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Abstract
This article analyzes several proposals to build work incentives into the U.S.
welfare system. It concludes that the most cost effective way to do that is to offer
a work subsidy to all low-income single parents—in other words, to simply pay
them for working in the labor market. This conclusion is based on a model of the
labor force participation behavior of low-income single mothers that the author
developed with Robert Moffitt. Among the proposals evaluated in the article,
besides the work subsidy, are proposals to reduce the rate that welfare benefits are
reduced when welfare recipients work, to provide wage subsidies to low-wage
workers, to expand the earned income tax credit, and to subsidize the fixed costs
of working.
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Reserve Bank of Minneapolis or the Federal Reserve System.



Welfare reform is now a top priority on the U.S. agenda.1

A broad consensus has emerged that the current welfare
system discourages the very type of behavior it should en-
courage: the system discourages people who participate in
welfare programs from making efforts to find jobs that will
also provide income for themselves and their families. The
U.S. public wants the system modified in order to get large
numbers of welfare recipients completely off the welfare
rolls and into the labor market. But what is the most cost
effective way to do that?

To be able to build effective work incentives into the
current welfare system, we must understand how that sys-
tem discourages work. Consider Aid to Families with De-
pendent Children (AFDC), the program that provides in-
come support for single parents—primarily mothers—and
their children. If a single mother does not work outside
the home, then the AFDC program provides a basic level
of income support, one well below the poverty line. But
if a single mother receiving AFDC benefits gets a job,
then everything she earns (beyond her child care and other
work-related expenses) is deducted from those benefits,
dollar-for-dollar. Given this, we should not be surprised
that only 6 percent of AFDC mothers work.

In this article, I examine several proposals for building
work incentives into the AFDC system. I conclude that
the most cost effective way to achieve this objective is a
new proposal: a work subsidy targeted at all low-income
single mothers. The results presented here come from a
model of the labor force participation behavior of low-in-
come single mothers that I developed with Robert Moffitt
(Keane and Moffitt 1995). Using this model, I show here
that a work subsidy can substantially increase the number
of single mothers who work, reduce their reliance on wel-
fare, and save the government money while at the same
time actually making single mothers better off.

The idea of the work subsidy is, simply, to pay single
parents for working outside the home. The plan would
provide a weekly earnings subsidy to any single mother
who works at least 20 hours per week, regardless of
whether or not she is on welfare. The subsidy would save
the government money when it induced single mothers to
work and get off welfare, provided the size of the subsidy
was less than the benefits paid to nonworking mothers.
The subsidy would cost the government money when it
was paid to mothers who would have worked anyway. My
results indicate that the subsidy can be designed so that it
is revenue neutral—that is, so that the savings roughly off-
set the costs.

My results also indicate that, in terms of cost effective-
ness, the work subsidy idea dominates other ways pro-
posed to build work incentives into the AFDC system.
These include reducing the rate at which welfare benefits
are taken away when a recipient chooses to work, provid-
ing wage subsidies for low-wage workers, and expanding
the earned income tax credit.

That last suggestion is of particular interest. The Clinton
administration’s welfare reform proposal—the Work and
Responsibility Act of 1994—adopts an expanded earned
income tax credit as the main method to build work in-
centives into the welfare system, and such an expansion
is already being implemented over the 1994–96 period, as
laid out in the Omnibus Budget Reconciliation Act of
1993. My model predicts that expansion of the earned in-

come tax credit along the lines planned in that act will in-
crease labor force participation of single mothers, but that
it will also dramatically increase government costs. A work
subsidy can achieve the same increase in participation at
a small fraction of the cost.

The work subsidy idea I propose here is similar in spir-
it to some recent proposals to subsidize the fixed costs of
working (costs like child care expenses and the loss of
Medicaid coverage). That sort of subsidy may also be a
cost effective way to increase market work effort. But a
work subsidy has significant advantages over a fixed costs
subsidy. Most important, a work subsidy is much more
flexible, so it can be designed to lead to much larger in-
creases in market work effort than would result from a
subsidy tied to the fixed costs of working.

The Current Debate
In order to understand the issues involved in welfare re-
form, we will find it useful to understand something about
the history of welfare and welfare reform in America.

Historically, welfare reformhas usually meant chang-
ing the AFDC program, because that program is what most
people have in mind when they saywelfare.The AFDC
program was created in 1935 as part of the Social Security
Act. At that time, single mothers were usually widows,
and the common view was that widows should be able to
stay home and take care of their children rather than being
forced to leave the home and enter the labor market.

Since 1935, some fundamental changes in American
society have changed the nature of the AFDC caseload.
Divorce, separation, and births to unmarried women have
become more common, so the majority of AFDC recipi-
ents no longer are widows. Rather, the majority of these
recipients today are women who are divorced or separated
or who were never married. Since 1935, mothers working
outside the home has also become much more common
and acceptable.

The change in the composition of the AFDC caseload,
combined with the changed attitude toward mothers work-
ing, has changed the public perception of the AFDC pro-
gram. Today, many people see this program as allowing
unwed mothers to avoid work in a world where women
are expected to work. Furthermore, many even believe that
young unwed women living in ghetto areas have babies
so that they can become eligible for AFDC benefits and
avoid entering the labor force. Some people go so far as
to blame the AFDC program itself for the changes in
American society since 1935 that they see as adisintegra-
tion of the family.As a result of these perceptions, recent
polls of the U.S. public indicate that the AFDC program
is one of the most unpopular of the federal government
programs.2

Because social conservatives have adopted the view
that the AFDC program causes family disintegration, the
current welfare reform debate has focused primarily on
changing this program in order to end its presumed role
in encouraging divorce, separation, and out-of-wedlock
births. The problem of the work disincentive effects of the
program has assumed a secondary role.

This emphasis is misguided. The dramatic claims that
the AFDC program is causing family disintegration are
rather simple to discount. Contrary to widespread public
perceptions, there is no empirical evidence that this pro-
gram causes any of the social changes attributed to it. (See



Ellwood and Bane 1985, Jencks 1992, Moffitt 1992.)
AFDC benefits vary dramatically both across states and
over time. If high benefits caused family disintegration,
we would expect to see higher levels of divorce, separa-
tion, and out-of-wedlock births in states and time periods
when benefits were higher. But instead we see essentially
no correlation, either across states or over time, between
the levels of benefits and the levels of divorce, separation,
and out-of-wedlock births.3

The criticism of the AFDC program that cannot be dis-
counted is that it discourages work in the labor market.
Surveys by Danziger, Haveman, and Plotnick (1981) and
Moffitt (1992) suggest that the reduction in work hours by
single mothers induced by the welfare system is around
30 percent. Therefore, I argue that welfare reform should
concentrate on the work incentive effects of welfare pro-
grams, rather than being distracted by discussions of any
role of welfare in generating divorce, separation, and out-
of-wedlock births.

Historically, even when the work disincentive effects
of the welfare system were the focus of attention, welfare
reform proposals have not focused exclusively, or even
primarily, on incentives as a means of inducing welfare
recipients to increase their efforts to work in the market.
For example, the centerpiece of the last major welfare re-
form measure, the Family Support Act of 1988, was the
Job Opportunities and Basic Skills Training Program, a
job training program. Also, although the current Clinton
administration proposal calls for expansion of the earned
income tax credit, it does not rely solely on tax incentives
to induce welfare recipients to work. It also includes a
component of job training and job search assistance. Fur-
ther, it includes a form of negative incentive, or penalty,
that would encourage work: a two-year time limit on col-
lecting welfare benefits; after that point, a welfare recipient
must start to work. But for those who cannot find work,
the Clinton plan calls for guaranteed public jobs.

The training and time limit components of the Clinton
plan are likely to be expensive. The notion that a few
months of inexpensive job training or job search assis-
tance could get sizable numbers of people off welfare is
illusory. Existing studies of the effects of training and job
search assistance indicate that inexpensive programs lead
to small gains in earnings and employment (Burtless
1989). Studies estimate that a full year of college raises a
person’s annual earnings only about 7 or 8 percent (Weiss
1986, Willis 1986); thus it would be surprising if an inex-
pensive job training program could raise the earning ca-
pacity of welfare recipients sufficiently to eliminate their
dependence on welfare. Turning to the time limit propos-
al, note that public works jobs are very expensive to cre-
ate. Haveman (1980) estimates that creation of each such
jobs would cost $15,000 per year (in 1994 dollars).

A key difference between the Clinton proposal and the
welfare legislation recently passed by the House Republi-
cans—the Personal Responsibility Act of 1995—is that
the Republican plan relies on penalties for failure to find
market work, as opposed to positive work incentives, as
the main way to encourage work. In particular, while both
the Clinton proposal and the House bill include two-year
time limits on receipt of AFDC benefits, the House bill
does not include guaranteed public jobs for single mothers
who fail to find work in two years.4

The time limit component of the House legislation
would certainly force single mothers off the AFDC rolls,
and the threat of lost benefits after two years might well
induce them to search harder for jobs. But many single
mothers receiving AFDC benefits are poorly educated and
have access only to low-wage jobs. Hence, many cannot
support a family by market work alone. Also, the House
legislation begs the question of who will care for the 9.5
million children of the 4.5 million single mothers who
currently receive AFDC benefits if these mothers fail to
find adequate jobs in two years. Society is unlikely to tol-
erate a situation in which such children are not supported.

In this context, we should remember that the most cost
effective way for society to guarantee support for the chil-
dren of single mothers is to simply transfer income to the
mothers. Contrary to a popular myth, the AFDC program
represents a rather small share of the federal budget. In
1992 it cost only $20.4 billion, which was 0.33 percent of
the gross domestic product that year, yet the program pro-
vided support for roughly 9.5 million children of single
mothers—a cost of only about $2,250 per year per child
supported. Alternative means of support, like orphanages
or publicly run foster care, would be vastly more expen-
sive. The U.S. Department of Health and Human Services
estimates that supporting children in orphanages would
cost $36,500 per child annually, while providing foster
care would cost $4,800 annually (Sample 1994).

Another idea for welfare reform included in the Clinton
plan is to place more of the burden of child support on
absent fathers and less on the government. This could be
done by setting national standards for child support awards
and providing better enforcement of awards. [A strong ad-
vocate of this idea is Ellwood (1988, p. 163).] Unfortu-
nately, most absent fathers of children in households
headed by poor single mothers are themselves poor. Thus
improved child support may only put a small dent in the
problem of providing support for children in female-
headed households (Meyer 1993).

