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ABSTRACT OF DISSERTATION

HAVE CHANGES IN FAMILY STRUCTURE ADVERSELY AFFECTED
THE ABILITY OF ECONOMIC GROWTH TO REDUCE POVERTY?

In the United States economic growth is the primary means of fighting poverty.
From 1959 to 1973 this tool was quite successful as the poverty rate declined by over 50
percent. However, since 1973 the poverty rate has remained relatively stagnant,

. fluctuating primarily in response to the business cycle. Many explanations have been
given for this behavior such as rising wage inequality and an inaccurate means of
measuring poverty. Another explanation, however, is changes in the demographic
composition of the population, specifically the shift away from married-couple families
to single-parent families and single individuals living alone that occurred in the post-war
period.

The purpose of this study was to determine if these changes in family structure
have adversely affected the ability of economic growth to reduce poverty and the
implications of this both in terms of future reductions in poverty and public policy. To
accomplish this, pooled time-series cross-sectional data from the Panel Study of Income
Dynamics was used to estimate the elasticity or responsiveness of total family income
and its components, in particular wages and labor hours, to economic growth. These
elasticities were estimated using the method of Zellner’s seemingly unrelated regression

(SUR) for four specific family types—single individuals living alone, single-parent
iii
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families, married couples without children, and married couples with children—in order
to determine if the impact of economic growth varies by family type.

The results of this analysis indicate that the demographic shift that occurred in the
post-war period compromised the ability of economic growth to reduce poverty. The
incomes of both single individuals without children and single-parent families were
significantly less responsive to economic growth than the incomes of married couples
with children. The source of these disparities is found in the labor market. For single
individuals without children wages were unaffected by growth while hours worked
increased only marginally. In contrast, both the wages and hours worked of heads in
single-parent families were highly responsive to growth; low average wages, however,
translate these changes into relatively small income gains. Given this, further significant

reductions in poverty stemming from economic growth are quite unlikely.
Laurie L. Strangman
Economics Department
Colorado State University

Fort Collins, CO 80523
Spring 2006
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CHAPTER ONE: INTRODUCTION

In June of 1966, Sargent Shriver, the director of the Office of Economic
Opportunity, the department charged with executing the directives of the War on Poverty,
testified before Congress on the feasibility of eradicating poverty in the United States.

He maintained that the War on Poverty could certainly be won and that this could be
accomplished in a time span of about ten years.

During the last decade American scientists and engineers gained enough

knowledge to say that by 1970 we would have a man on the moon. Now we have

the knowledge to set 1976 as the target date for ending poverty in this land...By
1976, the 200™ anniversary of the Declaration of Independence, we can finish the

job.!

Poverty is by no means a new phenomenon; indeed one could almost say with
certainty that the poor have always been among us. Given this, such a bold statement as
expressed in the above quotation about completely eradicating poverty, as opposed to
simply alleviating poverty or mitigating its symptoms, seems a bit absurd, and,
unfortunately, as it turned out, was very far off the mark.? The official poverty rate in
1976 was 11.8 percent; nearly 25 million people lived in households whose income was
insufficient to pull them above the poverty line in that year. Today, nearly thirty years

following this target date of 1976 and nearly forty years after Sargent Shriver set this

U.S. Senate Committee on Labor and Public Welfare, (1966), p.48.

For a complete discussion of how poverty is defined and measured in the United States please see
Appendix A.
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goal, the poverty rate stands at 12.7 percent with nearly 37 million men, women, and
children, living in poverty.

What then gave rise to such optimism? What could have inspired Sargent Shriver
to believe that the total elimination of poverty in a mere 10-year period was possible?
When he made this statement in 1966 the poverty rate was 14.7 percent, with over 28
million people living in poverty, figures which in and of themselves do not necessarily
inspire hope. These numbers, however, put in the context of the 15 or so years that
preceded them could certainly lead one to believe that the total elimination of poverty
was not impossible. Figure 1.1 graphs the official poverty rate for all persons from 1959
to 2004. From 1959 to 1966 the poverty rate fell by 7.7 percentage points, a decline of
over 34 bercent. ‘Unofﬁcial statistics on the incidence of poverty prior to 1959 indicate
steady progress against poverty in the immediate post-war period as well: from 1947 to
1959 the poverty rate fell by nearly 10 percentage points, declining from 32 percent to
22.4 percent.3

What is more, this great reduction in poverty came about not by means of large
government income redistribution programs, for government cash transfers were rather
limited in scope at this time. For example, in 1968 total cash transfers to low-income
families and individuals from all levels of government were 41 billion dollars compared
to over 107 billion dollars in 2002.* Rather, many economists agree that the great inroads

made against poverty at this time were predominantly the result of the process of general

U.S. Council of Economic Advisors, (1964).

Figures in 2004 constant dollars. U.S. House of Representatives, (2004), Table K-4, p. K-8.
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Poverty in the United States, 1959-2004
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Figure 1.1
Poverty Rate for All Persons, 1959-2004

Source: DeNavas-Walt, Proctor, and Lee, Income, Poverty, and

Health Insurance Coverage in the United States: 2004, U.S. Census Bureau,
Current Population Reports, P60-229, Table B-1

economic growth.” In the immediate postwar period economic growth increased family
income substantially, moving many households out of poverty. In 1947 real median
family income was $21,201; by 1959 it had grown to $29,024, an increase of nearly 37
percent. Over the course of the next ten years income continued to grow such that by

1969 median family income was $40,563.°

The growth of Social Security benefits over this same time period also played a part in the
reduction of poverty; however, given that the benefits of this program are confined primarily to the
elderly the overall impact of Social Security on the poverty rate is somewhat limited.

Figures in 2003 constant dollars. U.S. Bureau of the Census, (2005b).
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Economic growth is not the only way to fight poverty, however. There are two
other principal means of reducing poverty: human capital investment and redistributive
programs. Human capital investment, such as education and skills training, increases the
income of poor families by increasing worker productivity and thereby wages.
Redistributive programs, on the other hand, shift resources directly to the poor either in
the form of cash subsidies, such as Temporary Aid to Needy Families (TANF) and the
Earned Income Tax Credit (EITC), or through in-kind benefits, such Food Stamps,
housing assistance, and Medicaid.

