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¢ The Federal Reserve System is responsible for formulating and
implementing U.S. monetary policy. It also supervises banks
and bank holding companies and provides financial services to

depository institutions and the federal government.

The Federal Reserve Bank of Cleveland is one of 12 regional Reserve
Banks in the United States that, together with the Board of Governors
in Washington, D.C., comprise the Federal Reserve System.

The Federal Reserve Bank of Cleveland, including its branch offices
in Cincinnati and Pittsburgh, serves the Fourth Federal Reserve
District (Ohio, western Pennsylvania, the northern panhandle of

West Virginia, and eastern Kentucky).

It is the policy of the Federal Reserve Bank of Cleveland to provide
equal employment opportunity for all employees and applicants
without regard to race, color, religion, sex, national origin, age, or

disability.
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President’s Foreword

Resilience defined the U.S. economy in 2006.
Despite risks posed by inflation and the housing
sector, the economy continued to expand at a
steady pace, creating millions of new jobs and

maintaining a relatively low unemployment rate.

Nevertheless, within one of the wealthiest and
most productive nations in the world, millions
of our citizens continue to live in poverty. The
U.S. poverty rate has stalled for the past 30 years
and remains among the highest of all developed

countries today.

Poverty imposes significant costs: the personal
costs faced by those who live in poverty, and
the national costs associated with poverty’s conse-
quences. People who grow up in poverty tend
to acquire fewer job skills, earn less money, and
experience worse health than those who are
better off. Poor people also tend to live at the
margins of our financial system, sometimes paying
more for financial services than necessary and

finding it difficult to accumulate savings.

Poverty saps the strength from communities as well
as from people. In cities that are already coping
with the stresses of industrial transformation,
poverty is yet another obstacle to community
development. Civic leaders struggle to provide
housing, health care, and family assistance to
their poorest residents. Sadly, too, children make
up the largest share of people living in poverty

today. They—and we—will live with the social
and economic consequences of their deprivation

for decades to come.

This year’s Annual Report essay reviews the
persistence of poverty in America and suggests
some reasons why the economy’s rising tide has
failed to lift all boats. In the end, we encourage
civic leaders and policymakers to consider the
crucial difference that better education and skill
building can make in reducing poverty. Not
surprisingly, the sooner children enjoy positive
educational experiences, the greater the benefits

for both them and society.

This essay is the latest in the Bank’s ongoing
research efforts to better understand the role that
education, innovation, and human capital play

in driving long-term economic growth.
.

Our research function is among many areas

of the Bank that contributed to advancing our
strategic objectives of leadership in thought and
deed, operational excellence, and external focus
in 2006.

Leadership in thought and deed challenges
employees to help shape the policies, strategies, and
practices of the Federal Reserve System. In 2006,
the Bank’s staff provided strong support in the
areas of research, payments, banking supervision,

and eGovernment assistance to the U.S. Treasury.
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In 2006, the Bank also made great strides in our
strategic objective of operational excellence. The
Bank’s Cash and Check functions experienced
significant growth, and our eGovernment and
Treasury Retail Securities areas continued to
maintain the highest levels of customer service

and support.

Our third strategic objective, external focus,
saw considerable progress as well, highlighted
by the first full year of operation for our new
Learning Center and Money Museum. More
than 10,000 children and adults toured this
facility to learn more about what gives money
value. The Operational Highlights section of
this report provides greater detail on all of these

achievements.
'S

The Bank’s boards of directors and advisory
councils in Cleveland, Cincinnati, and Pittsburgh
provided outstanding support in guiding our

success during the past year.

I'am particularly indebted to our retiring chairman,
Charles E. Bunch (chairman and CEO, PPG
Industries), for his 10 years of outstanding service
to the Federal Reserve Bank of Cleveland. His
strong leadership —first as director and chairman of
our Pittsburgh board and then as director, deputy
chair, and chairman of our Cleveland board —has
helped our Bank achieve remarkable growth and

innovation during a decade of significant change.

I also extend my appreciation to another longtime
director, Stephen P. Wilson (chairman, president,
and CEQO, Lebanon Citizens National Bank).

His nine years of service on the Cincinnati and
Cleveland boards, including leadership on two
board committees, have been marked by both

lively debate and informed counsel.

