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Mr. Chairman, | appreciate the opportunity to appear today before the
committee to discuss how families with children are doing in relation to other
families and to comment on Title | of the "Tax Fairness and Savings Incentive
Act of 1991" (S. 1921). My testimony today will focus on how the income and
tax situations of families with children compare with those of other families,

and how these situations have changed over the past decade and one-half.!

A number of conclusions arise from this anaysis. Three of the most

striking are:

. Average family income, adjusted for family sze, is lower for
families with children than for other types of families.
Furthermore, between 1977 and 1939, average pretax income
for families with children grew very little, less than 10 percent

after controlling for inflation.

. Rates of income growth varied markedly for families with

children at different pointsin the income distribution. Between

1 Families are divided into three groups for purposes of thisanalyss: familieswith arelated child
under age 18, childless families with both the head and spouse, if any, under age 65; and
childless familieswith the head or spouse age 65 or older. Individuals not living with relatives
are treated as one-person families, so familiesinclude the entire noninstitutionalized popul ation.
To compensate for differencesin family Szeand changesin consumer prices, CBO used adjusted
family income, which is a measure of incomes relative to the appropriate poverty thresholds of
the Bureau of the Census. Income condsts of all cash income, including realized capital gains,
plus employers share of payroll taxes and corporate income taxes imputed to individuals.
Federa taxes include individual and corporate income taxes, payroll taxes, and excise taxes.



1977 and 1989, the average pretax income for families with
children in the bottom three income quintiles was virtually
unchanged, while the average pretax income for families in the

highest income quintile increased by more than 25 percent.

. Effective individual income tax rates--the percentage of pretax
income pad in individua income taxes--are projected to be
lower in 1992 than they were in 1977 for families with children
in al income quintiles except the highest. Increases in payroll
taxes, however, are projected to offset the decline in individual
income taxes for families with children in al but the lowest
income quintile, causing total federa effective tax rates to be
dightly higher in 1992 than they were in 1977 for middle- and

upper-income families with children.

PRETAX INCOMES

In 1989, about one-third of al families had children. These families contained
more than 55 percent of al people. In 1989, families with children had lower
average pretax income, adjusted for family sze, than other types of families

(see Figure 1). While the average income for families with children was less



FIGURE 1. AVERAGE PRETAX FAMILY INCOMES
AS MULTIPLE OF POVERTY THRESHOLD,
1977-1989
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than four times the poverty level, the average income for nonelderly childless
families was more than five times the poverty level, and the average income

for elderly families was more than four and one-haf times the poverty leve.

Between 1977 and 1989, the average pretax family income for families
with children grew by less than 10 percent, as did the average pretax income
of nonelderly childless families. In contrast, average pretax family income for

elderly families grew by more than 30 percent during the same period.

Average incomes grew at different rates during the 12-year period.
After declining between 1977 and 1980, average pretax income for families
with children and for nonelderly childless families grew by dightly more than
1 percent ayear during the 1980s Average pretax income of elderly families
grew steadily over the period, although al the growth in income between 1977
and 1980 was among high-income families. While the average pretax income
of elderly families, adjusted for family sze, was below that of families with

children in 1977, by 1989 it was about 20 percent higher.

The change in average pretax income of families with children varied
widely at different points in the income distribution (see Figure 2). Average
pretax income was virtualy unchanged between 1977 and 1989 for families in

the bottom three income quintiles, rose dightly for families in the next-to-



FIGURE 2. AVERAGE PRETAX INCOMES
BY INCOME QUINTILE, 1977-1989
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highest income quintile, and grew by more than 25 percent for families in the

highest income quintile.

The change in average pretax income for nonelderly childless families
at different points in the income distribution was similar to that for families
with children. The only significant growth in average incomewasfor families
inthe highest income quintile. In contrast, average pretax family income grew
for elderly families at al points in the distribution, but here too the highest

income families experienced the greatest income growth.

Changes in earnings dominated overal changes in income for
nonelderly families. More than 90 percent of nonelderly families received at
least some income from earnings, and earnings accounted for 85 percent of
their total family income. Earnings in congtant dollars dropped during the late
1970s particularly for low-income families, as rapid inflation eroded wage
rates. Between 1930 and 1985, overal average earnings rose dightly, though
the gains were concentrated in the upper part of the income distribution as
the 1980 and the 1981-8 recessons and a bout of double-digit inflation
depressed average rea earnings for nonelderly families in the bottom three
guintiles. Earnings gains in the latter 1980s were spread over al parts of the
income distribution and were sufficient toyield asmall risein overal average

earnings during the entire 1977-1989 period. For familiesin the bottom three



quintiles, however, the small gains between 1985 and 1989 were not enough
to offset earlier declines, and average earnings in constant dollars for those

families was lower in 1989 than in 1977.

TAXES OF FAMILIES WITH CHIL DREN

Overdl, families with children are projected to pay about 10 percent of their
incomes in federal individual income taxes in 1992, not much different than
their effective tax rate in 1977 (see Figure 3).2 This percentage is less than
the 12 to 13 percent effective rate projected for childless nonelderly families.
The difference results in large part because the tax code includes preferences
for families with children such as the Earned Income Tax Credit (EITC), the

Dependent Care Credit, and dependent exemptions.

Changes in effective individual income tax rates vary for families at
different points in the income distribution (see Figure 4). Families with
children in the lowest income quintile recelve a subsidy, on average, rather
than pay atax, through the refundable earned income tax credit. This subsidy

has become larger as a result of the expansons made in the EITC in both the

2 The complete change in effective federal tax rates is bes measured using projections through
1992, by which time mog provisons of the Omnibus Budget Reconciliation Act of 1990 will be
fully phased in.