Of the three types of policies economic growth is by far the most popular for it
entails no direct cost to society. Redistributive programs, on the other hand, require the
shifting of resources from one group in society to another. This process generates a
welfam loss because one group in society is being made better off only at the expense of
another group. Human capital programs also entail a welfare cost: tax monies must be
collected from one group in society to fund programs that will benefit another group.
However, the total welfare loss associated with human capital programs is typically
smaller than the loss associated with redistributive programs in the sense that programs
which increase worker productivity, and thereby total output, benefit all of society. What
is more, investment in the human capital of the poor reduces the probability that direct
cash assistance will be required in the future. Given this, human capital projects are
typically better received than are redistributive programs, but because of a lack of clear
evidence that these programs produce consistent results in terms of higher wages for

program participants these projects too garner limited support.
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Economic growth, as an anti-poverty policy, however, requires no sacrifice on the
part of any group in society. What is more, all members of society, not just the poor,
benefit from economic growth; as output and incomes expand, the well being of all
members of society increases at the same time, although some may benefit more than
others. Because of this, economic growth is by far the most popular poverty-fighting
instrument among policy makers and the general public alike.

Recent trends in social welfare policy provide evidence of this fact. Beginning
with the Reagan administration in the early 1980s policy changes were enacted that
reduced the growth rate of particular social programs and cut benefit levels in others. At
the same time major tax reform legislation was passed; tax rates were cut substantially in
order to stimulate savings, investment, and work effort in order to spur economic growth.
Welfare reform legislation passed in 1996 also reflects a greater reliance on economic
growth and a greater reluctance to use human capital projects and redistributive programs
to fight poverty. The Personal Responsibility and Work Opportunity Reconciliation Act
of 1996 replaced the primary means-tested assistance program, Aid to Families with
Dependent Children (AFDC), and the Job Opportunities and Basic Skills Training
program (JOBS) with Temporary Assistance for Needy Families (TANF). As implied by
its name, TANF is a temporary assistance program which requires participants to work
after two years of recipiency and places a cumulative five-year time limit on cash
assistance, stipulations which did not exist under the former program, AFDC.

In the years following welfare reform government attention has been focused on
issues related to national security and the future of the Social Security program. With

shrinking tax dollars caused by a sluggish economy and rising expenditures in other areas
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- no new initiatives to reduce poverty have been introduced. Currently economic growth

continues to be the primary means of fighting poverty in this country.” ®
Unfortunately these changes in social welfare policy have occurred at a time when

economic growth appears to have lost its anti-poverty bite. The great progress made
against poverty during the 1950s and 1960s came to an abrupt halt in the mid-1970s. As
can be seen in Figure 1.1, the poverty rate reached an all-time low of 11.1 percent in
1973. Following this, the poverty rate maintained a counter-cyclical pattern, rising
during recessions and falling during expansions. What is so disturbing about this pattern
is not that the poverty rate moved with the business cycle, but rather that following each
recession the poverty rate fell but not all the way back to its prior cyclical low, producing
a definite upward trend. Following the first oil shock in the early 1970s the poverty rate
increased to 12.3 percent in 1975. After the economy absorbed the force of this shock the
poverty rate fell to 11.4 percent in 1978. During the back-to-back recessions of the early
1980s the poverty rate again increased, reaching a high of 15.2 percent in 1983.
Following this economic downturn the poverty rate fell once again but this time to only
12.8 percent. The poverty rate began climbing again in the early 1990s in response to a
recession, peaking at 15.1 percent in 1993. Duri‘ng the strong economic expansion that
followed the poverty rate declined steadily, reaching a low of 11.3 percent in 2000.

However, in the turbulent years following the tragic events of September 1 1™, 2001, the

Social Security is not a means-tested program, but as noted previously it has a large impact on the
well being of the elderly, pulling many older individuals out of poverty.

The Earned Income Tax Credit and certain in-kind transfer programs that benefit the poor have
expanded in recent years. However, the impact of changes in these programs is not reflected in
the official measure of poverty as neither are technically considered sources of income. For more
information on how poverty is measured see Appendix A.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



poverty rate began to climb again to its current level of 12.7 percent. This picture
becomes even more dismal when one considers that since its inception in the 1960s the
poverty line has been adjusted for inflation only; that is, it represents in real terms a
1960s standard of living while average household income has grown substantially since
then.’

Much research has been conducted on the relationship between poverty and
economic growth in the post-war period. The general conclusion of these studies is that
there is a strong inverse relationship between the incidence of poverty and economic
growth. The experience of the 1950s, 1960s, and early 1970s certainly bears this out, but
over the past thirty years the poverty rate has remained relatively stable despite consistent
economic growth. What accounts for such different rates of poverty reduction over these
two time periods? Has there been a change in the relationship between poverty and
economic growth or are other factors at work driving a wedge between these two
variables?

Several theories have been advanced to explain this seeming break in the
relationship between the incidence of poverty and economic growth. One such theory
attributes the lack of progress against poverty to changes in public assistance programs
initiated under the Reagan administration.'” Other researchers have pointed to the
decline in employment in the manufacturing sector and the concomitant rise in relatively

low-paying jobs in the service sector.!! Still others have claimed that poverty

For further discussion of how poverty is measured in the United States see Appendix A.

10 See Blank, (1993) and (1997).

1 See Azam and Redmon, (1993).
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measurement itself is to blame, arguing that the yardstick used to measure poverty is
highly flawed and that if measured correctly the upward trend in the poverty rate
disappears.l2 By far, however, the most popular explanation for the smaller impact of
economic growth on poverty, particularly over the 1980s, points to adverse changes in
the market for unskilled labor which have lead to rising wage inequality and stagnant real
wages for those at the bottom of the income distribution."?

There is, however, another possible explanation for why economic growth has
been less effective in terms of fighting poverty over much of the past three decades.
Changes in family structure may have dampened the impact of economic growth on the
incidence of poverty. Beginning as early as the 1950s the proportion of single-parent
families, predominantly female-headed families, and the proportion of “unrelated
individuals”, or rather single individuals living alone, in the total population began to
increase while the proportion of married-couple families began to fall. In 1959 only 10
percent of all families had a female head; today, 18.2 percent of all families have a
female head, an increase of 82 percent.14 Similarly, in 1959 unrelated individuals
comprised only 6.1 percent of the total population; today this proportion is 16.6 percent,
an increase of 172 percent.'> This change in the overall population has been mirrored in
the poverty population as well. In 1959, single-parent families and single individuals

living alone accounted for slightly more than 30 percent of the poverty population; today

12 See Slesnick, (1993).

13 See Blank, (1993) and (1997); Blank and Card, (1993); Cutler and Katz, (1991); and Danziger and

Gottschalk, (1995).
DeNavas-Walt, Proctor, and Lee, (2005), Table B-3.