The real challenge of welfare reform is to increase work
effort by welfare recipients and reduce welfare caseloads
without simultaneously increasing program costs or hurt-
ing single mothers and their children. In light of the above
discussion, I argue that the best way to achieve the goals
of welfare reform is through positive work incentives,
rather than through other options like time limits, job
training, work requirements, publicly created jobs, or child
support assurance. Within the realm of work incentives, I
will attempt to show that the key proposals that are cur-
rently either being considered or being implemented, such
as benefit tax rate reductions, wage subsidies, or earned
income tax credit expansions, do not accomplish these
goals. But according to my analysis, a work subsidy can
substantially increase work effort by welfare recipients and
reduce welfare caseloads without simultaneously increas-
ing program costs or hurting single mothers and their chil-
dren.

Some Survey Data
In order to examine the market work and welfare program
participation behavior of low-income single mothers, I
will examine data from the Survey of Income and Pro-
gram Participation (the fourth wave of the first panel),
which was administered by the U.S. Department of Com-
merce in the fall of 1984. These are the same data Moffitt



and I (1995) used in our study of the behavior of single
mothers. This survey covers a nationally representative
sample of the U.S. population, approximately 20,000
households, and is especially designed to elicit informa-
tion on income and participation in various transfer pro-
grams, including the four I am most interested in here: the
AFDC, food stamp, public housing, and Medicaid pro-
grams.

From the survey results, I select data for all female
heads of household aged 18–64 with children under the
age of 18. The survey data include 1,148 such women. In
order to look specifically at the behavior of low-income
single mothers, I invoke four screens on this sample. First,
I exclude families with asset levels over $4,500. Such fam-
ilies are far above the AFDC and food stamp program as-
set limits. Second, I exclude women with hourly wage
rates over $15. Third, I exclude women with nonlabor in-
come more than double the food stamp program’s non-
labor income screen ($728 per month for a family of two,
with an extra $189 for each additional family member).
Fourth, I exclude self-employed women and those for
whom data are missing for key variables used in the anal-
ysis. The remaining sample consists of 968 women.

The variables used in the analysis are defined as of the
month before the individuals were interviewed for the sur-
vey. Participation in the AFDC, food stamp, and public
housing programs is defined with regard to whether any
participation took place in the month. Work status is de-
fined as the average weekly hours of market work in the
month, with 1–35 hours defined aspart-time and more
than that defined asfull-time.Hourly wage rates for those
who work are computed from earnings and hours of work
in the month before the survey and are used to compute
weekly earnings from part-time and full-time work. Non-
transfer nonlabor income is computed as the sum of asset
income and the income of others in the family. Variables
are also constructed for a set of socioeconomic character-
istics, includingeducation,age,numberofchildren, region-
al location, race, residence in a standard metropolitan sta-
tistical area, and various state characteristics. The sample
means of the variables are shown in Table 1.

Some of the statistics in Table 1 contradict popular no-
tions about low-income single mothers. For example, the
typical low-income single mother is thought to be black
and very young and to live in a big northern city. In the
sample, however, 61 percent of the women are white, the
average age is 34 years, 41 percent do not live in a large
metropolitan area, and 35 percent live in a southern state.
The typical low-income single mother is also thought to
be an unwed mother. In the sample, however, the large
majority of women were once married and have become
single, primarily through divorce (43.4 percent) or separa-
tion (22.3 percent). Only about a quarter of the sample
were never married. More accurate is the popular notion
that the typical low-income single mother is poorly edu-
cated. In the sample, the average number of years of edu-
cation is 11.48, not quite a high school degree. However,
for the average to be this high, many women in the sam-
ple must have a high school degree. Contrary to popular
notions, therefore, a more accurate description of a typical
low-income single mother would seem to be a white wom-
an in her thirties without a college degree who is divorced
or separated.

Table 1 also shows that the average number of children
under 18 among women in the sample is 2.06, and the av-
erage nonlabor income is only $4.36 per week. Since 65.7
percent of the sample are divorced or separated, this indi-
cates that alimony and child support payments are typical-
ly small.

A striking feature of the data is that the mean hourly
wage rate in this population is only $5.20 in 1984 dol-
lars.5 In 1993 dollars, this translates into $7.23 per hour.6

For someone working 2,000 hours per year, this would
translate into an annual income of $14,460 in 1993
dollars. Given that the 1993 after-tax poverty lines for
families of three and four are $11,513 and $14,757,
respectively, many of the women in the sample would
obviously have trouble supporting families by market
work alone (U.S. Bureau of the Census 1994).

Table 2 shows the distribution of the sample across the
work and welfare program participation categories. The
first row of the table indicates that 516 single mothers (53
percent) participate in no transfer programs. Of these, 440
(85 percent) work in the market at least part-time.7 The
pattern is very different for welfare program participants.
Note, for example, that 175 single mothers (18 percent)
participate in both the AFDC and food stamp programs,
but not in public housing. Among these women, only 7
percent work at least part-time. The pattern is even more
striking for those who participate in all three programs. Of
these 80 single mothers (8 percent of the sample), only 4
percent work.

Thus we see a striking fact about the population of
low-income single mothers: at a point in time (the month
for which the survey was taken), of those who are on wel-
fare, few work; and of those who are not on welfare, al-
most all work. As we will see in the next section, this is
exactly the pattern we would expect the current welfare
system to generate, given rational economic decision mak-
ing by single mothers.

The Welfare Benefit Rules
To understand why working and participating in the cur-
rent welfare programs at the same time is almost never
optimal, we will find it useful to look at the type of budget
constraints that these welfare programs create. I will de-
scribe those constraints under the 1984 welfare benefit
rules, the rules in effect when the transfer program survey
was taken. The current welfare rules are similar in struc-
ture to those in effect in 1984. The only major difference
is that AFDC grant levels have not kept pace with infla-
tion since 1984. The U.S. welfare benefit rules are quite
complex, so I will only describe their overall structure
here. Some details are provided in Appendix A.

The Major Programs
The AFDC rules specify a monthly grant amount for a
woman with no income. That amount is state-specific and
varies tremendously across states. If a woman works in
the market, the AFDC grant is reduced essentially dollar-
for-dollar for all income in excess of child care and other
work-related expenses. Thus the AFDC program imposes
a 100 percent tax rate on earnings. AFDC recipients also
receive free medical insurance through the Medicaid pro-
gram.

The food stamp rules are similar in structure to those
for the AFDC program. The major differences are that the



food stamp grant amount is uniform nationally, its tax rate
is only 30 percent rather than 100 percent, and the food
stamp program treats AFDC benefits as taxable income.

Public housing can take the form of a unit in a housing
project built and owned by the government or a voucher
for rent in a privately owned housing unit (as described in
Section 8 of the U.S. Housing Act of 1937). Basically, the
public housing rules specify that a single mother need
spend on rent only 30 percent of her net income (includ-
ing AFDC benefits but with deductions based on the num-
ber of children). Any cost beyond that is paid by the pro-
gram. Unlike the AFDC and food stamp programs, public
housing is not an entitlement for women who are eligible
based on meeting the income screen. Not all eligible sin-
gle mothers can get into public housing because space is
rationed. Furthermore, as Jencks and Edin (1990) point
out, many single mothers say that even if they could move
into public housing, they would not, because of the danger
involved. Urban public housing projects typically have
high incidence of crime, while Section 8 housing tends to
be located in high crime areas.8

Examples
Table 3 provides some examples of how the welfare bene-
fit rules work. Consider a woman with a wage rate of
$5.20 per hour (the mean wage rate in the sample) who
has two children under 18 years old. Suppose this woman
is facing the choice of working 0, 20, or 40 hours in a
week. Table 3 calculates what her net income would be at
each hours level under two scenarios: when she partici-
pates in all three major welfare programs (when eligible)
and when she participates in only the AFDC and food
stamp programs, not public housing. These calculations
include federal taxes, Social Security taxes, and work ex-
penses, but ignore state taxes. (See Appendix A.) Child
care expenses are also ignored. Calculations are reported
for three representative states: Minnesota, which among
all U.S. states has a relatively high level of benefits; Kan-
sas, which has an average level of benefits; and Alabama,
which has relatively low benefits.

Minnesota
Consider first Minnesota. If a single mother of two in
Minnesota doesn’t work in the market, she can get $117
per week in AFDC benefits and $19 in food stamps. She
also qualifies for a $97 rent subsidy if she can get into
public housing.9 Then, since she has no taxes or work
expenses, her net weekly income will be $233. That’s
$12,116 per year, or $16,853 in 1993 dollars.

Now consider what would happen if this woman in
Minnesota decides to work in the market. If she works 20
hours per week, she earns $104, but her AFDC benefit is
reduced by $92, her housing benefit is reduced by $6, and
she faces $29 in taxes and work expenses (excluding child
care). Thus working part-time will actually reduce her
weekly net income from $233 to $210. Next suppose she
works 40 hours per week. Now she earns $208, but her
AFDC and food stamp benefits are eliminated, and her
housing benefits fall $27. Furthermore, she has to face $47
in taxes and work expenses. This leaves her with $225 in
net income, which is less than if she didn’t work at all.
Thus the effective tax rate on labor income in moving
from 0 to 40 hours exceeds 100 percent.

Consider next the income of this same single mother
living in Minnesota if she does not receive public housing
benefits. If she doesn’t work in the market, her net weekly
income from the AFDC and food stamp programs is
$136. That’s $7,280 per year, or $10,126 in 1993 dollars.
This compares to the poverty line for a family of three of
$11,513. Obviously, if a single mother is rationed out of
public housing or refuses to live in it, then welfare bene-
fits alone will not bring her up to the poverty line, even in
a high-benefit state like Minnesota.

If this single mother works part-time in the market, her
net weekly income falls from $136 to $119, while if she
works full-time, her weekly income rises from $136 to
$161. Thus, for a woman not receiving housing benefits,
the effective tax rate on labor income in moving from 0
to 40 hours is 88 percent. Looked at another way, since
working a 40-hour week raises the woman’s net earnings
$25, her after-tax average wage rate is only 63 cents per
hour. Furthermore, the figures understate the true costs of
working. Since the single mother considered here loses all
AFDC benefits when she works 40 hours per week, she
loses Medicaid eligibility as well. Also ignored here are
the child care costs that may arise if she works.

