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Outline

Imbens-Rubin-Sacerdote (2001): the income effect.

Eissa and Liebman (1996): the labor supply effects of the EITC.
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The income effect

Typically, it’s difficult to get an unbiased estimate of the income
effect: individuals with high taste for work will also have accumulated
more investment assets, have higher unearned income.

Inheritances: probably well-known in advance, maybe labor supply has
already adjusted.

Government subsidies: perhaps, but relevant only for very low-income
population.

Ideally, we would like an unexpected shock to income that is
randomly assigned...

...perhaps a lottery?
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Imbens-Rubin-Sacerdote: ”Estimating the Effect of Unearned
Income...,” (AER, 2001).

Megabucks: Massachusetts State lottery.

They obtained addresses of all lottery winners. Winners are divided
into ”non-winners”, small and large winners.

Non-winners: one small, one-time prize, < $5,000.
Winners: prizes between $22,000 and $9.7m, paid out in yearly
installments for 20 years (and taxed!).
Big winners: yearly prize > $100,000.

Winners matched to social security numbers to get administrative
earnings (six years before and six years after). Survey questionnaire
on savings, consumption, etc.

From lottery, information on number of tickets purchased (important,
because assignment is random only conditional on number of tickets
bought).
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Response rates not great, but probably not very surprising for this
sample.
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Results
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Results: marginal propensity to earn (not exactly hours of work)
about -0.11.

About the midpoint of the range of estimates provided in previous
surveys on labor supply.

Overall, the effect is not very large.

Caveats:

Is sample representative?
Do people treat lottery earnings the same way they would treat welfare
payments or tax rebates?
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Welfare and labor supply

Welfare as we knew it: Aid to Families with Dependent Children
(AFDC, 1960s - 1996).

Basic idea: provide cash transfer to poor families, independent of
work effort.

Successful in alleviating poverty, but by the mid 1990s, system does
not work any more: large increase in caseloads, widespread feeling
that the system was subject to abuse (”welfare queens”).

In 1996, President Clinton passes PRWORA, ”welfare reform act,”
declare the ”end of welfare as we know it.”
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What was wrong with the old welfare system?
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Strong incentives not to work at all.

What PRWORA did:

Lifetime limits on welfare receipt.
Work requirements.
Expansion of the Earned Income Tax Credit (EITC)

Results:

Lower welfare caseloads
More labor force participation
Poverty rates fell, even after the end of the 1990s boom (but they have
picked up again during Great Recession).
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The Earned Income Tax Credit

Main policy tool used today to aid low-income families.

Basic structure of the EITC:
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Eissa and Liebman (1996)
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What was the effect of 1986 EITC expansion on labor supply?

Theory: increase in labor force participation rates, but fewer hours for
those already working.

Estimation strategy: differences in differences.

Treatment group: unmarried women with children

Control group(s): other unmarried women, unmarried women with
low education (with/without children)
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Results on LFP consistent with theory

But caveats on the construction of the control group: unmarried
women without children are very different from unmarried women
with children.
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