15 De-Navas-Walt, et al., Table B-1.
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over 61 percent of the poor are either single individuals living alone or live in families
with a female head.'® This change is significant because poverty rates among both single-
parent families and single individuals tend to be higher than other family types because of
the high probability that these households contain only one worker. In addition, these
two groups may have weaker ties to the labor market as well. Many single individuals
living alone are elderly while single-parent families may be less connected to the labor
market because of childcare responsibilities that constrain labor market participation.
Given this, as these groups have become a larger proportion of the total population the
overall level of poverty has increased over time as well."”

Higher overall poverty rates do not necessarily mean, however, that demographic
changes have caused economic growth to be a less effective anti-poverty tool. In order to
determine this, one must look beyond mere poverty rates to the process by which
economic growth reduces poverty. Economic growth reduces poverty primarily by
means of the labor market. As the economy grows and expands the demand for labor
increases. This increase in demand increases both wages and employment opportunities
among the poor. For example, those who are unemployed are able to secure a job, while
those who are underemployed are able to increase the number of hours they work in a
given time period. Rising wages and employment cause income to increase as well,
thereby reducing poverty. However, if the poverty population is mainly comprised of
single individuals living alone and single-parent families who may have weaker ties to

the labor market it is possible that economic growth may be less effective in terms of

16 ibid.

See Blank, (1993), and Danziger and Gottschalk, (1995).
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reducing poverty because the wages and labor hours of these two groups are less affected
by economic growth than are other demographic groups such as married couples both
with and without children.

Given that economic growth is the main policy instrument for fighting poverty in
the United States and that the impact of this growth has been relatively small over much
of the past thirty years a re-examination of the relationship between economic growth and
the incidence of poverty at this point in time is quite relevant. The purpose of this
dissertation is to determine if the changes in family structure that occurred in the post-
World War II period have adversely affected the ability of economic growth to reduce
poverty and the implications of this, both in terms of public policy and further poverty
reduction in the future. To achieve this objective, pooled time-series cross-sectional data
from the Panel Study of Income Dynamics was used to estimate the elasticity or
responsiveness of total family income and its components, in particular wages and labor
hours, to economic growth. These elasticities were estimated for four specific family
types—single individuals without children, single-parent families, married couples
without children, and married couples with children—in order to determine if the
poverty-reducing benefits of economic growth vary by family type. Of particular interest
are the estimated elasticities of those demographic groups who now comprise a much
greater share of the overall population as well as the poverty population: single
individuals without children and single-parent families. Specifically, it is hypothesized
that the elasticities of total family income and its components for single individuals

without children and single-parent families are statistically different from these same

10
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elasticities for married couples both with and without children, with the elasticities of this
latter group being larger than those of the former.

If these estimated elasticities reveal that total family income and its components,
specifically labor earnings, for single individuals and single-parent families are relatively
insensitive to economic growth this would seem to indicate that economic growth alone
will not significantly reduce the incidence of poverty among these demographic groups
and that changing demographics have compromised the effectiveness of economic
growth as a poverty-fighting tool. What is more, further significant poverty reductions
stemming from economic growth are much less likely, creating the need for alternative

anti-poverty policies.

11
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CHAPTER TWO: REVIEW OF THE LITERATURE

As discussed in the previous introductory chapter, the poverty rate declined
substantially in the years following World War I, reaching an all-time low of 11.1
percent in 1973. Unfortunately, progress against poverty has significantly slowed since
then. From the mid-1970s until today the poverty rate has followed primarily a cyclical
pattern, rising during recessions and falling during expansions. Again, what is so
disturbing about recent trends in poverty is not the cyclical fluctuations but rather the
definite upward trend that the poverty rate appears to be following over the long run.

As noted previously, the great inroads made against poverty in the immediate
post-war period were the result of a stable economy combined with robust economic
growth. There was the perception at that time that as long as economic growth remained
strong, further consistent declines in poverty were possible.'® The rising output and
incomes associated with this growth would lead to an increase in the well-being of
everyone, particularly those at the bottom of the income distribution. There were those,
however, who did not agree with this argument. Michael Harrington in his book The

Other America and John Kenneth Galbraith in The Affluent Society both raised concerns

that the seemingly widespread prosperity was not so widespread after all and that the

18 Lampman, (1959).

12
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“rising tide” of economic growth had not in fact raised all boats. Galbraith, in particular,
maintained that “modern” poverty was immune to the effects of economic growth.
Modern poverty, according to Galbraith, could be divided into two distinct types:
case poverty and insular poverty. Case poverty stems from certain characteristics peculiar
to a particular individual or family such as “mental deficiency, bad health, ... excessive
procreation, alcohol, insufficient education, or perhaps a combination of several of these”
which prohibit these individuals from participating in the mainstream of economic life.!’
Insular poverty, on the other hand, refers to “islands” or geographic pockets of poverty in
which everyone or nearly everyone is poor because of certain characteristics of the
economic environment. Within these islands of poverty the homing instinct is very
strong such that migration to areas of greater economic opportunity, which historically
has been a very significant means of escaping poverty, is not seen as a viable alternative.
Galbraith did not believe that economic growth was an effective means of
reducing case poverty or insular poverty:
The most certain thing about modern poverty is that it is not efficiently remedied
by a general and tolerably well-distributed advance in income. Case poverty is
not remedied because the specific individual inadequacy precludes employment
and participation in the general advance. Insular poverty is not directly alleviated
because the advance does not necessarily remove the specific frustrations of
environment to which the people of these islands are subject. This is not to say it
has no effect. Secure job opportunities elsewhere, a concomitant of industrial
advance, work against the homing instinct. And so, even more directly, does the
spread of industrialization... But it remains that advance cannot improve the

position of those who, by virtue of self or environment, cannot participate or are
not reached.”