These calculations clearly illustrate why market work
is unlikely to be a preferred option for a single mother
with two children and a wage rate near $5.20 in Minneso-
ta. Her distaste for collecting welfare benefits would have
to be great indeed to make her prefer working 40 hours
per week to earn $161 when she could get $136 from the
AFDC and food stamp programs if she doesn’t work—
especially when working would cause her to lose the med-
ical coverage for herself and her children provided by
Medicaid and require her to purchase child care. In order
to make market work a preferred option, a typical single
mother with two children would need a wage rate well
above $5.20 per hour. As the wage rate rises, the net in-
come gains a woman can obtain by moving from 0 to 20
to 40 hours naturally rise, making work more attractive.

The Typical Decision Problem
Chart 1 illustrates the labor supply decision problem faced
by a typical single mother. Income is plotted on the verti-
cal axis, and hours of market work are plotted on the hori-
zontal axis. Note that as one moves from right to left along
the horizontal axis, hours of work increase.10

The budget constraintABCis representative of the type
of constraint faced by a single mother of two in Minne-
sota with a market wage rate of $5.20 who participates
(when eligible) in the AFDC and food stamp programs.
The segmentAB (representing income for work between
0 and 20 hours) is flatter than the segmentBC (for work
between 20 and 40 hours) because the average tax rate on
labor earnings is greater for part-time work than for full-
time work. In fact, segmentAB is drawn so that it slopes
down as it moves to the left, because for most single
mothers, income will actually decline if they shift from
nonwork to part-time work.

The indifference curve in Chart 1 connects different
combinations of income and hours that give the woman
equal utility (or satisfaction). As I’ve drawn this curve, the
point at which the woman’s satisfaction can be maxi-
mized, given her budget constraintABC, is where these
two curves meet—at the pointA. In other words, the wom-



an facing constraintABCwill maximize utility by choos-
ing not to work.

Now consider an increase in the woman’s wage rate.
As the wage rate rises, the budget constraint shifts up-
ward. At a sufficiently high wage rate, constraintAB′C′ is
obtained. With this new constraint, the woman is indiffer-
ent between not working at all and working full-time; she
will receive the same level of satisfaction from both. Call
the wage rate that generates constraintAB′C′ thereserva-
tion wage wR. If the woman was originally in a situation
in which she could only get $5.20 per hour jobs and was
then offered a job with a wage rate abovewR, she would
suddenly shift from not working at all to working full-time.
Also, since AFDC and food stamp benefits go to zero with
full-time work (Table 3), she would cease participating in
both welfare programs.

We see that, given the type of constraints created by
the welfare system, a woman would have a decision rule
that says to work full-time in the market (driving welfare
benefits to zero) if the wage is above some reservation
level and to not work at all (and collect full welfare bene-
fits) if the wage is below that level. This is exactly the
type of behavior we have seen in Table 2: For the most
part, women either work full-time and collect no benefits
or do not work at all while collecting both AFDC and
food stamp benefits (perhaps along with public housing).
Working part-time is rare, and so is working while collect-
ing benefits. Given the type of constraints the welfare sys-
tem creates, it is rational economic behavior to not work
if one is collecting AFDC benefits.

Kansas
Although AFDC grant levels are much higher in Minne-
sota than in most other states, the type of budget con-
straints created by the welfare system are nevertheless sim-
ilar in other states. Consider the budget calculations for
Kansas, a state that is average in terms of the AFDC grant
level. If the single mother in the Minnesota example lived
instead in Kansas and participated in the AFDC and food
stamp programs when she was eligible, her net income
levels at 0, 20, and 40 hours of market work would be
$114, $106, and $161, respectively. Again, the effective
tax rate on earnings is over 100 percent in moving from
0 to 20 hours and 77 percent in moving from 0 to 40
hours.

Note also that the $114 weekly benefit level at zero
hours of market work in Kansas translates into an annual
income level of $5,928, which is $8,246 in 1993 dollars.
Since the 1993 poverty line was $11,513, the combination
of AFDC and food stamp benefits does not bring a single
mother close to the poverty line in a typical state if she
does not work.

Alabama
An example of a state at the low end of the AFDC benefit
scale is Alabama. There the weekly AFDC benefit of a
single mother of two who doesn’t work in the market is
only $23, and together AFDC and food stamp benefits
provide $71 in net weekly income. This translates into an
annual income of $3,692, which is only $5,136 in 1993
dollars. If this woman works 20 or 40 hours per week, her
net income increases to $106 or $161, respectively. The
case of Alabama illustrates that with a sufficient cut in the
AFDC grant level, the effective tax rate of earnings for

part-time work falls below 100 percent. However, the
average tax rate on earnings is still 66 percent in moving
from 0 to 20 hours and 57 percent in moving from 0 to
40 hours. Since working 40 hours only increases net earn-
ings from $71 to $161, the after-tax average wage rate is
still only $2.25 per hour.

The Sample Averages
A final way to look at the welfare benefit rules is to return
to the survey data and look at average earnings and bene-
fits across all sample members in all states. This I do in
Table 4. For example, the table indicates that the mean
weekly AFDC benefit for a member of the sample drops
from $63.53 at zero hours to $13.74 at 20 hours to $2.20
at 40 hours. For the average member of the sample, going
from nonwork to working full-time in the market would
generate $208 in labor income each week, while causing
her to lose roughly $61 in AFDC benefits, $26 in food
stamp benefits, and $38 in housing benefits. Furthermore,
she would incur $24 in federal income and Social Security
taxes and lose eligibility for Medicaid benefits that are val-
ued at $28 per week. (For details on the income and So-
cial Security taxes, see Appendix A.) I also estimate that
the fixed costs of working (excluding child care costs) av-
erage $21 per week. Thus lost welfare benefits, increased
taxes, lost Medicaid benefits, and fixed costs of working
eat up $198 of the $208 in earnings. On top of this, the
typical single mother may face child care costs that I have
not included.

All in all, it is easy to see that market work may not be
an optimal decision given the constraints that the typical
single mother faces. In fact, since at the mean wage in the
data, working rather than collecting AFDC and food stamp
benefits appears to be a money-losing proposition, the real
mystery is, why do so many women in this sample work
at all?

A Labor Supply Model
The area of labor economics that studies the effect of
wages, nonlabor income, and other factors on individual
decisions about how much to work in the market is called
labor supply.To analyze the various welfare reform pro-
posals, I will construct and use a labor supply model. Here
I describe the components of the model. (In Appendix B
I estimate the coefficients of the model’s equations that
represent the relationships between its variables.)

In standard labor supply models, utility is specified as
a function of hours of market work (H) and income (Y),
giving a utility function of the formU(H,Y). In these
models, people are assumed to like income but to dislike
working, so thatU is increasing inYand decreasing inH.
In static labor supply models, people are assumed to max-
imize current period utility subject to a current period bud-
get constraint of the formY(H) = wH + N, wherew is the
hourly wage rate andN is nonlabor income.

Given a parametric specification forU(H,Y), one can
derive a labor supply equation, and its coefficients can be
estimated using data on hours of work, wages, and nonla-
bor income of individuals. Given these estimates, one can
derive elasticities of labor supply with respect to wages
and nonlabor income—that is, how much hours of work
will change in response to changes in wages and nonlabor
income. A large literature exists in labor economics that
derives such elasticities for data on married women and



single women without children (Killingsworth and Heck-
man 1986).

For the labor supply of single mothers, the simple labor
supply model must be elaborated. Most importantly, since
such a large percentage of single mothers are poor, the
model must include available welfare benefits in the moth-
ers’ budget constraint. Also, the fixed costs of working in
the market (such as child care expenses) are often substan-
tial relative to potential wage earnings for this group, so
these costs must also be part of the budget constraint.

As we have seen, the major welfare programs relevant
for single mothers are the AFDC, food stamp, public hous-
ing, and Medicaid programs. In a recent paper, Moffitt
and I (1995) developed a model of the behavior of single
mothers that incorporates all four of these programs, along
with taxes and work expenses in the budget constraint.
The model I will present here is identical to that one.

Let PA be an indicator function equal to 1 if a person
participates in the AFDC program and 0 otherwise. LetPF
andPRbe the corresponding indicators for food stamp and
public housing participation, respectively. Then the budget
constraint takes this form:

(1) Y(H,PA,PF,PR) = wH + N + BA(H)PA + BF(H)PF

+ γRBR(H)PR+ γMedBMedPA

+ γPriBPri(1–PA) – T(H)

– E(H) – C(H).

I will describe in turn the various components in this con-
straint.

The functionBA(H) represents AFDC benefits if the
person worksH hours. As hours of work increase, income
rises, causing AFDC benefits to fall, as was illustrated ear-
lier. The functionBA(H) depends on characteristics of the
person, like her wage rate, number of children, and state
of residence. (See the benefit formulas in Appendix A.)
But these arguments are suppressed here for notational
convenience. Similarly,BF(H) andBR(H) represent food
stamp and public housing benefits as a function of work
hours.

While the evidence suggests that households value food
stamps as equivalent to cash (Moffitt 1989), it also sug-
gests that public housing benefits are valued less than cash
(Smeeding 1982, Jencks and Edin1990). In addition, hous-
ing benefits are rationed. Public housing is available only
to those who queue for several years, and Section 8 sub-
sidies are restricted in quantity. These influences are cap-
tured in equation (1) by the parameterγR, which repre-
sents the extent to which housing benefits are discounted
relative to cash and the extent to which participation rates
respond to changes in housing benefits in the first place
(in light of possible rationing).

In equation (1),BMed represents the expected value of
Medicaid benefits to the household, as calculated by Mof-
fitt and Wolfe (1992). This value depends on household
characteristics like household size and health status. In the
budget constraint, this Medicaid value is multiplied byPA,
the AFDC participation indicator, since Medicaid benefits
are automatically available to anyone receiving AFDC
benefits, and others are rarely eligible. If a household is
not receiving AFDC benefits, it may be covered by pri-
vate health insurance. So, in equation (1),BPri is the ex-

pected value of private health insurance benefits to the
household, also constructed by Moffitt and Wolfe. It is
equal to the product of the predicted probability of private
health insurance coverage and the expected value of ben-
efits if covered, where both depend on household charac-
teristics. Since Medicaid and private health insurance pro-
vide in-kind rather than cash benefits, the parametersγMed
andγPri , which translate these benefits into cash equiva-
lent values, are also included in (1).