Thanks also go to Charles Whitehead (retired
president, Ashland Inc. Foundation) for six
years of service on the Cincinnati board; and to
James I. Mitnick (senior vice president, Turner
Construction Company) and Kristine N. Molnar
(executive vice president, WesBanco Bank) for
six years of service on the Pittsburgh board.
These three branch directors served in various
leadership capacities on our board committees,

and their insights have been invaluable.

The Federal Reserve Bank of Cleveland has
defined a challenging strategic direction to drive
our success in 2007 and beyond. To achieve our
goals in thought leadership, operational excellence,
and external focus, we depend on the brainpower,
skills, and dedication of more than 1,500 employees
in Cleveland, Cincinnati, and Pittsburgh.

Our Bank’s officers and staff are the bedrock of
all of our Bank’s efforts to innovate and grow, and

I offer them my heartfelt appreciation.

It is my continuing privilege to lead the Federal

Reserve Bank of Cleveland.

Sandra Pianalto
President and Chief Executive Officer
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Understanding the
Persistence of Poverty

Of course, they would have been wrong. Despite a variety of programs designed to lessen
poverty—and some real successes over the years—the latest data indicate that more than
12 percent of U.S. residents still live below the poverty line (see box on page &8 for official definition
of poverty). The Fourth Federal Reserve District itself contains two cities that currently rank

among the top 10 poorest major cities in America: Cleveland and Cincinnati.2

The persistence of poverty over the past few decades has led to many new initiatives to better
understand the causes and consequences of poverty, including recent efforts by the Federal

Reserve System and the Federal Reserve Bank of Cleveland (se¢ box on page 10).
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Defining Poverty

o understand exactly who falls into the category of “poor,” we
turn to the U.S. Census Bureau. The bureau publishes annual poverty
statistics based on established thresholds and adjusts them for inflation
each year using the Consumer Price Index. For 2006, a family of four
was considered in poverty if its annual income fell below $20,444.
For a couple under age 65, the poverty threshold was $13,500, and
for an individual living alone, it was $10,488.

The official definition of poverty has changed little since 1969,

when the Bureau of the Budget accepted thresholds set forth by

Mollie Orshansky, a statistician at the Social Security Administration.
Having grown up in poverty herself, Orshansky

spent her career advocating for children'’s
welfare. In 1958, she set out to estimate the
incidence of childhood poverty in order to make
these children and their families more visible

to the decision makers involved in developing

Mollie Orshansky developed
the first U.S. poverty thresh-
olds in the 1960s—formulas
that are still in place for
defining poverty today.

policies and programs for the poor.

By 1964, Orshansky had perfected a formula

for determining poverty thresholds. Using the
“economy food plan” she had helped to develop
while working at the U.S. Department of Agriculture, she estimated the
minimum cost of food for families of various sizes. Applying the ratio
of food expenditures to after-tax income from the 1955 Household
Food Consumption Survey, Orshansky created a detailed matrix of
poverty thresholds. The Bureau of the Budget adopted these thresholds
(with minor revisions) as the federal government’s official definition
of poverty in 1969.

Today, the thresholds are used for statistical purposes to quantify
Americans living in poverty. Poverty guidelines, a simplified version of
the federal poverty thresholds, are typically used for administrative
purposes, such as determining financial eligibility for certain federal
programs. These guidelines are issued annually in the Federal
Register by the Department of Health and Human Services.

Sources: Cassidy (2006); Fisher (1997); U.S. Department of Commerce, Bureau
of the Census; Social Security Administration; and U.S. Department of Health and
Human Services.

Poverty imposes punishing effects on individuals,

families, and communities:

# Studies show a link between poverty and health,
including a higher prevalence of chronic illnesses,
more frequent and severe disease complications,
and increased demands and costs for health-care

services.?

# Poverty is linked to increased rates of teenage
pregnancy, which can cause these children to face

greater health-care and education challenges.

# Schooling outcomes are affected by poverty.
Research shows that increases in income directly
raise test performance results for students, even

after controlling for other changes.?

* Poverty can also affect crime. In a recent social
experiment that relocated families from poor to
less-poor areas, violent criminal activity fell among

the relocated residents.3

Unfortunately, poverty seems as entrenched as ever
in our society. In this essay, we address three major

questions:

+ Why have 40 years of steady real economic growth
failed to eliminate poverty?

+ Why haven’t antipoverty programs eliminated

poverty?