19 Galbraith, (1958), p. 325.
20 ibid, p. 327.

13
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I. Initial Studies of the Effectiveness of Economic Growth in Reducing Poverty

In response to these concerns several studies were conducted on the effectiveness
of economic growth in reducing poverty. Robert Lampman addressed Galbraith, in
particular.”® He noted that with regard to “island” poverty, migration, particularly from
rural to urban areas, had been very instrumental in reducing the poverty rate in the post-
war period. With respect to “case” poverty Lampman maintained that certain
characteristics of the population change over time and, given this, the impact of these
characteristics on the poverty rate changes as well. For example, if individuals who have
a low level of education are more likely to be poor, then as the general population
becomes more educated over time poverty stemming from this characteristic will begin to
decrease. In addition, Lampman noted that Galbraith failed to include in his analysis
those characteristics thought to be most important in determining whether or not an
individual is poor: age, race, and sex of the head of the household.

What is ironic about Lampman’s refutation of Galbraith is that although the
general level of education has risen significantly in the United States over the past several
decades this education has not necessaﬁly gwmteed an escape from poverty. In 1959
when Lampman feported the results of his study to Congress 56.3 percent of the adult
population 'age 25 years and older had less than a high school education; in 2004,

85.2 percent of this same group had at least a high school education, if not more.”? In

1959 only 8.1 percent of the adult population age 25 years and older had earned a college

21 See Lampman, (1959).
2 U.S. Bureau of the Census, (2000a).
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degree; in 2004 this same figure was 27.7 percent, an increase of over 240 percent.
Initially these increases in educational attainment coincided with significant reductions in
poverty, but over the past three decades rising levels of education have been associated
with persistent poverty.

Lampman did concede, however, that some groups in society do not benefit as
much as others from the process of economic growth. Those individuals who do not have
strong ties to the labor market tend to have an immunity to the effects of growth,
specifically those in households having elderly, disabled, or female heads. He concluded
that this would have an impact on the future effectiveness of economic growth in
reducing poverty.

As persons having one or more of these three characteristics (old age, disability,

and female head-ship) come to be a larger part of the remaining low income

population it would seem probable, unless offsetting factors work in the other
direction, that subsequent general growth would do proportionally less to reduce
the number of low incomes.?

Lampman did, however, temper this statement by noting that

the composition of the low income population changes very gradually and it does

not appear that the characteristics of old age, disability, and female-head, which

now account for about one-third of the group will account for as much as one-half
of the low income population for many decades.*

More than four decades have passed since Lampman made that statement and the

composition of the poverty population has changed substantially. In 2004 approximately

2 Lampman, (1959), p. 28.
# ibid.
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44 percent of the poor were either elderly or lived in a family headed by a female.” If, as
Lampman noted, these groups have weaker ties to the labor market, growth may be less
effective in fighting poverty today than it was in the immediate post-war period because
of demographic changes in the composition of the poverty population.

W. H. Locke Anderson, on the other hand, was more supportive of Harrington and
Galbraith, arguing that “the elimination of poverty through ‘trickling down’ is likely to be
slower and more uncertain in the future than it has been in the past”.?® This conclusion
stemmed from Anderson’s “poverty curve”, a sigmoid curvé representing the relationship
between the poverty rate and the log of median income. Anderson hypothesized, given
the shape of the income distribution and a fixed poverty line, that when the vast majority
of the population in a particular society is poor only a few people move above the poverty
line as income grows. As time passes and median income approaches the poverty line,
however, many people spill over the line into relative affluence. On the other hand, as the
general population becomes increasingly affluent, further income growth pulls fewer and
fewer families over the boundary.

There are two significant conclusions that can be drawn from Anderson’s poverty
curve both of which played a significant role in later research. First, by looking expressly
at the relationship between the shape of the income distribution and changes in median
income relative to an absolute poverty line, Anderson showed that in terms of poverty

reduction there are diminishing returns to economic growth over time. As the economy

25 DeNavas-Walt, Proctor, and Lee, (2005), Tables B-1 and B-2.
2 Anderson, (1964), p. 512.
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grows and the center of the income distribution moves to the right fewer and fewer
individuals remain in the left tail of the distribution. Given this, over time more and more
growth is necessary to move consistent numbers above the poverty line. Or, in other
words, a constant growth rate moves fewer and fewer individuals above the poverty line
such that growth appears to be less effective in terms of reducing poverty over time.
Second, Anderson’s poverty curve demonstrates that there may be a certain
portion of the population that is entirely or somewhat immune to the effects of economic
growth. In order to test this particular hypothesis, Anderson divided the total population
into eight subgroups based upon various characteristics, such as race, sex, and age of the
head of the household. He then fitted a series of regressions relating the percentage
change in each subgroup’s median income to the percentage change in deflated personal
income per capita for the population as a whole in order to calculate the elasticity of each
subgroup’s income with respect to economic growth for the years 1947 through 1960.
Not surprisingly, he found that the income of white, non-farm families who were headed
by a male less than 65 years of age were very responsive to growth. However, he also
concluded:
The remaining groups of families—the farm families and the families headed by a
woman or an aged person- are to a great degree isolated from economic growth.
Their median incomes are not reliably responsive to aggregate income. Although
they constitute only about 25 percent of the families in the population, they have

60 percent of the nation’s poor families. For these, income simply does not
“trickle down” directly enough to be counted upon to reduce poverty.”’

2 ibid, p. 524.
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Given this, Anderson maintained that only special government programs could alleviate
poverty among these groups.

Several other studies also attempted to discern the relative importance of
economic growth in reducing poverty and to determine if, in fact, certain groups in
society were bypassed by the benefits of economic growth. This research is summarized
in Table 2.1 below. There are many similarities among these studies both in terms of
methodology and in terms of conclusions. All of the studies used simple reduced form
regression equations to relate changes in the poverty rate over time to certain
macroeconomic variables, for the most part some measure of income and the
unemployment rate. These two particular variables provided the opportunity to
distinguish between secular and cyclical changes in the poverty rate. Several of the
studies also attelmpted to account for the declining impact of economic growth over time
in terms of reducing poverty, as originally proposed by Anderson, by means of the
functional form of the regression equation. Most importantly, however, all of these
studies found a significant inverse relationship at the aggregate level between economic
growth, as represented by changes in income, and the poverty rate, although the
magnitude of this relationship varied considerably across this body of research.