Finally, (1) includesT(H), E(H), andC(H) to represent
taxes and work and child care expenses, respectively.
Work expenses include directly work-related expenses
(like transportation and work clothes). (Construction of
taxes and expenses is described in Appendix A.)

One could have a model in which people maximize the
utility function U(H,Y) subject to the budget constraint
(1). This would find the hours of work and welfare pro-
gram participation combination that maximizes utility.11

But such a model would not be adequate to describe the
behavior of single mothers because of the problem ofnon-
participating eligibles.Specifically, the data include many
single mothers who have income low enough for them to
be eligible to collect benefits from one or more welfare
programs, but these mothers do not in fact collect them.
This behavior is impossible if people are maximizing a
utility function that depends only on hours and income
subject to a budget constraint like (1). Such a model can-
not account for why these people are passing up free
money. Thus the labor supply model must be modified to
account for nonparticipating eligibles.

There are several ways to do this. First, we could as-
sume that the data have some degree of measurement er-
ror. That is, a nonparticipating eligible may have a true in-
come higher than her measured income, so that she isn’t
really eligible. Or she may actually be participating, but be
miscoded as a nonparticipant in the data. Second, we could
assume that participation in welfare programs has real
costs—for example, the cost in time and money of going
to the Department of Health and Human Services and fill-
ing out the necessary forms. Third, we could assume that
welfare program participation has psychic costs, some-
times referred to aswelfare stigma.

Following Moffitt (1983), Moffitt and I (1995) chose
to account for nonparticipating eligibles by allowing for
direct utility costs of welfare program participation, or wel-
fare stigma. Thus the utility function is specified asU(H,
Y,PA,PF,PR), whereU is reduced ifPm = 1 for m = A, F,
R. Moffitt and I also make an additive separability as-
sumption, so thatU(H,Y,PA,PF,PR) = U1(H,Y) + U2(PA,
PF,PR), whereU1 is the part of the utility function that de-
pends on hours and income whileU2 is the part that de-
pends on program participation status. ForU1 we assume
a quadratic function inH andY,while for U2 we assume
a form that allows for economies of scale in the costs of
program participation. The form of the utility function is

(2) U(H,Y,P1,P2,...,Pm) =

αH + Y – βHH2– βYY
2

– λ(ψAPA+ψFPF+ψRPR)

– (1–λ)max(ψAPA,ψFPF,ψRPR).



Note that in theU1(H,Y) function, the coefficient onY
is set to 1. Thus the marginal utility ofY at Y = 0 is nor-
malized to 1. The remaining parameters can therefore be
interpreted in dollar terms. The parameterα represents the
marginal disutility of work atH = 0. The quadratic terms
βH andβY are critical for determining the elasticity of la-
bor supply with respect to the wage and nonlabor income.

In the U2(PA,PF,PR) function, eachψm denotes the
marginal disutility of participating in programm, for m =
A, F, R. Thus, if ψm is sufficiently large, a particular
program may not be chosen even though participation
increasesU1. The parameterλ falls between 0 and 1. This
specification allows participation costs to fall somewhere
between perfect additivity (λ=1) and perfect nonadditivity
(λ=0), the latter corresponding to a situation where the
stigma and other costs of participating in one program are
not increased by participating in multiple programs.

It is convenient both analytically and empirically to re-
strict attention to the case where hours worked can take
on a discrete number of values. Therefore, consider the
choice ofH = 0, 20, and 40 hours per week, taken as the
choice of nonwork, part-time market work, and full-time
market work, respectively. With three hours levels and
three programs in which a person is eligible to participate,
the choice set has 3 × 23 = 24 alternatives. (Recall that
Medicaid is not included in the choice set, but is included
as a benefit automatically conferred by the choice of
AFDC.) Let j = 1, ..., 3 × 23 index alternatives; then the
choice problem is simply to

(3) Choose alternativej if and only if

Uj ≥ Uk for all k = 1, ..., 3 × 23

whereUj denotes the evaluation of (2) for combinationj
obtained by inserting (1) evaluated at that combination in-
to (2) and by settingH and thePm at their appropriate val-
ues for combinationj.

In order to econometrically estimate the model on the
survey data, we must specify a stochastic structure. That is,
since single women with identical observed characteristics
make different decisions about labor supply and welfare
program participation, we must allow for random influ-
ences on these decisions. The stochastic structure Moffitt
and I (1995) use permitsα and theψm to vary in the pop-
ulation conditional on a set of observable socioeconomic
characteristics:

(4) α = X′ᾱ +εα

(5) ψm = X′ψ̄m + εm

for m = A, F, or R, whereX is a vector of socioeconomic
characteristics,ᾱ andψ̄m are vectors of coefficients, and
the ε terms are error terms. Recall that the parameterα
represents the marginal disutility of work atH = 0, and the
parametersψm represent the disutilities, or costs, of pro-
gram participation. Since wage rates are unobserved for
nonworkers, we must also specify an equation for the
wage determination process so that the unobserved wages
of the nonworkers can be inferred. Moffitt and I (1995)
specify a log wage equation:

(6) ln(w) = X′φ + εw

whereX is a vector of socioeconomic characteristics and
φ is a parameter mapping those characteristics into wage-
earning potential.

The vectorX includes the number of children aged less
than 18 years, the number of children aged less than 5, a
southern residence dummy, the person’s years of educa-
tion, the person’s age, an indicator for fair or poor health,
a race dummy equal to 1 if a person is white and 0 other-
wise, the unemployment rate in the person’s state of resi-
dence, an indicator for residence in a large metropolitan
area, the percentage of the labor force employed in the
service sector in the person’s state of residence, and AFDC
administrative expenses per recipient in the person’s state
of residence. These variables may affect a person’s reser-
vation wage through their effect onα, a person’s distaste
for welfare program participation (ψ), or her wage-earning
potential. Not all of these variables are assumed to affect
all three aspects of behavior, as will be seen below.

Consider now how the stochastic structure (4)–(6) in-
fluences the labor supply participation choice model (1)–
(3). Suppose that two people with identical observed char-
acteristicsX live in the same state. Suppose further that
personA works in the market and participates in no wel-
fare programs, while personB does not work and partici-
pates in the AFDC and food stamp programs. The model
has three ways to rationalize this difference in behavior.
First, personB may have received a low wage offer (that
is, may have a large negativeεw), so that if personB does
work, she will receive a lower wage than personA. Sec-
ond, personB may get greater disutility from work than
does personA (that is, may have a more negative value of
εα). Third, personA may have a greater distaste for wel-
fare program participation than doesB. (That is, personA
may have a larger value ofεm for m = A, F, or R.) Set-
ting this welfare stigma term (εm) high for many women
lets the model take account of the fact that so many low-
income single mothers work in the market even though
working doesn’t pay compared to welfare program partici-
pation.

Ideas for Reform
In this section I simulate the impact of alternative welfare
reform proposals, using the model with the parameter esti-
mates described in Appendix B. The purpose of all these
proposals, remember, is to increase the number of welfare
recipients who work in the market, while also reducing the
size of the welfare rolls.

The estimated model’s evaluations of the proposals are
reported in Table 5. This table shows the model’s simulat-
ed effect of each proposal on the labor supply and welfare
program participation choices of the single mothers in the
sample as well as on the average utility level of single
mothers. The table also shows the cost of each proposal.
Cost is defined as the net increase in welfare benefits paid
out (including any change in initial benefits plus any new
benefits created by the proposal) plus the net reduction in
federal income and Social Security taxes paid as a result
of the proposal. Cost increases are measured as percentage
changes from the initial program cost, which is initial pro-
gram benefits net of tax receipts.

At the top of Table 5 (in row 1), I have shown the
model’s baselinesimulation—the predicted behavior of
the single mothers in the sample given the welfare rules
they actually faced. The model predicts that 25 percent of



the sample participate in the AFDC program while 33.5
percent receive food stamps. It also predicts that 34.6 per-
cent do not work in the market while 10.4 percent work
part-time and 55.0 percent work full-time. This implies an
average weekly hours of work of 24.1. (Note that this is
a condensation of the results on model fit presented in Ta-
ble B2 in Appendix B.) The effect of each reform propos-
al will be compared to this baseline.

Reduce Benefit Tax Rates
Let’s start with the proposal to cut the rate at which wel-
fare program benefits are reduced if participants work in
the market. Recall from the examples in Table 3 that wel-
fare benefits fall substantially as labor earnings increase.
As a result, the effective tax rate on labor earnings facing
single mothers can often exceed 100 percent. Many peo-
ple have argued that these high tax rates are the reason
that welfare recipients rarely work. A forceful exposition
of this perspective is that of Moynihan (1973). Those who
think that welfare reform should make work pay often
advocate reduced AFDC tax rates as a way to give single
mothers on welfare an incentive to work.

Row 2 of Table 5 shows the model’s predicted effect
of reducing the rate at which AFDC benefits are taxed
with labor income from 100 percent to 50 percent. Inter-
estingly, the model predicts that such a change would have
almost no effect on behavior (which is consistent with re-
sults in Levy 1979). Neither the percentages of single
mothers predicted to participate in welfare nor the percent-
ages predicted to work full- or part-time change notice-
ably. Also, this program change leads to only a 1 percent
increase in program cost. How can this nonimpact of such
a large reduction in the AFDC tax rate be explained? Fair-
ly simply. The typical single mother in the sample who,
under the original rules, participates in the AFDC program
and does not work in the market, has such a low wage
rate that, even with an AFDC tax rate of only 50 percent,
her after-tax wage does not exceed her reservation wage.
Thus she continues to choose not to work.