¢ What can we learn from substantial shifts in
poverty within the Fourth Federal Reserve District

over the past few decades?

We know that our results will not be the final word
on this longstanding issue. Every society faces a
tradeoff between practicing benevolence through
direct transfers and promoting incentives to engage

in work and create wealth. We suggest that programs

1. Johnson (1965).

2. Schweitzer and Rudick (2007).

3. Woolf, Johnson, and Geiger (2006).

4. Dahl and Lochner (2005).

5. Ludwig, Duncan, and Hirschfield (2001).
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encouraging the production of human capital through
education and training may be the most fruitful
approach to fighting the battle against poverty. This
approach may also be the most self-sustaining for

future generations.

As with all important research topics, a major part of
the effort is finding and refining new questions that
need to be answered. Still, we hope that this essay
leads to a better understanding of the issues that have
kept poverty rates high and the policies that may help

end the war on poverty.

Why Hasn’t Economic
Growth Eliminated Poverty?

U.S. economic growth over the past half-century has
been staggering in historical terms. Even after adjusting
for inflation, per capita income for the median state
has grown from about $10,000 per year in 1960 to
roughly $30,000 in 2005 (see figure 7). Although

per capita income still differs across the states, even
the state with the lowest per capita income in the
early 1960s saw its income nearly triple over the next

45 years.

In the United States, for an average individual, one
hour of work in 2005 bought more than twice as many
goods as it did in 1960. Over the long term, small
percentage changes in annual income growth lead to
large changes in overall income levels. For example,
suppose two individuals earned the average house-
hold income of $3,815 in 1950. The individual whose
income grew at a 1 percent annualized rate would
make about $6,600 in 2005, while the individual
whose income grew at a 3 percent annualized rate
would make about $19,400—roughly three times the

former amount.

Although the growth in real income has been impres-
sive, the gains have not reached everyone. As many
observers have commented, the difference between the
“haves” and the “havenots” has grown substantially

over the past 30 years or so.

Figure 1 Real Per Capita Income Growth of U.S. States
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fifth-lowest-income state.

Sources: Authors’ calculations and U.S. Department of Commerce, Bureau of Economic
Analysis.

As shown in figure 2, income inequality has clearly
increased in the United States over the past few
decades. This figure depicts the growth rates of real
wages between 1962 and 2005 at different points of
the income distribution.® An upward-sloping line
indicates that high earners (at the upper end of the
income distribution) saw much larger increases than
those who earned less (at the lower end of the income

distribution).

Individuals at different points of the income distribu-
tion change; we know that relatively few of today’s
workers were working in 1962. But today’s lowest-
income workers earn only slightly more in real terms
than did the lowestincome earners in 1962. At the
low end of the income distribution (5th percentile),
real incomes have increased just $1,100 over the past

four decades, to $13,500 in 2005.

6. For the purposes of this example, wages and income both refer
to annual labor income of full-time workers. Our methodologies
follow Juhn, Murphy, and Pierce (1993).
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Federal Reserve
Keeps a Spotlight on Poverty

he Community Affairs function of the Federal Reserve System is dedicated to supporting the System's

economic growth objectives by promoting community development and fair and impartial access to

credit. Each of the 12 Federal Reserve Banks, along with the Board of Governors, has a Community

Affairs Office that works to address issues threatening

community reinvestment and asset accumulation,

particularly among low- and moderate-income communities.

Here in the Fourth District, poverty is an issue not
just in urban areas like Cleveland and Cincinnati
but also in smaller cities and rural areas. By
keeping a spotlight on poverty, Community Affairs
believes we will move toward a more in-depth
understanding of the issue.

Dr. William Julius Wilson, professor and director of the Joblessness and Urban
Poverty Research Program at Harvard University, gave the keynote address at the
Federal Reserve Bank of Cleveland's 2006 Community Development Policy Summit.

In June 2006, the Federal Reserve Bank of
Cleveland focused its annual Community Develop-
ment Policy Summit on concentrated poverty. The
goal was to examine this issue from a community
development perspective, versus the more tradi-
tional social services approach. The conference
drew policymakers, bankers, researchers, and
community development practitioners from across
the region, all eager to share experiences, insights,
and ideas.