In order to determine, however, if certain portions of the population are immune
to the effects of economic growth a disaggregated analysis, which looks at the response of
the poverty rate of different demégraphic groups to overall economic growth, is
necessary. Nearly all of the studies summarized in Table 2.1 performed this type of

analysis, and it is here that wide variations in results are found. For example, Aaron
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TABLE 2.1

INITIAL STUDIES OF THE EFFECTIVENESS OF ECONOMIC GROWTH IN REDUCING POVERTY

Study Period of Dependent Variable | Independent Variables Major Findings
Analysis
Gallaway (1965) { 1947-1963 natural log of the » median family income For all families, a one percent increase in median family income
poverty rate® + annual average was associated with a 0.6 percent decrease in the incidence of
unemployment rate poverty.
Aaron (1967) 1947-1963 natural log of the * natural log of median For all families, a one percent increase in median family income
poverty rate*® family income was associated with a 1.33 percent decrease in the incidence of
+ natural log of the poverty. For white and non-white families these elasticities were
annual average -1.41 and -1.11, respectively.
unemployment rate
Perl and Solnick | 1947-1964 first difference of the | » percentage change in A one percent increase in personal per capita income was
(1971) poverty rate (AP)* personal per capita associated with a 0.789 percentage point decrease in the poverty
income rate of non-white families.
The incidence of poverty among female-headed families was
unresponsive to changes in personal per capita income over the
period of analysis.
Plotnick and 1965, 1968, | natural log of the pre- | ¢ natural log of mean For all families, a one percent increase in mean family pre-
Skidmore (1975) | 1970, 1972° | transfer poverty rate pre-transfer income transfer income was associated with a 0.97 percent decrease in the

+ natural log of the
unemployment rate

* regional dummy
variable

incidence of pre-transfer poverty. For white families with a male
head under 65 this elasticity was -2.14; for similar black families
this elasticity was -2.97.

The incidence of pre-transfer poverty among female-headed
families was unresponsive to changes in mean pre-transfer
income over the period of analysis.
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Thornton, 1947-1974 first difference of the | ¢ percentage change in Between 1947 and 1963 a one percent increase in real GNP per
Agnello, and poverty rate (AP) real GNP per capita capita was associated with a 0.355 percentage point decrease in
Link (1978) ¢ unemployment rate the poverty rate of all families. Over this same time period these
e percentage change in coefficients were equal to -0.332 and -0.466 for white and non-
real transfer payments white families, respectively.
per capita
¢ interaction dummy Between 1964 and 1974, a one percent increase in real GNP per
variable capita was associated with a 0.146 percentage point decrease in
the poverty rate of all families.
The incidence of poverty among female-headed families was
unresponsive to changes in real GNP per capita over the entire
period of analysis.

Hirsch (1980) 1947-1974 annual percentage ¢ percentage change in A one percent increase in real GNP per capita was associated
change in the poverty real GNP per capita with a 1.163 percentage point decrease in the poverty rate of all
rate ¢ unemployment rate families. For white and non-white families these same

¢ percentage change in coefficients were equal to -1.217 and -0.697, respectively.
real transfer payments
per capita The incidence of poverty among female-headed families was

« interaction dummy unresponsive to changes in real GNP per capita over period of
variable analysis.

Murray (1982) 1950-1980 first difference in the | e first difference in real Correlation coefficient between the poverty rate and real GNP per
poverty rate (AP) GNP per household household equal to -0.69

Notes:

a. The author(s) used a measure of poverty developed by the U.S. Council of Economic Advisors (1964) under which a famin was considered poor if its annual
income fell below $3,000 in 1963 dollars, regardless of its size and composition. The use of this measure does not significantly change the number of
people living in poverty over the period of analysis; however, it does have an impact on the composition of the poverty population.

b. The authors used annual observations of the dependent and independent variables for the years 1965, 1968, 1970, and 1972 in each of the four census
regions: Northeast, Northcentral, South, and West. This produced 16 observations on each variable for each regression equation.
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found the poverty rate of white families more responsive to changes in median income
than the poverty rate of nonwhite families. On the other hand, he found the incidence of
poverty among non-whites more sensitive to changes in the unemployment rate than their
white counterparts. These findings are not very surprising given the high degree of racial
discrimination in practice over the period of analysis. Plotnick and Skidmore, however,
obtained just the opposite results, finding the incidence of poverty among non-whites
more sensitive to economic growth and less sensitive to fluctuations in the unemployment
rate than whites. Thomtor_l, Agnello, and Link, on the other hand, concluded that non-
whites were more sensitive to changes in both income and the unemployment rate, but
Hirsch using the same data and almost identical methodology came to conclusions similar
to those of Aaron. However, all of the studies that performed a disaggregated analysis
found the poverty rate of female-headed families and the elderly either less responsive or
completely unresponsive to changes in income, and thereby economic growth, consistent
with the earlier research of Lampman and Anderson.

Why such conflicting results when using disaggregated data? This inconsistency
in results could be caused by differences in methodology or data, such as variations in the
functional form of the regression equation, the period of analysis, or the specific measures
used to capture secular and cyclical effects. For example, the seven studies included in
Table 2.1 utilized four different measures of economic growth: median family income,
mean pre-transfer income, percentage change in real GNP per capita, and the first
difference in real GNP per household. However, two of the studies, Thornton et al. and

Hirsch, used the exact same data and employed almost identical methodologies, the only
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difference between the two being the choice of the dependent variable; Thomnton,
Agnello, and Link used the first difference of the poverty rate while Hirsch used the
percentage change in the poverty rate as the dependent variable. This slight difference,
however, as noted above, lead to quite different conclusions.

Gottschalk and Danziger examined this issue in great depth.® They estimated a
large number of time-series regressions similar in form to those found in previous studies,
regressing the natural log of the official poverty rate against measures of economic
growth, cyclical conditions, and cash transfers. Specifically, they used three different
measures of economic growth: real GNP per household, real median family income, and a
simple quadratic time trend. In addition, they estimated these regression equations over
two different time periods: 1966-1982 and 1949-1982. After running several series of
regressions Gottschalk and Danziger found that minor, seemingly unimportant changes in
functional form or variable measure had a significant effect on the results, substantially
changing the value and the significance of the regression coefficients. For example, when
the log of real median family income was used as a proxy for economic growth, both the
unemployment rate and cash transfers were insignificant, implying that only economic
growth had an impact on the poverty rate over the period of analysis. However, when the
log of real GNP per household was used to measure economic growth instead, the results
were reversed: Economic growth had no impact on the incidence of poverty; only the
unemployment rate and cash transfers were weakly significant. Varying the time period

of analysis did not improve the stability of the coefficients either.