Let’s try much greater cuts in benefit reduction rates.
Row 3 of the table shows the effects of cutting the AFDC
tax rate from 100 percent to only 10 percent and the food
stamp tax rate from 30 percent to only 10 percent. Such
drastic cuts do have a strong effect on market work be-
havior. The percentage of the single mothers who choose
not to work is predicted to drop from 34.6 to only 27.9;
this is a 19 percent reduction. However, this increase in
work effort is achieved at considerable cost. The percent-
age of single mothers who participate in the AFDC pro-
gram is predicted to increase from 25 percent to 32.8 per-
cent, and the total cost of welfare programs is predicted to
increase 79 percent. The source of the problem is that
with such low benefit reduction rates, many single moth-
ers can work full-time while still collecting substantial
welfare benefits.

Clearly, cuts in benefit reduction rates must be drastic
in order to have substantial effects on market work effort.
This comes at the cost of substantial increases in welfare
participation by working single mothers and substantial in-
creases in overall welfare costs. Thus cuts in benefit reduc-
tion rates are not a cost effective way to encourage work.

The other problem with this proposal is that it actually
increases the AFDC caseload. This same basic problem
applies not only to cuts in AFDC benefit tax rates, but al-

so to many proposals aimed specifically at encouraging
AFDC participants to work in the market, such as offering
them free child care if they choose to work, paying their
work costs (for example, transportation costs), or giving
them help searching or training for jobs. All such pro-
posals actually increase the benefits of participating in the
AFDC program and may therefore lead to increases in the
program’s caseload (Moffitt 1993).

Subsidize Wages
Another way to encourage single mothers to work in the
market has been advocated in recent years: subsidizing
their wages. Advocates of this proposal include Lerman
(1985) and Haveman and Scholz (1994). These research-
ers have recognized that a major reason few single moth-
ers work is that they tend to have low wage rates and high
costs of work (due to the need to care for children). Thus,
even with very low welfare benefit reduction rates, single
mothers still have low after-tax wage rates, leaving them
with little incentive to work. Wage subsidies are a way to
directly attack this cause of low labor force participation.

Row 4 of Table 5 displays the impact of an across-the-
board $1 per hour wage subsidy for all single mothers.
Consistent with the strong uncompensated substitution ef-
fect estimate reported earlier, the model predicts a very
strong labor supply response to such a wage increase. The
percentage of single mothers who do not work in the mar-
ket is predicted to drop from 34.6 percent to only 26.5
percent, a 23 percent reduction.

Although it has a strong effect on market work behav-
ior, the across-the-board $1 per hour wage subsidy for all
single mothers increases total welfare costs by more than
160 percent. The main problem with this proposal is that
higher wage single mothers—who would have worked
without the subsidy—receive the subsidy anyway. Thus I
am led to consider ways to target wage subsidies toward
lower wage single mothers.

Row 5 of Table 5 shows the effects of a targeted sub-
sidy that provides a minimum hourly wage of $5 for all
single mothers. In other words, women with wage rates
below $5 receive a subsidy to raise their wage rates to $5.
The model predicts that this type of wage subsidy would
have even stronger effects on market work behavior than
the across-the-board version. The percentage of single
mothers who do not work is predicted to drop from 34.6
percent to only 22.4 percent, a 35 percent reduction. The
cost of this targeted wage subsidy is less than that of the
across-the-board subsidy. Nevertheless, it still leads to a
substantial 128 percent increase in total program cost.

So I consider yet another type of targeted wage sub-
sidy. Row 6 displays the effects of the type of subsidy
proposed by Lerman (1985). This proposal is to provide
to any single mother with an hourly wage rate below $6
a subsidy equal to 50 percent of the difference between
her wage rate and $6. The model predicts that this type of
subsidy would lead to a reduction in the percentage of sin-
gle mothers who do not work in the market from 34.6 to
24.8 percent, a 28 percent reduction—not quite as much
as the last version considered—and the subsidy is predict-
ed to increase total welfare program costs only a bit less:
89 percent.

We see that wage subsidy schemes of the type recently
proposed are indeed predicted to have strong effects on
market work behavior. However, they are also likely to



cause very substantial increases in program costs. An ad-
ditional problem with wage subsidies is that they may lead
to collusive behavior between employees and employers.
For example, if a government subsidy guarantees a mini-
mum wage rate of $5 per hour, why wouldn’t an employ-
ee agree to work for any wage below $5 per hour in re-
turn for an off-the-books side payment from the employ-
er? Overall, the case for wage subsidies is not compelling.

Expand the Earned Income Tax Credit
Next I consider a type of reform that combines features of
both the last two types: a cut in benefit reduction rates and
a wage subsidy—that is, an expansion in the earned in-
come tax credit. Since the late 1970s, the federal income
tax code has given low-income workers a tax credit equal
to some fraction of their earned income. However, until
recently, this tax credit was a very minor feature of the tax
code. For example, in 1984, the tax code specified that,
for earned annual income up to $5,000, a person received
a tax credit equal to 10 percent of earned income. The
credit then stayed flat at $500 for earned annual income
up to $6,000. Beyond that, the credit fell 12.5 cents for
each additional dollar in annual income and fell to zero at
an annual income of $10,000. Thus the earned income tax
credit as it existed in 1984 at most reduced the federal tax
payment of a low-income worker by $500 and the tax rate
that worker faced by 10 percentage points (and only if the
worker earned less than $5,000).

The Omnibus Budget Reconciliation Act of 1993 pro-
vides for a substantial expansion of the earned income tax
credit over the 1993–96 period. For 1994, the law speci-
fies that, for earned annual income up to $8,425, a person
with two children receives a tax credit equal to 30 percent
of earned income. The credit then stays flat at $2,528 for
earned annual income up to $11,000. Beyond that, the
credit falls by 17.7 cents for each additional dollar in
annual income and falls to zero at an annual income of
$25,300. Thus the earned income tax credit as it exists for
1994 can reduce the federal tax payment of a low-income
worker by as much as $2,528 and reduce the tax rate such
a worker faces by as much as 30 percentage points (pro-
vided the worker earns less than $8,425). Planned exten-
sions of the earned income tax credit increase the credit to
a maximum of 36 percent of earned income in 1995 and
40 percent of earned income in 1996. Also of key impor-
tance is that the credit has been maderefundable.That
means, if a person’s federal tax bill is less than the credit,
then not only is the person’s tax reduced to zero, but the
person also receives a payment from the federal govern-
ment equal to the excess of the credit over the tax bill.

Row 7 of Table 5 considers the impact of an increase
in the earned income tax credit from its 1984 level of 10
percent to its 1994 level of 30 percent. The tax credit pa-
rameters used in this simulation are the same as those in
effect in 1994, but they have been converted into 1984
dollars. The model predicts that this expansion of the
earned income tax credit will lead to a reduction in the
percentage of single mothers who do not work in the mar-
ket from 34.6 to only 26.2 percent, a 24 percent reduction.
However, the change is predicted to increase total welfare
program costs 51 percent. Of course, costs here are de-
fined to include lost federal tax revenue due to the earned
income tax credit as well as the increase in expenditures
due to the refundable nature of the credit.

Row 8 of Table 5 considers the impact of a further in-
crease in magnitude of the earned income tax credit to the
40 percent level planned for 1996. The model predicts that
this would lead to a reduction in the percentage of single
mothers who do not work in the market from 34.6 to only
23.9 percent, a 31 percent reduction. However, the result-
ing increase in total welfare program costs is predicted to
be 93 percent.

In addition to its high cost, an expansion of the earned
income tax credit can lead to undesirable strategic behav-
ior. As described by Scholz (1993–94), when the credit as
a percentage of income is high, the refundable nature of
the credit may create an incentive to overreport income on
federal tax forms. This problem could have been mitigated
by excluding self-employment income from the earned in-
come tax credit calculation. However, that was not done
in the latest revision of this credit. Still, even if it had
been, the likelihood of collusion between workers and
their employers to overreport income when claiming the
credit would remain high.

Subsidize the Fixed Costs of Working
Because many single mothers can get only low-paying
jobs, these women may see the fixed costs of working in
the market, such as child care expenses and the loss of
Medicaid coverage, as a formidable barrier to working.
Some people have proposed reducing those disincentives
to market work by subsidizing some of those particular
costs (Lerman 1988). Here I consider the effect of provid-
ing a subsidy for all fixed costs of working, taxed away at
a rate of 6 cents for every dollar of income in order to
limit the subsidy to low-wage women. Since the aim of
the subsidy is to cover fixed costs of working, the AFDC
and food stamp deductions for such fixed costs are simul-
taneously eliminated.

As is clear in row 9 of Table 5, the model predicts that
this type of work subsidy would lead to a reduction in the
percentage of single mothers who do not work from 34.6
to 27.7 percent, a 20 percent reduction. Also, the percent-
age of single mothers who participate in the AFDC pro-
gram would drop from 25 to 20.8 percent, while the per-
centage who participate in the food stamp program would
drop from 33.5 to 28.9 percent. Most interestingly, the
model predicts that the fixed costs of working subsidy
would be cost neutral. This result will be discussed further
below.

From this analysis, a fixed costs of working subsidy
may seem an ideal mechanism to encourage market work
effort by single mothers. However, I see three problems
with this type of subsidy. One is that implementation of
such a subsidy would be difficult because it would require
elicitation of single mothers’ true work costs. If a single
mother has relatives who could take care of her children
while she works outside the home, she would have an in-
centive to report child care costs anyway in order to col-
lect the subsidy. Such misreporting would be difficult to
detect. Another problem with the fixed costs of working
subsidy is that it is too broadly targeted. If a goal is to in-
duce the largest possible number of single mothers to start
working, the more cost effective way to do that is to tar-
get subsidy dollars at mothers who have relatively low
fixed costs (that is, those with fewer children). A final
problem with the fixed costs of working subsidy is that it
is too limited as a policy instrument for getting more sin-



gle mothers to work: the subsidy has a maximum at actual
fixed costs of working. All three of these problems point
naturally to the next proposal, a direct work subsidy that
is independent of the actual fixed costs of working.

Subsidize Work
My new idea for welfare reform which avoids the prob-
lems of the fixed costs of working subsidy is to offer a
work subsidy to all single mothers. In the experiment I an-
alyze here, all single mothers who work at least part-time
receive a $23 per week work subsidy, which is taxed
away at a 7 percent rate as earned income increases (and
which goes to zero at a weekly income of $329). The sub-
sidy is received regardless of whether or not a woman
participates in welfare programs. The experiment assumes
no change in the existing AFDC and food stamp benefit
rules, with one exception. For women who choose to work
in the market and participate in welfare programs, the ex-
isting AFDC and food stamp deductions for work-related
expenses are eliminated (that is, are replaced by the work
subsidy).