President Sandra Pianalto explained in her opening
address why the Federal Reserve is so dedicated to
the analysis of poverty:

We are committed to the goals of community
development. Our Community Affairs program
helps us fulfill one of our most important public
policy mandates—to enforce fair-lending
regulations that protect consumers in the
financial marketplace. We also believe that
understanding the issues behind concentrated
poverty will help us better assess overall

economic performance.

In addition, the Community Affairs offices across
the Federal Reserve System have teamed with the
Brookings Institution on a study of concentrated
poverty. This study is looking at the causes and
consequences of concentrated poverty in a variety
of communities (rural and urban, immigrant and
nonimmigrant, minority and nonminority) nation-
wide. The Federal Reserve strongly believes that
a deeper understanding of this phenomenon will
help public and private entities better integrate
community reinvestment activities with traditional

social services activities.

Note: Conference proceedings for the Federal Reserve Bank of Cleveland’s 2006 Community Development Policy Summit

are available online at www.clevelandfed.org/CommAffairs/Co

nf2006/June/Index.cfm.
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The story is very different among upperincome
earners (see table 7). Forty years of annual real
income gains above 1 percent have accumulated
into significantly higher real earnings: $110,000

in 2005 versus $67,200 in 1962 for the top b percent
of earners (95th percentile). These substantial
differences reveal that much of the average income
gains seen nationally have been realized by relatively

high earners.

Unfortunately, no one is entirely certain about what
causes income inequality. Some researchers believe
that increased globalization may contribute to inequality
through immigration. Others cite the importance

of international trade patterns, outsourcing, and
changing institutions, such as the long-term decline

in union membership.

One prominent theory behind income inequality is
what economists refer to as “skill-biased” technological
change. That is, workers who acquire the appropriate
skills can take advantage of new technologies and
increase their wages, while unskilled workers cannot.
In fact, research has documented that large bursts

in technological advances—for example, during the
Industrial Revolution that began in the eighteenth
century or perhaps in today’s Information Age—lead
to greater income inequality.” Increasing inequality,
then, may be a natural outcome of the labor market
in response to changing fundamentals underlying the

supply and demand of labor.

A logical way for workers to combat these labor
market forces and increase their incomes is to acquire
additional education and skills. The strength of this
theory is evident in table 1, which lists real annual
income by educational attainment at different points
in the income distribution. In 1962, a high-school
dropout who was the median earner for that group
(the 50th percentile) earned $29,100 annually.
However, a college graduate at the same percentile

earned $44,000 annually.

Figure 2 Real Wage Growth Across the
Income Distribution, 1962-2005

Annualized percent change in real annual labor income
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Note: Labor income includes income from wages and salaries.
Figure is computed for full-time, full-year workers who are not
self-employed. Percentiles are listed in ascending order of the
income distribution. For example, p10 indicates the point at
which only 10 percent of the working population earns less than
these workers, while p90 indicates the point at which 90 percent
of the working population earns less than these workers.

Sources: Authors’ calculations; U.S. Department of Commerce,
Bureau of the Census; and U.S. Department of Labor, Bureau of
Labor Statistics, Current Population Survey.

Table 1 Real Annual Income, 1962

5th Percentile

Wage Earner

50th Percentile

Wage Earner

95th Percentile

Wage Earner

High-School Dropout ~ $ 10,100 $ 29,100 $ 54,900
High-School Graduate ~ $ 13,400 $ 32,300 $ 63,400
College Graduate $ 20,100 $ 44,000 $ 97,000
Graduate School $ 19,400 $ 48,500 $ 109,900
All $ 12,400 $ 32,300 $ 67,200

Real Annual Income, 2005

5th Percentile

Wage Earner

50th Percentile

Wage Earner

95th Percentile

Wage Earner

High-School Dropout ~ $ 10,000 $ 21,200 $ 54,600
High-School Graduate ~ $ 12,400 $ 30,000 $ 72,000
College Graduate $ 19,500 $ 49,000 $ 136,000
Graduate School $ 25,000 $ 65,000 $ 203,500
All $ 13,500 $ 37,300 $ 110,000

Sources: Authors’ calculations; U.S. Department of Commerce,
Bureau of the Census; and U.S. Department of Labor, Bureau of
Labor Statistics, Current Population Survey.

