

Problems:

1.


2.  Expenditures on other goods

Chapter Recap: You should now be able to answer the following questions:


1.
How is poverty officially defined in the United States? According to this definition, what have the trends in poverty been?


2.
Describe the general demographic composition of the poor in the United States?


3.
Describe the inherent efficiency/equity tradeoffs in aiding the poor.


4.
What are the collective benefits resulting from aid to the poor?


5.
What are means and status tests? How are they used to determine program eligibility?


6.
Describe the realm the major programs to aid the poor in the United States.


7.
Compare and contrast in-kind and cash-transfer programs. What is their relative importance in the United States?


8.
Describe the effects of transfer programs on resource allocation.


9.
What effect do transfer programs have on the work incentive of recipients?


10.
Compare and contrast the negative income tax, wage-rate subsidies, and the Earned Income Tax Credit as alternatives to our present welfare system.