The last row of Table 5 shows the effect of this work
subsidy. The model predicts that such a work subsidy
would lead to a reduction in the percentage of single
mothers who do not work in the market from 34.6 to 27.7
percent, a reduction of 20 percent (or 850,000 people).
Also, the percentage of single mothers who receive AFDC
benefits would drop from 25 to 20.8 percent, while the per-
centage who receive food stamps would drop from 33.5
to 28.9 percent. The model predicts that such a universal
work subsidy would actually reduce total welfare program
costs 3 percent. Furthermore, it would increase the aver-
age utility of single mothers 3 percent.

You may be surprised that an apparently small work
subsidy could induce such a large number of single moth-
ers to enter the labor force. To see why this is reasonable,
note that in 1993 dollars, the $23 subsidy amount is rough-
ly equivalent to $32 per week. A single mother with a
wage rate of $5 per hour would earn $100 by working 20
hours and receive a $25 subsidy [32 – (0.07 × 100)],
which is $1.25 per hour. Thus the subsidy raises her effec-
tive hourly wage rate from $5 to $6.25—a substantial in-
crease.

How can a work subsidy save money while also in-
creasing the utility of single mothers? This is illustrated in
Chart 2. LineABC is a typical budget constraint created
by the AFDC and food stamp programs. LineEDC is
what the constraint might look like without any programs
(the usual linear budget constraint assumed in the labor
supply literature). Thus the distances betweenAEandBD
are the benefit amounts at 0 and 20 hours. At 40 hours (at
C), benefits go to zero. The introduction of the work sub-
sidy for any single mother who works at least part-time in
the market shifts the budget constraint toABB′C′. The dis-
tanceB′B is the amount of the subsidy for part-time work.
Since the subsidy is taxed away with earnings, the subsidy
amount for full-time workC′C is smaller thanB′B.

In Chart 2, indifference curves are drawn for a woman
whose preferences cause her to choose pointA (nonwork
and full benefits) given the original constraint. With the
introduction of the work subsidy, she can achieve higher
utility by moving to the higher indifference curve through
point B′. Thus she shifts to part-time market work. The
subsidy saves money here because the combination of

subsidy and welfare benefits paid to her if she works part-
time, B′D, is smaller than the benefits she was receiving
when she didn’t work,AE.

Overall, the work subsidy will have two main effects.
On the one hand, as shown in Chart 2, some women who
were not working in the market before the subsidy are in-
duced to work part-time. For every such woman, there is
a net saving on total welfare costs since the magnitude of
the subsidy is smaller than the magnitude of welfare
benefits for nonworking women.12 But on the other hand,
some women who would have worked in the market
anyway now receive a subsidy for doing so. This effect
causes costs to increase. In the simulation, these two ef-
fects roughly cancel, and a small overall cost saving is
achieved.

Note that it is cost effective to target the subsidy to en-
courage part-time market work because AFDC and food
stamp benefits for a typical single mother drop by roughly
two-thirds if she goes from nonwork to part-time work.
Thus, of the possible savings that accrue to the govern-
ment from getting welfare recipients to work, most can be
achieved by getting them to work just part-time. This sug-
gests targeting most subsidy dollars at encouraging non-
working single mothers to start working part-time. The
reason the earned income tax credit is so much more ex-
pensive than a work subsidy is precisely that these tax
credit payments are proportional to earned income; they
are roughly twice as great for full-time as for part-time
work.

A work subsidy would be a flexible policy instrument
to encourage market work. For the parameters of the sub-
sidy formula can easily be varied to achieve different lev-
els of labor force participation.

Table 6 presents the model’s simulated effects of vari-
ous designs for the work subsidy. In each successive row
of the table, both the basic subsidy amount and the rate at
which the subsidy is taxed away are increased. Increasing
both of these variables keeps most of the subsidy dollars
targeted at part-time market workers. Looking down the
rows of the table, we see that greater reductions in the
number of nonworking single mothers can be achieved in
return for modest increases in total government cost. Even
the most generous subsidy considered—a $46 per week
subsidy ($62 in 1993 dollars) taxed away at a 20 percent
rate, which achieves a 32 percent reduction in the number
of nonworking single mothers—leads to a much smaller
cost increase (17 percent) than that created by the 1994
expansion in the earned income tax credit (51 percent). Yet
the reduction in the percentage of single mothers who do
not work in the market is substantially greater with the
work subsidy (32 percent vs. only 24 percent).

Remember, though, that the simulations in Tables 5
and 6 are based on a model with estimated parameters.
The predictions in the tables thus do not account for the
parameter uncertainty that arises because these parameters
are not known with certainty. Any statistical procedure for
estimating model parameters produces not only point esti-
mates, but also standard errors for those estimates that
gauge the degree of parameter uncertainty. (See Appendix
B.) To gauge this degree of uncertainty, I drew 250 vec-
tors of parameter values from the estimated variance-co-
variance matrix of the model parameters. For each param-
eter vector, I simulated both the baseline and the effect of



the $23 work subsidy experiment. Then I calculated the
standard errors of the model predictions across the param-
eter vector draws. Standard errors are reported for the sta-
tistics in the first two rows of Table 6.

According to the estimated standard errors, the predict-
ed effects of the work subsidy on market work behavior
and welfare program participation are highly statistically
significant. The model predicts drops of 4.2 and 4.6 per-
centage points in AFDC and food stamp participation, re-
spectively, and the standard errors for these changes are
0.39 and 0.45. (These standard errors are not shown in the
table.) The model predicts changes of –6.9, 7.4, and 0.5
points in the percentages of single mothers who work zero
hours, part-time, and full-time, respectively, and the stan-
dard errors for these changes (again, not shown) are 0.87,
0.87, and 0.25, respectively. The standard error for the pre-
dicted 3.4 percent utility increase is 0.4, and the standard
error for the 3.4 percent cost reduction is 4.8. Thus a two-
standard-error band for the cost change includes a cost in-
crease as large as 6.2 percent—but this still leaves the
work subsidy much less expensive than proposals to cut
benefit tax rates, subsidize wages, or expand the earned
income tax credit.13

A work subsidy would, of course, have its problems.
It would require that employers give workers a form certi-
fying that they usually work at least 20 hours per week.
Then the work subsidy could be distributed efficiently
through the tax system, as with the earned income tax
credit. And as with the tax credit, wage subsidies, and
fixed costs of working subsidies, a work subsidy would
present opportunities for cheating. For example, in return
for a small side payment from employees, employers
might be willing to exaggerate worker hours so as to make
them appear to work 20 hours per week when in fact they
work less. Given the small sums of money that would be
involved in most such transactions, however, it seems
plausible that creation of a severe penalty, combined with
an inexpensive enforcement mechanism that would gener-
ate a small probability of being caught, would be suffi-
cient to discourage most firms from such behavior. Note
also that with a work subsidy, cheating requires the coop-
eration of an employer, while with the existing earned in-
come tax credit, one can cheat unilaterally simply by re-
porting nonexistent self-employment income. With the
work subsidy, just as with the earned income tax credit,
excluding the self-employed would make sense.

Conclusion
The goals of current welfare reform are to increase market
work effort by low-income single mothers and reduce
AFDC and food stamp caseloads without increasing the
cost of welfare or reducing the well-being of low-income
single mothers and their children.

The old ideas for building work incentives into the
AFDC program all fail on at least one of these four crite-
ria. In particular, the results presented here indicate that re-
ducing benefit tax rates, subsidizing wages, and expanding
the earned income tax credit enough to generate substan-
tial increases in market work also lead to substantial in-
creases in government costs.

In this article, I have considered a new idea for encour-
aging the work effort of single mothers: a work subsidy
that any single mother would receive, as long as she works
at least 20 hours per week. According to my simulations,

such a subsidy can substantially increase work effort and
reduce welfare caseloads. In contrast to other proposals,
such a work subsidy can be designed to be roughly cost
neutral. For example, a $32 per week subsidy (in 1993
dollars) taxed away at 7 cents for each dollar of income
would reduce the number of nonworking single mothers
20 percent (by 850,000 people) and reduce net govern-
ment expenditures on single mothers 3 percent. More
generous subsidies could achieve greater reductions in the
number of nonworking single mothers with modest cost
increases.

Note that the work subsidy is far more cost effective
than the earned income tax credit which is being substan-
tially expanded over the 1994–96 period. My results indi-
cate that the increase in the tax credit planned for 1996
will increase the total government cost of welfare pro-
grams for single mothers 93 percent while decreasing the
number of nonworking single mothers 31 percent. In con-
trast, a work subsidy of $62 per week taxed away at a rate
of 20 cents per dollar of income would achieve about the
same reduction in the number of nonworking single moth-
ers (32 percent), but while increasing total government
costs just 17 percent.

The work subsidy also dominates recent proposals to
subsidize some of the fixed costs of working (like child
care expenses and the loss of Medicaid coverage). The re-
sults presented here indicate that such a subsidy would
have effects similar to those of a work subsidy. But the
work subsidy has several advantages: it doesn’t require
verification of a recipient’s true fixed costs of working, it
doesn’t create an incentive for single mothers to switch
from relatives to commercial child care providers, and its
magnitude is not limited to the actual fixed costs of work-
ing. The work subsidy thus can be designed to create larg-
er incentives for single mothers to enter the labor market.

Finally, from a political perspective, the work subsidy
should be much more popular than existing welfare pro-
grams. A work subsidy would encourage people who par-
ticipate in welfare programs to find market work—which
is exactly what the U.S. public wants.

1In an NBC News/Wall Street Journalpoll conducted in January 1995, 46 percent
of the respondents listed welfare reform as a top legislative priority. Health care reform
was the second most popular topic; it was called a top priority by 29 percent of the re-
spondents.

2In aTIME/CNN poll conducted in December 1994, 78 percent of the respondents
agreed with the statement that the “welfare system needs fundamental reform.”