7. Greenwood (1999).
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Figure 3 Real Wage Growth by Educational
Attainment, 1962-2005

Annualized percent change in real annual labor income
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Note: Labor income includes income from wages and salaries.
Figure is computed for full-time, full-year workers who are not
self-employed. Percentiles are listed in ascending order of the
income distribution. For example, p10 indicates the point at which
only 10 percent of the working population earns less than these
workers, while p90 indicates the point at which 90 percent of the
working population earns less than these workers.

Sources: Authors’ calculations; U.S. Department of Commerce,
Bureau of the Census; and U.S. Department of Labor, Bureau of
Labor Statistics, Current Population Survey.

Figure 4 U.S. and Fourth District Poverty Rates,
1959-2004
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Source: Authors’ calculations based on U.S. Department of
Commerce, Bureau of the Census, decennial census data and
Small Area Income and Poverty Estimates Program.

The earnings gap between the more and less educated
has been growing wider since the 1960s, as shown
in figure 3. Wages of workers with graduate degrees
have been growing faster than for those who hold
only a four-year college degree. The trend is similar
for college versus high-school graduates, and for
high-school graduates versus high-school dropouts.
Indeed, the wage picture is comparatively bleak for
high-school dropouts. Not only did their wages fall
in comparison to their higher-educated peers, but
for many high-school dropouts, their own real wages

actually fell over time.

What is most troublesome about the rise in income
inequality is not that the rich have gotten richer, but
that those at the lowest part of the income distribution
have made such little progress in terms of real wage
growth.

Why Haven’t Antipoverty
Programs Eliminated Poverty?

President Johnson noted in 1964 that the war on
poverty was “not going to be a short or easy struggle,”
but initially it looked like the United States was

gaining some ground.

The 1960s saw a lot of progress on poverty, as shown
in figure 4. In less than 15 years, poverty was cut in
half—from more than 22 percent in 1959 to just over
11 percent in 1973. Then the decline seemed to stop
cold. Since 1973, U.S. poverty rates have hovered
between 11 and 15 percent. Data for 2005 indicate
that 12.6 percent of U.S. residents live below the
poverty line. Although poverty rates typically move
with the state of the economy—declining during
expansions and rising during recessions—the persis-
tence of high poverty rates is still surprising for an
economy that has boosted average incomes nearly
threefold since 1960.

Recognizing that economic growth has been insuf-
ficient to lift all citizens out of poverty, the United

States provides assistance for the less fortunate

2006 ANNUAL REPORT
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among our fellow citizens. Federal and state govern-
ments offer support for poor families through a wide

range of programs:

# Means-tested transfers, commonly known as
welfare, require people to meet specific income
standards and are provided through programs
such as food stamps and Temporary Assistance
for Needy Families (TANF), formerly known as
Aid to Families with Dependent Children.

¢ The U.S. tax code has been written to provide
some support for low-income families—for
example, through progressive income tax rates
and the Earned Income Tax Credit.

# Social insurance has no income requirements
but provides general benefits that help low-income
households—Social Security and Medicare, for

example.

While means-ested transfer payments have declined in
real terms, real social insurance spending has increased
from less than 6 percent to more than 9 percent of real
GDP over the past 35 years, driven largely by increases
in Social Security and Medicare benefits (see figure 5).

One reason why means-tested programs have not
eliminated poverty is that they are not large enough to
move all family incomes above the poverty line. For
example, after existing cash benefits are accounted
for, the average difference between a family’s income
and its poverty threshold in 2005 was $8,125. As

a result, about $120 billion in cash transfers—or

4 percent of the federal budget—would be needed
annually to lift families and other poor individuals

out of poverty.®

However, another reason why means-tested programs
do not reduce the official poverty rate is that many
of them rely on in-kind transfers and are not really a
direct transfer of income, which would be counted in
the official poverty definition (see box at right). This

is true for programs such as Medicaid, food stamps,

8. Authors’ calculations based on Congressional Budget Office
data (2006).

Alternative Measures of Poverty

ociol scientists are engaged in a vigorous debate about how to
measure poverty. Official U.S. statistics use a pre-tax income definition
that has changed little over time. Critics of the current measure say it
does not measure the economic well-being of the poor for a number of
reasons. First, pre-tax income fails fo accurately measure the economic
resources available to a family because it excludes noncash benefits
such as food stamps, medical and housing assistance, and the Earned
Income Tax Credit, but includes payroll and income taxes. The Census
Bureau publishes a set of alternative measures of poverty income that
adjust for taxes paid and noncash benefits received. Incorporating
these adjustments into the poverty rate calculation typically reduces the
poverty rate by 2 to 3 percentage points a year, a sizable reduction.

