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Earned Income Tax Credit

I After tax labor income is unambiguously higher under EITC
expansion than before.

I EITC expansion should increase labor force participation.

I Change in hours is not unambiguous.

region AB BC CD
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income effect - - -
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EITC Budget Constraint 

budget constraint of an otherwise untaxed individual from ADE 
to ABCDE. Under the new budget constraint every choice of 
hours (or equivalently pretax earnings) produces at least as much 
after-tax earnings (and utility) as it did before the earned income 
tax credit was introduced. The well-being of a taxpayer who does 
not work has not changed because no earned income tax credit is 
available to a taxpayer with zero earnings. Thus, any taxpayer 
who preferred working before will still prefer working, and some 
taxpayers may find that the additional after-tax income from the 
EITC makes it worth entering the labor force. The impact of the 
EITC on the labor force participation of unmarried taxpayers is 
therefore unambiguously positive. 

The impact of introducing an EITC on the hours of work of a 
taxpayer already participating depends on which region of the 
EITC the taxpayer was in before the credit was introduced. For a 
worker in the phase-in, the effect on labor supply is theoretically 
ambiguous: the credit subsidizes the worker's wage so that the 
substitution effect encourages additional hours while the income 
effect causes hours to decrease. For a worker in the constant re- 
gion, there is only an income effect, reducing hours. In the phase- 



Endogeneity Issue in Estimation

ui = Xβ + γt + ηW + εi

lfp = 1(ui > 0)

I lfp: labor force participation.

I High εi implies high willingness to work, which would mean
long hours.

I Long hours would mean higher labor income, which results in
higher tax rates.

I Hence, εi and t would be correlated, resulting in bias.



Estimation Strategy

EITC experienced a major expansion in 1986. So, estimate the
following equation:

uit = α + βZit + γ0treat + γ1post86 + γ2treat × post86 + εit

lfpit = 1(uit > 0)

treat: eligibility status for EITC.
Eligible if unmarried female head of household with children under
18 (or under 24 and attending college)
γ2: parameter estimate for the effect of EITC expansion on labor
force participation.
Zit : demographic and other controls, including time trend.



I Before and after analysis on treatment group:

uit = α + βXit + γ1post86 + εit

lfpit = 1(uit > 0)

cannot distinguish between the effect of policy and the time
trend.

I Include in the sample non-eligible but similar group that have
the same time trend: unmarried female head without children.



Required assumption for difference-in-difference estimation

I Both treatment and control groups have the same time trend.

I Zit are exogenous.

I There are no other (policy) shocks that affect treatment and
control groups than EITC during the policy period.



Simple Comparisons

I Data: 1985-1987, 1998-1991 March CPS

I Policy effect is positive and significant without added controls.
Treatment group is unmarried women with children, control
group is those without.

I If control group is women beyond highschool, then policy
effect is positive but insignificant.
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No Controls Demographic +Unempl, AFDC

Kids -1.053 (0.02) -0.250 (0.03) -1.403 (0.10)

post86 -0.001 (0.03) 0.019 (0.03) -0.152 (0.07)

Kids × post86 0.069 (0.03) 0.074 (0.03) 0.103 (0.04)

2nd child

Kids -1.458 (0.11)

post86 -0.094 (0.07)

Kids × post86 0.087 (0.043)

2nd Kid × post86 0.051 (0.043)



I Figure 2 shows that unmarried women without children and
with children have similar time trend.

I 2nd child dummy not significant. EITC eligibility only depends
on whether there is a child or not.
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FIGURE II 
Labor Force Participation Rates 1981 to 1992, Unmarried Females Ages 16-44 