3Consider the evidence from variation in AFDC and food stamp benefits over
time. In 1990 dollars, for a single mother with two children, the combined value of
monthly AFDC and food stamp benefits in the average U.S. state was $615 in 1965
and rose to a peak of $915 in 1972. Since 1972, the average value of these benefits has
steadily declined in real terms; the benefits have not been increased sufficiently rapidly
to keep pace with inflation. By 1980, their average value had fallen to $785 per month,
and by 1990, it had fallen to only $648 per month. Today, real benefits are back to the
1965 level. Yet births to unmarried women as a percentage of all births in the United
States rose steadily from 8 percent in 1965 to 11 percent in 1970 to 18 percent in 1980
and to 28 percent in 1990. Note that most of the increase in the out-of-wedlock birth
rate occurred after welfare benefits began to fall. Similar patterns hold for divorce and
separation rates.

Consider also the evidence from variation in AFDC benefits across states. Ellwood
(1988, p. 62) shows that in 1980 the number of children living in a single-parent family
in a state was weakly negatively correlated with the AFDC benefit level in the state.
Ellwood and Bane (1985, p. 144) find that in 1975 both the out-of-wedlock birth rates
and the divorce rates were weakly negatively correlated with state AFDC benefit levels.
When sophisticated econometric methods are used to control for omitted factors that
may mask a positive relationship between AFDC benefit levels and various measures
of family disintegration—using time series data or cross-section data or both—these re-
sults do not change: large and significant positive effects are simply not found. See the
survey by Moffitt (1992).



4The other key difference is that the House bill takes seriously the notion that the
AFDC program encourages out-of-wedlock births; the bill thus limits benefits for un-
wed mothers.

5The $5.20 mean for the population was obtained after calculating predicted wages
for the nonworking women in the sample. The mean wage among the working women
in the sample is $5.73. The predicted mean wage for the nonworking women is $4.40.

6Throughout this article, I use the urban consumer price deflator (CPI-U) to
convert 1984 dollar amounts into 1993 dollar amounts.

7Of the 76 women who do not work in the market or collect any welfare benefits,
most have sizable amounts of alimony, child support, or supplemental security income.
In the sample, these other sources of income are highly concentrated among these wom-
en.

8Table 2 indicates that only 172 women, or 17.8 percent of the sample, are in pub-
lic housing. This compares to 370 women, or 38.2 percent of the sample, who partici-
pate in the food stamp program. Since, by the construction of the benefit formulas, any-
one who satisfies the income screen for food stamps will also satisfy the screen for
public housing, we see that more than half of the single mothers who have low enough
income to be eligible for housing benefits are either rationed out of them or refuse to
accept them.

9The rent subsidy calculation assumes that the woman pays the fair market rent
for her state of residence, as discussed in Appendix A.

10In the diagrammatic analysis of consumer choice, levels of goods are usually
plotted on the vertical and horizontal axes. But market work hours are assumed to be
a bad. Thus budget constraints are usually plotted with hours increasing as one moves
from right to left, so that leisure, which is a good, is increasing as one moves from left
to right.

11Estimation of a labor supply model in whichU(H,Y) is maximized subject to
(1) is a rather difficult problem because of the complex nature of (1). The problems in-
volved in estimation of labor supply models in the presence of such complex budget
constraints are discussed by Hausman (1985) and Moffitt (1986).

12In Table 4 we saw that the average single mother in the sample receives $105
in AFDC and food stamp benefits if she does not work in the market and $46 in bene-
fits if she works part-time. Since the average woman in the sample has an income of
$104 if she works part-time, the average value of the subsidy for part-time work is ap-
proximately $16 [23 – 0.07(104)]. Conducting the thought experiment of shifting the
average woman from nonwork to part-time work, we see that this would save $59 in
benefit costs, a net saving of $43.

13Of course, as is typical in econometric work, these standard errors account only
for parameter uncertainty and not for model uncertainty. A different functional specifi-
cation for utility might lead to somewhat different model predictions.

Appendix A
Welfare Benefit Formulas

Here I describe the detailed formulas I use in the preceding pa-
per to estimate the benefits of various U.S. welfare programs as
well as the taxes and work expenses that program participants
face.

AFDC
The Aid to Families with Dependent Children (AFDC) program
is administered by state governments with guidance by the fed-
eral government. For my analysis, I use the 1984 formula for
the monthly AFDC benefit:

(A1) BA = min{M,r[GA – max(0,wH+N–C–E)]}

if wH + N < (1.85)Q and

= 0 if not.

(All income amounts are converted to weekly for my model es-
timation.)

In equation (A1),M is the maximum payment permitted in
a state,r is theratable reduction(a number between 0 and 1 by
which the benefit may be reduced),GA is the state grant level,
w is the hourly wage rate,H is the hours of market work,N is
nonlabor income,C is the child care expense deduction (for
workers only),E is other deductible work-related expenses, and
Q is the needs standard used to determine eligibility. The vari-
ablesM, GA, andQ vary by state and family size and are avail-
able from unpublished data provided by the Office of Family
Assistance of the U.S. Department of Health and Human Ser-
vices. The ratable reduction,r, is available from the U.S. De-

partment of Health and Human Services (1985, p. 335). The
limit on permissible work-related deductions in 1984 is $90 per
month ($30 set-aside plus $60 maximum remaining expenses).

The AFDC benefit is reduced in some cases for families in
public housing, as discussed below.

Food Stamps
For benefits from the federal food stamp program, I use the for-
mula given in Fraker and Moffitt 1988, p. 27. The formula for
the monthly food stamp benefit in 1984 is

(A2) BF = max[F,GF–0.30Yn1]

if wH + N < I1 andYn1 < I2 and

= 0 if not.

Here

(A3) Yn1 = max(0,0.82wH+N+BA–95–S)

(A4) S= min[134,max(0,R–0.5Yn2)]

(A5) Yn2 = max(0,0.82wH+N+BA–95)

whereGF is the food stamp guarantee,F is a minimum benefit,
Yn1 andYn2 are two types of net income,I1 andI2 are the gross
net income screens,S is a shelter deduction, andR is rent paid.
The variablesGF, I1, andI2 vary with family size and are ob-
tained from unpublished data provided by the Food and Nutri-
tion Service of the U.S. Department of Agriculture. No parame-
ters vary by state since the food stamp program is a national
program.

Public Housing
Public housing in the United States takes the form of either pri-
vate rental housing subsidized by the government (the Section
8 program) or housing owned by the government. In both pro-
grams, families with sufficiently low income and assets are eli-
gible, and in both programs, the tenant is obligated to pay rent
according to a formula set by the government. In Section 8
housing, the tenant pays the landlord the government-stipulated
rent, and the government pays the landlord the increment neces-
sary to bring the total up to an amount known as thefair market
rent for the unit. (If the landlord charges a rent greater than this,
the tenant must pay the landlord directly for the excess.) In gov-
ernment-owned housing, the government simply collects the
rent and provides the housing itself.

For my analysis, the housing subsidy is taken as the differ-
ence between the tenant rental payment and the fair market rent.
The latter is taken to be the same value for both government
housing and private rental housing since no data are available
on the fair market value of public housing. Fair market rents by
county and by bedroom size for 1984 are obtained from the
July 5, 1984, issue of theFederal Register.The data are linked
to families by assuming that required bedroom size is one fewer
than the number of family members (up to 3 rooms).

For participants not receiving AFDC benefits or for AFDC
recipients in all but 10 states, the monthly rental payment (R) in
1984 is determined by the formula

(A6) R = max(0.10Yg,0.30Yn)

where

(A7) Yg = wH + N + BA

(A8) Yn = Yg – 40K – C

whereYg is gross income,Yn is net income,K is the number of
children, andC is the child care expense (calculated as described
below).

The rental formula for families on AFDC in the remaining
10 states is



(A9) R = max(0.10Yg,0.30Yn,rV )

wherer, again, is the ratable reduction in the state AFDC pro-
gram andV is the shelter expense assumed by the state in calcu-
lating the AFDC grant level. This formula says that the federal
housing agency assumes that in these states AFDC recipients
will automatically receiver percent ofV toward their rent, so
they should pay at least that much. Values forV are taken from
U.S. Department of Health and Human Services 1985, pp. 337–
38.

In these 10 states, the AFDC benefit may be reduced as
well. If R< V in these states, then the AFDC benefit is reduced
by r (V–R). This secondary benefit reduction arises because the
AFDC rules in these states do not permit the payment of the
maximum shelter allowance,V, if the actual shelter payment of
public housing participants is less than this amount (even though
the housing agency assumes in its calculation that the maximum
shelter allowance is provided).

In all states, families are ineligible for any type of public
housing ifYg > L, whereL is a low-income limit set by the U.S.
Department of Housing and Urban Development (HUD). The
value ofL varies by area; 1984 values are obtained from unpub-
lished data provided by HUD.

Federal Taxes
All the women in the sample are assumed to have filed their in-
come tax forms as heads of household in the calendar year 1984,
to have taken the standard deduction, and to have taken one ex-
emption per person in the family. AFDC benefits, food stamps,
and housing subsidies are not included in income for tax pur-
poses. Marginal tax rates and bracket endpoints are available
from standard Internal Revenue Service sources. The earned in-
come tax credit in 1984 is also assigned. The 1984 Social Secu-
rity tax rate was 0.067 up to $37,800 of annual earnings.

General Work-Related Expenses
For my analysis, work-related expenses (E) are set at $90 per
week, the sum of a standard $30 deduction for all market work-
ers and a mean of $60 of extra deductions for AFDC recipients
who work in the market (U.S. House of Representatives 1987,
p. 435, Table 25). Child care expenses (C) are estimated for the
AFDC and other programs as follows.

Nationally, in 1984 average child care deductions for women
receiving AFDC benefits were $93 per month for those who
had positive deductions (U.S. House of Representatives 1987,
p. 435, Table 25). If we assume that these were generated by
children aged less than 5 years old and that on average these
families had two such children, then the deduction was approxi-
mately $46 per child per month.