8 See Gottschalk and Danziger, (1983).
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Gottschalk and Danziger concluded that the instability of the regression
coefficients was due to the presence of multicollinearity among the independent variables.
The unemployment rate, cash transfer payments, and measures of economic growth, such
as real median family income or real GNP per household, tend to be highly collinear.
Median family income and GNP per household contain a secular component that reflects
real economic growth, but they also contain a cyclical component whose fluctuations may
mirror fluctuations in the unemployment rate. Transfer payments also have a secular and
cyclical component which may cause them to move in a fashion similar to the
unemployment rate and measures of economic growth. Because of the presence of

- multicollinearity, the coefficients in these regressions have high standard errors causing
the results to vary widely. Given this, Gottschalk and Danziger concluded that

previous estimates from time-series regressions of the relative importance of

growth and transfers in reducing poverty should be viewed with a great deal of

skepticism. Running such regressions with highly collinear series is basically a

futile exercise if one is interested in understanding the relationship between

economic growth, increases in transfers, and poverty reduction.”

Because of the instability of the regression coefficients these reduced form models
cannot provide consistent information on the relative effectiveness of economic growth in
reducing poverty. However, even if these types of models did provide stable coefficients
they would only reveal the direction and the magnitude of the relationship between
economic growth and poverty; they would convey nothing about the underlying process

through which growth reduces the incidence of poverty. In other words, these models

only tell us if growth is more or less effective in terms of reducing poverty, but they do

» Gottschalk and Danziger, (1983), p. 17.
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not reveal why this is the case or what may have caused a breakdown in the relationship
between economic growth and poverty.

Another criticism of early research on the relationship between economic growth
and poverty is that it did not take into account.changes in the shape of the distribution of
income. The poverty rate is affected not only by changes in the mean of the income
distribution caused by economic growth and cyclical fluctuations but also by changes in
the dispersion of that income about the mean. The use of real GNP per household or real
median family income as a measure of growth only takes into account changes in poverty
caused by changes in the central tendency of the income distribution. However, if
income inequality is growing at the same time the mean of the distribution is increasing
poverty may rise despite economic growth.

Taking the deficiencies found in earlier work into account, Gottschalk and
Danziger developed a “conceptual framework that links cyclical and secular changes in
macroeconomic activity to moments in the income distribution, and thus to changes in
poverty”.** They defined poverty as the area under the density function of the distribution
of income to the left of a fixed poverty line. Given this, poverty will change if there are
changes in either the mean or the shape of the distribution of income. Changes in the
mean of the income distribution reflect secular and cyclical changes in macroeconomic
variables. For example, as economic growth increases income, the mean of the income
distribution increases as well causing the distribution of income to shift to the right,

thereby reducing poverty. On the other hand, changes in the dispersion of the income

30 Gottschalk and Danziger, (1983), p. 3.
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distribution are associated with changes in income inequality which also affect the
incidence of poverty. For example, if income inequality increases the distribution of
income becomes flatter pushing more individuals to the left of a fixed poverty line,
thereby increasing poverty.

In order to determine the effectiveness of economic growth in reducing poverty
relative to cash transfers, Gottschalk and Danziger assumed that all income was either
market derived or in the form of cash transfers. The joint distribution of this market and
transfer income was assumed to be a displaced log-normal distribution with the following
three parameters: p;, 6%, and c, where ¢ is a displacement factor which reflects the
skewness of this joint income distribution. Further, they assumed that this distribution
was fully specified by these three parameters, such that changes in tﬁe poverty rate could

be de-composed into changes in these three parameters, as expressed in the following

equation:
dPr _ oPr du d dPr do*, doy , do%; dPrdc
dt apl[ Tt "1 +802 [dt *2 dt  Tdt 1+ oc dt
Where
Pr = poverty rate
t = time
#; = mean of the joint distribution of market and transfer

income

My = mean market income

pur = mean cash transfer income

q,
Il

variance of the joint distribution of market and transfer

income
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o’y = variance of market income
c’; = variance of transfer income
our = covariance of market and transfer income®!

displacement factor

o
It

Using data from the Current Population Survey for the years 1967 through 1981,
Gottschalk and Danziger decomposed changes in the poverty rate into components that
reflected changes in the underlying moments of the joint distribution of market and
transfer income. Between 1967 and 1981 the official poverty rate declined negligibly,
falling by a mere .3 percentage points. However, when this change is decomposed into
the elements specified in the above equation a much richer story emerges. In the absence
of all other factors, changes in mean market income over this period would have caused
the poverty rate to decline by 3.2 percentage points. However, changes in the variance of
market income over this same time period caused the poverty rate to increase by 3.3
percentage points, negating the influence of rising market incomes. Changes in the
displacement or skewness factor also caused an increase in the incidence of poverty.
However, rising mean transfer income over this period outweighed both of these factors,
leading to an overall decrease in the poverty rate.

Gottschalk and Danziger also performed a disaggregated analysis, decomposing

changes in the poverty rate over time for three groups in particular: young men less than

3 This co-variance term is assumed to be non-zero. It reflects the fact that market income varies

with cash transfers due to labor supply responses and that cash transfers vary with market income
if these transfers are means-tested.
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25 years of age; prime-aged men, age 25 to 64 years; and the elderly.”> Not surprisingly,
changes in both the mean and the variance of market income had a much larger impact on
the poverty rates of young and prime-aged men than did changes in the mean and
variance of cash transfers. The incidence of poverty among the elderly, on the other hand,
was influenced more by fluctuations in transfers than changes in market income. The
most significant contribution of this research, however, was its emphasis on the
tremendous impact that changes in the dispersion of income had on the poverty rate
which had hitherto been ignored by other researchers.

There are, however, some drawbacks to the work of Gottschalk and Danziger.
Like earlier research in this area, it does not reveal the underlying process through which
economic growth reduces poverty and why that process may be less effective at this point
in time. Market and transfer incomes are a function of several variables and changes in
the mean values and dispersion of these sources of income stem from various sources.
Changes in the distribution of income certainly offer one a place to start but they do not
tell the entire story. While Gottschalk and Danziger’s methodology avoids the problem
of multicollinearity associated with earlier work and certainly provides a much richer
analysis, their inability to perform a more disaggregated analysis, however, is a major
weakness given the heterogeneity of the poverty population and the increasing number of

poor families headed by women.