FIGURE 3. AVERAGE EFFECTIVE FEDERAL INDIVIDUAL
INCOME TAX RATES, 1977-1992
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FIGURE 4. EFFECTIVE FEDERAL INDIVIDUAL INCOME
TAX RATES BY INCOME QUINTILE, 1977-1992
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Tax Reform Act of 1986 and Omnibus Budget Reconciliation Act of 1990.

Families with children will receive average credit refunds in 1992 equa to
about 6 percent of their pretax incomes. Because low-income families without
children do not qualify for the EITC, they will face dightly positive income tax

rates.

Families with children in the middle three quintiles will face effective
income tax rates in 1992 that are projected to be lower than the rates they
faced in 1977. The biggest drop is projected for families with children in the
second quintile, some of whom will benefit from the expanded EITC. At the
top end of the income distribution, families with children are projected to pay
virtually the same percentage of pretax income in individual income taxes in
1992 as families paid in 1977. Effective individual income tax rates have risen
steadily since 1985 as the elimination of various tax preferences has offset the

large rate decreases of the early 1980s

Since 1977, total federal effective tax rates have increased dightly for
families with children and for nonelderly childiess families (see Figure 5).
Only low-income families with children will face lower total effective tax rates
in 1992 than similar families faced in 1977 (see Figure 6). For those families,
tax reductions since 198 have more than offset the increases they experienced

during the early 1980s Although the increase in total effective tax rates for

10



FIGURE 5. AVERAGE TOTAL EFFECTIVE FEDERAL
TAX RATES, 1977-1992
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FIGURE 6. TOTAL EFFECTIVE FEDERAL TAX RATES

BY INCOME QUINTILE, 1977-1992
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middle- and upper-income families with children is smal, on average their
taxes are projected to be a dightly higher percent of income in 1992 than they

were for smilar families in 1977.

The increase in total effective tax rates has been primarily the result
of rising payroll taxes. The Socia Security tax rate has risen from a combined
11.7 percent of taxable earnings on employers and employees in 1977 to the
current 153 percent, while the limit on taxable earnings has been increased
by about haf after adjusting for inflation. As a result, the effective socid
insurance tax rate for familieswith children--including both Socia Security and
unemployment insurance taxes--is projected to rise from 7 percent of income
in 1977 to about 10 percent of income in 1992. (The effective socid insurance
tax rate is less than the combined Socia Security tax rate because not al
income is subject to Socid Security taxes)) Onejudtification for the EITC is
that it offsets payroll taxes for low-income families. While increases in the
EITC have offset the impact of payroll tax increases for low-income families
with children, nonelderly familieswithout children have faced similar increases
in payroll taxes, but have not benefitted from the EITC. All families who pay
payroll taxes, however, benefit from the socid insurance programs that the

taxes fund.



AFTER-TAX INCOMES

Changes in after-tax income reflect the combined effects of changes in pretax
income and changes in effective tax rates. Average pretax income of families
with children, adjusted for inflation and changesin family size, hasgrown little
since 1977. Although effective individual income taxes have falen for dl but
the highest-income families with children during the same period, increases in
effective payroll tax rates have reversed those changes for families with
children in the middle of the income distribution. As a result, average
adjusted after-tax incomes have grown by dightly less than average pretax

incomes for families with children.

CBO estimatesthat average after-tax income for familieswith children,
when adjusted for inflation and family sze, will be 4 percent higher in 1992
than it was in 1977. Although the last actua data for 1989 showed an 8
percent increase in after-tax income, that increase will be cut in half because
the recent recession and a small increase in effective tax rates between 1989
and 1992 will cause a small drop in after-tax income between 1989 and 1992.
Aswith pretax income, dl of the gains in average after-tax income for families

with children so far have been concentrated among higher-income families.
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HELPING MIDDLE-INCOME FAMILIES

Permanent solutions to the problem of little or no income growth for middle-
and low-income families must address the causes of low pretax incomes, which
include the limited earnings capacity of many and their willingness and ability
to work. Specific policies amed at strengthening education, job training,
employment opportunities, and assistance obtaining and keeping jobs,

including child care, may be effective in the long run.

As shorter-term solutions, a number of tax proposas have been offered
to help middle-income families with children. Among these is the "Tax
Fairness and Savings Incentive Act of 1991" (S 1921), sponsored by Senator
Bentsen and other members of the committee. The bill includes a
nonrefundable credit of $300 for each child under the age of 19. The credit
would cut taxes for the average family with children by $367 in 1992 and
would raise their after-tax income by 1 percent (see Table 1). After-tax
income of families with children in the second and third income quintiles
would rise by over 15 percent. Because the credit is not refundable, families
in the lowest income quintile would see little change in their after-tax incomes.
Asnoted earlier, however, those families have benefitted significantly in recent

years from increases in the EITC.



TABLE 1. EFFECT OF A NONREFUNDABLE TAX CREDIT OF $300
PER CHILD FOR FAMILIES WITH CHILDREN BY
INCOME QUINTILE, 1992

Income Leve Average Change in Taxes Percentage Change

: (In dollars) in After-Tax Income
Lowest Quintile -16 0.2
Second Quintile -433 19
Middle Quintile -535 16
Fourth Quintile -488 10
Highest Quintile -454 04
All families -367 10

SOURCE: Congressiona Budget Office tax simulations.