AFDC agencies generally assume that child care expenses
for part-time workers are roughly half of those for full-time
workers, so I assume the same in order to apportion the $46 av-
erage across part-time and full-time workers. My data have 14
part-time working AFDC recipients for every 10 full-time work-
ing recipients, which implies that mean deductions are $33 per
child per month for the former and $66 per child per month for
the latter, for children under 5. The maximum allowable amount
for part-time work, though not for full-time work, also varies by
state. To capture cross-state variation, the $33 amount for part-
time work is multiplied by the ratio of the state maximum for
child care expense for part-time work to the national average
across states of all such maximums. (State maximums for part-
time work are taken from the individual state tables in U.S. De-
partment of Health and Human Services 1985.)

Finally, since only 20 percent of working AFDC recipients
take a deduction (U.S. House of Representatives 1987, Tables
23 and 25), I assume there is a 20 percent probability of a wom-
an having a child care expense. (Otherwise, the woman may ob-
tain child care from family members, for example.)

Appendix B
Model Estimation Results

Here I report the results of estimating the labor supply model
used in the preceding paper to analyze the effects of various wel-
fare reform proposals. This model is slightly different from the
one described in the paper. The results of estimating that model
suggest that it can predict nothing about public housing partici-
pation.* Therefore, the model estimated here (and simulated to
produce the predictions in the paper) excludes public housing.

In order to estimate the model, I must assume a distribution
of the model’s error terms. Here the five error terms (εα, εA,
εF, εR, andεw) are assumed to be distributed multivariate nor-
mal with an unrestricted covariance matrix with diagonal ele-
mentsσ2

j , j = α, A, F, R, w,and with off-diagonal elements
ρjkσjσk, j, k = α, A, F, R, w.The complete set of parameters in
the behavioral model is, then,

θ = (ᾱ ,βH,βY,φ̄,(ψm,m = A,F,R),λ,γR,γMed,γPri ,

(σj ,j = α,A,F,R,w),(ρjk,j,k = α,A,F,R,w)).

The model parameters are estimated using the method of simu-
lated maximum likelihood. See Keane and Moffitt 1995 for a
detailed description of the estimation procedure.

Table B1 displays the estimation results. I will first discuss
the estimates of the elements of theᾱ vector. The coefficients
on the number of children aged less than 18 years (–0.16) and
the number of children aged less than 5 (–0.31) indicate that
having more children increases a mother’s disutility of market
work. Given the form of equation (2), the estimates imply that
having an additional child younger than 18 increases the disutili-
ty involved in working 40 hours per week by 0.16 × 40 =
$6.40. If the child is under 5, there is an additional cost of
0.31 × 40 = $12.40 (for a total of $18.80).

The positive coefficient on the southern residence dummy
(0.90) implies that women who live in the southern part of the
country have lower disutility of market work. Interestingly, nei-
ther education nor age nor race is statistically significant. This
implies, for instance, that the disutilities from work for white
and black single mothers are not significantly different. The fair
or poor health coefficient is significantly negative (–0.59), im-
plying that women in poor health have greater disutility from
work. The coefficient on the state unemployment rate is close
to zero, implying that women in states with higher unemploy-
ment rates do not have significantly greater distaste for work.

I turn next to the AFDC and food stamp disutility equations.
In both of these, the coefficient on the number of children less
than 18 is negative but insignificantly different from zero. This
implies that women with more children do not have significant-
ly less disutility from welfare program participation. In both
equations, education is significantly positive (3.4 and 4.4). These
estimates imply that an additional year of education increases
the disutility from participation in the AFDC program by $3.40
and in the food stamp program by $4.40. The coefficients on
age are also significant and positive in both equations (1.8 and
1.4). These estimates imply that an additional 10 years of age
increases disutility from participation in the AFDC program by
$18 and in the food stamp program by $14. The health variable
is not significant in the disutility of participation equations. The
white dummy is significant and positive in both equations (11.3
and 14.5), indicating that for whites the disutility of AFDC
participation is $11.30 greater than for nonwhites, while for
food stamps the corresponding figure is $14.50. This racial dif-
ference in preferences may well stem from the fact that blacks
are more likely than whites to live in poor neighborhoods where



welfare participation is more common, so the stigma associated
with welfare use is smaller.

Finally, state AFDC administrative expenses are significant
and positive in the AFDC disutility equation but insignificant in
the food stamp disutility equation. This makes sense, since
AFDC administrative costs often go toward attempts to purge
people from the AFDC rolls. Recall from the paper’s Table 1
that for this program the mean state annual administrative ex-
pense per recipient is $479, with a standard deviation of $173
in the sample. The estimates imply that a $100 annual increase
in administrative expense per recipient would increase disutility
of AFDC participation $4.40 per week.

The estimates imply that for a typical 30-year-old black sin-
gle mother of two with 12 years of education living in a north-
ern state with average AFDC administrative expenses, the dis-
utility derived from AFDC participation is $73 per week, while
the disutility from food stamp participation is $37.30 per week.
Compare these with AFDC and food stamp benefits at zero
hours of market work in a typical state like Kansas, which are
$76 and $38. Strikingly, the model implies that for a typical
woman of this description, the distaste for AFDC and food
stamp participation is roughly equal to the monetary benefit.
This is how the model explains the fact that so many women in
this population work despite the fact that, because of their low
wages and the welfare benefit rules they face, work is often not
a money-making proposition.

Finally, I turn to the wage equation estimates. Since the de-
pendent variable is in log form, the coefficients in the wage
equation can be interpreted (approximately) in percentage terms.
The coefficient on education in this equation is 0.08 and highly
significant, implying that each additional year of school raises
the wage rate 8 percent. This is right in the ballpark of wage
equation estimates typical in the human capital literature. The
coefficients on age and age-squared imply a quadratic pattern,
which is as expected. The estimates imply that wages are rising
at a rate of 1.9 percent per year for a woman aged 30 and that
they peak when she reaches age 42. This implies a much slower
rate of wage growth with age and a much earlier peak than is
observed for men. The estimates also indicate that poor health
has a significant negative effect on wages, while race has no
significant effect. Previous research has not found significant ra-
cial wage differentials among single mothers. The coefficient on
the percentage of the labor force in the state that is employed in
the service sector is positive and significant. Since single moth-
ers would seem to be most likely to work in the service sector,
this is presumably a labor demand effect.

Table B1 also contains estimates of additional utility func-
tion parameters, budget constraint parameters, and error covari-
ance parameters. The estimate ofβH is 3.92 and that ofβY is
3.19. Although interpreting these parameters directly is difficult,
we will find it is useful to consider what such utility function
estimates would imply in a standard labor supply model in which
continuous hours were chosen subject to a linear budget con-
straint. In such a model, the uncompensated elasticity of hours
with respect to the wage isηw = (w/H )[1–2βYN–4βYwH]/(2z),
while the elasticity of hours with respect to nonlabor income is
ηY = –βYw/z,wherez= (βH + βYw2). Thus, at the mean value
of wages, hours, and nonlabor income in the sample, the
estimates imply that the uncompensated wage elasticity is 1.94,
while the income elasticity is –0.18.

This is a strong uncompensated substitution effect and a weak
income effect relative to the estimates in the labor supply liter-
ature that are typically obtained for married women and single
women without children (Killingsworth and Heckman 1986).
Thus the estimates imply that the labor supply of low-income
single mothers should be very responsive to changes in wages
(provided, of course, that the wage exceeds the reservation
wage).

The estimate ofλ is 0.05. This implies that the disutility as-
sociated with participation in both the AFDC and food stamp
programs is only slightly greater than the disutility associated
with AFDC participation alone. This helps to explain why those
who receive AFDC benefits almost always receive food stamps
too, even though in states with more-generous AFDC grants
(like Minnesota) the value of food stamp benefits is typically
small (Table 3 in the paper).

The estimate ofγMed is 0.50 while that ofγPri is 0.73. Given
the standard errors, this difference is not significant. Recall from
the paper’s Table 4 that the average person in the data has an
expected value of Medicaid benefits equal to $28.01 if the per-
son participates in the AFDC program and an expected value of
private health insurance benefits equal to only $7.37 if she does
not (where much of this divergence results from a low probabil-
ity of private coverage for nonparticipants). Thus the point esti-
mates imply that a value of $8.63 per week is assigned by the
average sample member to expected extra medical coverage that
is received by AFDC participants. [Note that (0.50 × 28.01) –
(0.73 × 7.37) = 8.63.]

Finally, two of the estimated error correlations are signifi-
cant. One is the estimated correlation betweenεA andεF, which
is 0.58, implying that those who have a large disutility of
AFDC participation (after observed socioeconomic factors are
controlled for) also tend to have a large disutility of food stamp
participation. The other significant correlation is that betweenεF
andεw, which is 0.24, indicating that those with high wages (af-
ter observed socioeconomic factors are controlled for) also tend
to have high disutility from food stamp participation.

Table B2 presents evidence on the fit of the model to the ob-
served choice distribution. The model slightly underestimates
the number of nonworkers (34.6 percent predicted vs. 40 per-
cent actual), while overestimating the number of full-time work-
ers (54.9 percent predicted vs. 49.6 percent actual). The chi-
squared statistic for fit of predicted to actual choice frequencies
in the 12-program participation–work status cells is 28.1 com-
pared to a 5 percent critical value of 19.7. This type of mild re-
jection of model fit is rather common for structural models like
this one because of all the theoretical restrictions the model im-
poses on the data. The reason this model cannot fit the choice
distribution perfectly is that it also must fit the observed wage
data.

Despite this mild rejection by the chi-squared fit test, Moffitt
and I (1995) found that this model does very well in a stringent
external validity test. Specifically, we used this model to back-
cast choice behavior in 1980, before substantial changes in the
welfare benefit rules that included an increase in the AFDC ben-
efit reduction rate from 66 percent to 100 percent. We found
that the model predicts the differences in program participation
and market work behavior in 1980 vs. 1984 quite accurately.

*When the model described in the paper was estimated with public housing participation included
as an option in the individual choice sets, the estimate ofγR was only slightly larger than zero, and it
was statistically insignificant. Also,σR was estimated to be very large. The small value ofγR implies
that the magnitude of public housing benefits has little effect on whether a person collects them. The
large value ofσR implies that collection of public housing benefits is essentially a random process. Pre-
sumably, these results stem from two facts about public housing that were mentioned earlier. Public
housing benefits are rationed, so collecting them is not really a choice, and many people have intense
distaste for collecting them because it often implies living in a dangerous public housing project or in
an undesirable neighborhood where Section 8 housing is available.
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