32 Gottschalk and Danziger were unable to perform a disaggregated analysis by either race or sex

because the displaced log-normal distribution was not a good approximation of the income
distribution of either blacks or women over this time period.
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During the 1990s a new body of research emerged on the relationship between the
incidence of poverty and economic growth. The focus of these studies, however, was
different from those that had preceded them. Rather than trying to determine the relative
effectiveness of economic growth in reducing poverty and to what extent particular
groups in society benefitted from this growth, this new research focused on the seeming
unresponsiveness of the poverty rate to economic growth over the economic expansion of

the 1980s.

II. Later Studies of the Effectiveness of Economic Growth in Reducing Poverty

As noted previously in Chapter 1, the poverty rate declined substantially in the
immediate post-World War II period. Between 1947 and 1969, the poverty rate fell by
nearly 20 percentage points, from 32 percent to 12.1 percent. This significant reduction
in the poverty rate was the result of a robust economy paired with strong economic
growth. On the other hand, the economically turbulent years of the 1970s saw very little
in the way of poverty reduction. After reaching a historical low of 11.1 percent in 1973,
the poverty rate fluctuated with the business cycle over the remainder of the 1970s; at the
end of this ten-year period the poverty rate stood at 11.7 percent.

In January of 1980 the U.S. economy entered into a short-lived recession; by July
of the same year the economy was already moving into a recovery. Regardless of its short
duration, however, the impact of this recession on the incidence of poverty was
significant; pushing the poverty rate to 13 percent in 1980. Just one year later the

economy again fell into a recession and the poverty rate edged higher to 14 percent in

28

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



1981. Although the recovery officially began in November of 1982 the poverty rate
continued to increase, reaching 15.2 percent in 1983, the highest it had been in almost
twenty years.

Following these back-to-back recessions the poverty rate fell but, as noted earlier,
not all the way back to its prior cyclical low. In 1989, the peak of the 1980s expansion,
the poverty rate of 12.8 percent was higher than it had been twenty years earlier in 1969 at
the peak of the 1960s expansion. It is certainly not surprising that little or no progress
was made against poverty in the 1970s, a decade characterized by relatively slow
economic growth, rising unemployment, and inflation. However, the expansion that
followed the back-to-back recessions of the early 1980s was, at that time, the second
longest in the post-war period, second only to the expansion of the 1960s and that by only
14 months. These two periods were similar in other ways as well. Between 1963 and
1969 real gross national product (GNP) grew by 34.7 percent, while between 1983 and
1989 real GNP grew by 30.1 percent.*®> The unemployment rate fell by 37 percent over
the 1960s expansion while declining 45.3 percent in the later expansion. Prices also grew
at a very similar rate during the two periods: The inflation rate was 24.8 percent between
1963 and 1969 and 26.3 percent between 1983 and 1989. Given these strong similarities
in the performance of certain macroeconomic variables, why didn’t the poverty rate
respond to overall macroeconomic conditions in the 1980s in the same way that it did in
the 1960s? Between 1963 and 1969 the poverty rate fell by 37.9 percent but declined by

only 15.8 percent between 1983 and 1989. Was there a change in the relationship

3 Blank, (1993), Table 2.3.
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between the poverty rate and the performance of the macroeconomy, or was some other
factor at work driving a wedge between the two variables? The purpose of this second

group of studies was to answer this question.

Cutler and Katz investigated this issue closely.** Using a model originally
developed by Blank and Blinder, they estimated the relationship between
macroeconomic activity and the poverty rate for the years 1959-1989 using the following
equation:®

P = Bt By (P/Y) + By + Byu + BT + Bs pyy + &

Where:
p. = poverty rate at time ¢
(P/Y) = ratio of the poverty line to median or mean family
income
T, = inflation rate (measured by changes in the CPI)

u, = unemployment rate for men aged 25-54 years

~
Il

post-1983 time trend

pH' = lagged poverty rate

error term

£°
fl

The ratio of the poverty line to median or mean family income controls for the density of
the income distribution near the poverty line. It captures both the impact of economic

growth on the incidence of poverty and the diminishing returns to growth over time. The

34 See Cutler and Katz, (1991).
35 See Blank and Blinder, (1986).
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unemployment rate and the inflation rate capture the impact of cyclical conditions on the
poverty rate. The post-1983 time trend captures any break in the relationship between
macroeconomic conditions and the poverty rate. Finally, a lagged value of the poverty
rate is included to control for any long-lasting effects of macroeconomic shocks on the
poverty rate. The estimated coefficients for this model are presented below in Table 2.2.

Like earlier research performed in the 1960s and 1970s, Cutler and Katz found a
strong relationship between economic growth, as measured by the ratio of the poverty line
to median or mean family income, and the incidence of poverty. They also found changes
in the unemployment rate to be a significant source of fluctuations in the poverty rate.
The inflation rate, on the other hand, was either insignificant or weakly significant in all
the regressions performed by Cutler and Katz, implying that changes in the price level
have very little influence on the poverty rate. It is not difficult to see why this might be
the case. Inflation may lead to an increase in poverty among those who rely on nominally
fixed payments for a portion of their income. In terms of the poverty population,
however, this impact is dampened by the fact that only a small proportion of the poor
receive non-indexed cash transfer payments; the largest cash transfer program, Social
Security, is adjusted for the effects of inflation.*® Furthermore, these non-indexed,
means-tested cash transfers are too limited in most states to lift very few families above
the poverty line.”” An increase in the price level might increase the poverty gap, the

average amount of income necessary to bring all poor individuals up to the poverty line,

36 Tin, (1996), and Lester and Tin, (2004).
37 Blank, (1993).
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TABLE 2.2

PARAMETER ESTIMATES OF THE RELATIONSHIP BETWEEN THE
POVERTY RATE AND MACROECONOMIC PERFORMANCE, 1959-1989
AS ESTIMATED BY CUTLER AND KATZ, (1991)

poverty :
line/ poverty unemploy- Post- Lagged

median line/mean inflation ment 1983 poverty
income income rate rate trend rate R?
0645  aeemee- -0.078 0.277 0.346 e 0.988
(0.021) (0.034) (0.048) (0.058)

0411  eeeeee 0.028 0.263 0.232 0.388 0.991

-(0.066) - (0.039) (0.039) (0.057) ~ (0.101)y
------- 0.371 0.050 0.358 0.316 0.479 0.990

(0.067) (0.040) (0.046) 0.073)  (0.098)

Notes: Standard errors are in parentheses. The dependent variable in all three
specifications is the official poverty rate.

Source: Cutler and Katz, (1991), Table 1.

but it wouldn’t have much impact on the overall incidence of poverty. The most
significant of their results, however, stems from the coefficient on the post-1983 trend
variable. This coefficient is positive and significant, implying an increase in the poverty
rate between 1983 and 1989 of between .23 and .35 percentage points per year that cannot
be attributed to changes in macroeconomic variables.

While this particular set of variables does explain a significant portion of the
variation in the poverty rate over time, it clearly does not explain everything. Cutler and
Katz re-estimated the regression equations in Table 2.2 using data only through 1983.

These estimated equations were then used to predict the poverty rate between 1984 and
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1989. These regression equations produced estimates significantly below actual poverty
rates over this time period. If the median-income equation is used (including the lagged
value of the poverty rate) the difference between the estimated poverty rate and the actual
poverty rate is 2.1 percentage points in 1989; if the mean-income equation is used, on the
other hand, the difference is 3.4 percentage points in 1989.

Given this, it is clear that other factors are also important in terms of explaining
the incidence of poverty, and it may be these factors that are driving a wedge between
macroeconomic performance and the incidence of poverty. Cutler and Katz examined
three possible explanations for abnormally high poverty rates in the 1980s: changing
factor payments, changes in the composition of families, and increasing wage inequality.

One potential explanation for unusually high poverty rates in the 1980s is that the
economic expansion of the 1980s disproportionately benefitted capital relative to labor.
Income stemming from capital ownership, such as personal interest income and
dividends, grew more quickly over the 1980s than did labor income. Since the ownership
of capital is more concentrated at the top of the income distribution a shift in national
income from labor to capital could lead to increased income inequality, and thereby a
greater incidence of poverty. To evaluate this explanation, Cutler and Katz calculated
labor’s share of national income, measured by the following ratio of labor payments to
total factor compensation, from 1950 to 1989:

(employee compensation + 2/3 of proprietors’ income)

(employee compensation + proprietors’ income + net interest
+ corporate profits + depreciation + personal rental income)
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Cutler and Katz found this ratio relatively constant between 1979 and 1989, and,
therefore, dismissed changing factor shares as an explanation for the high poverty rates of
the 1980s.

A second possible explanation is that changes in family composition have lead to
higher poverty rates. As noted in the introduction, over the last forty-five years there has
been a significant shift in the population away from married-couple families to single-
parent families, predominantly female-headed families. Female-headed families have
higher poverty rates than do married-couple families such that an increase in the number
of female-headed households could lead to higher overall poverty rates.

To test this hypothesis Cutler and Katz compared changes in the actual poverty
rate between 1963 and 1989 to changes in a fixed-weighted poverty rate, “constructed by
taking the poverty rate for each family type in each year and weighting it by the average
share of the population in that family type over the entire period”.>® Based on this
measure, they concluded that changes in family composition had a significant impact on
the poverty rate over time. For example, the poverty rate in 1989 would have been more
than one percentage point lower than its actual value if the demographic composition of
the population in that year had matched the average composition over the entire period.

Regardless of this fact, however, Cutler and Katz did not attribute higher poverty
rates in the 1980s to changes in family structure. They noted, first of all, the timing of the
demographic shift; changes in family structure occurred throughout the entire 1963-1989

period, but the most significant changes occurred prior to 1980. If the change in the

38 Cutler and Katz, (1991), p. 21.
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composition of families was primarily responsible for the high poverty rates of the 1980s,
then we should have seen higher poverty rates in the 1960s and 1970s as well when most
of the demographic shift occurred. However, the 1960s, as noted earlier, were
characterized by dramatic declines in poverty while the 1970s were associated with
relatively stable poverty rates.

Cutler and Katz also rejected this hypothesis because, while they attributed the
higher level of poverty to changes in family structure, they maintained that the overall
trend in the poverty rate was driven by other factors. They based this conclusion on the
fact that changes in the actual poverty rate were quite similar to changes in their fixed-
weighted poverty rate in both the 1963-1969 period and the 1983-1989 period. Between
1963 and 1969 the actual poverty rate declined by 7.3 percentage points while their
adjusted poverty rate fell by 8 percentage points; between 1983 and 1989 the actual
poverty rate declined by 2.2 percentage points while their adjusted rate fell by 2.6
percentage points. The implication of this is that something else, other than changes in
family composition, was driving the overall trend in the poverty rate in both periods.
During the 1970s, however, the two series diverge; the actual poverty rate declined by
only 1.6 percentage points between 1969 and 1979 but the fixed-weighted poverty rate
declined by 3.7 percentage points. Given this, they concluded:

Thus, to the extent that changes in family structure are exogenous, part of the

steadiness of poverty rates in the 1970s can be explained by these changes;

changing family structure, however, does not appear to explain poverty trends in
the 1960s or 1980s.%

39 Cutler and Katz, (1991), pp. 22-23.
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There are several problems with this analysis. First, Cutler and Katz do not
explain why changes in the actual poverty rate and the adjusted poverty rate diverge in the
1970s. If there is any time period that these two series should mirror one another it
should be in the 1970s when the average population weights would most closely
approximate the actual weights. If the only difference between the actual poverty rate and
the adjusted poverty rate over time is the weights used to calculate them, why do these
two series diverge in the 1970s?

Second, regarding the timing of the changes in family composition, one must keep .
in mind that family structure was not the only factor affecting the incidence of poverty
that was changing over this time period. Other variables that influence the poverty rate
were also changing between 1963 and 1989, variables that could dampen the effects of
changes in family structure on the poverty rate or exacerbate them. For example,
throughout the 1960s and early 1970s, when much of the demographic shift occurred,
both real wages and government transfers to poor families increased significantly,
reducing the impact of changing family structure on the poverty rate over this time period.
On the other hand, beginning in the mid-1970s real wages began to stagnate for those at
the bottom of the income distribution. In addition, the Reagan retrenchment of the 1980s
was associated with a decline in means-tested cash transfers. These falling transfer
payments and stagnating real wages compounded the effects of changing family structure

on the incidence of poverty. Given this, the fact that the poverty rate declined throughout

the 1960s and early 1970s when much of the demographic shift occurred does not mean
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