Second, the official statistics use a specific Consumer Price Index
series (CPI-U) to adjust incomes for inflation. This series does not
contain all of the improvements that have been made in measuring
consumer price inflation over the past several decades. According to
Meyer and Sullivan, poverty statistics constructed using an alternative
price index published by the Bureau of Labor Statistics (CPI-U-RS)
show a marked reduction in the U.S. poverty

rate versus the official statistics.

Finally, some social scientists

argue that the poverty yardstick

should be based on what families

consume rather than on their income

levels. Using a consumption metric offers

a number of benefits. For example, it can

better capture the ability of families who suffer

a job loss to maintain their standard of living

by borrowing or by tapping into savings. Income

surveys, such as the one used to measure poverty rates,

often underreport transfer payments that families obtain
through government assistance programs. These payments
are particularly important for low-income families. Empirically,
consumption-based poverty indices generally paint a more optimistic
view of the progress on poverty than do the official statistics,
particularly for elderly Americans.

Sources: Dalaker (2005), Johnson (2004), and Meyer and Sullivan (2006).
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The Role of Public Programs
in Balancing Household Budgets

amilies who fall beneath the poverty threshold vary widely in their spending needs, income levels,
and eligibility for public assistance. Who qualifies for help—and how much help they qualify for—also
varies from state to state depending on how federal programs are implemented. These variances can

make it difficult to evaluate the overall effectiveness of antipoverty programs.

Fortunately, the National Center for Children in Poverty at Columbia University has developed a Family
Resource Simulator, a web-based tool that simulates the impact of federal and state support (for example,
Earned Income Tax Credits, child-care subsidies, health-care coverage, food stamps, and housing
assistance) on family budgets. The Family Resource Simulator can calculate how much a family needs
to cover its basic budget, demonstrate the effects of various programs, and help identify and simulate
policy alternatives that might better meet the needs of low-wage workers and their families.

Using the Family Resource Simulator, we can analyze the circumstances of both a low-income single
mother with a young child and a low-income two-parent household with two children. (For this example,
we will assume these families live in Pittsburgh.) While the simulations show how a poor household can
manage to make ends meet, the expenses shown here are minimal. Many poor households have
additional expenses (such as car payments, debt payments, and health needs) that are not included

in these simulations. Still, the simulations illustrate the important role of public programs in helping

low-income families meet their financial obligations.

Family Resource and Expense Simulation, 2003

Single mother Single mother Married couple Married couple
earning $500/month earning $1,000/month earning $600/month earning $1,200/month
with a young child with a young child with two children with two children
Resources
Earnings S 500 $ 1,000 S 600 $ 1,200
Federal Earned Income Tax Credit (EITC) $ 170 $ 212 $ 240 $ 350
Temporary Assistance for Needy Families (TANF) $ 66 $ 0 $ 197 $ 0
Food stamps $ 259 $ 167 $ 405 $ 306
Total Resources $ 995 $1,379 $1,442 $ 1,856
Expenses
Rent and utilities* $ 151 $ 275 $ 209 $ 33
Food $ 284 $ 284 $ 574 $ 574
Child care* $ 2 $ 43 $ 2 $ 0
Health insurance* $ 0 $ 190 $ 0 $ 316
Transportation $ 136 $ 182 $ 191 $ 182
Other necessities $ 243 $ 243 $ 3! $ 3
Payroll and income taxes $ 53 $ % $ 64 $ 95
Total Expenses $ 889 $1,311 $1,381 $1,824

* These costs are significantly offset by Section 8 housing, child care, and health insurance benefits.
Note that the results assume that in the two-parent family, the second parent is not employed and therefore the family has no child-care
costs. When the family receives TANF cash assistance, however, both parents are required to participate in work activity, and the family
has child-care expenses.

Source: Columbia University, National Center for Children in Poverty.
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housing assistance, Head Start subsidies, and school
nutrition programs. Each of these programs provides
important benefits, but they are provided as goods
or services (rather than cash) for low-income families
who meet additional requirements. Of the transfer
programs, only TANT raises the reported income
levels of families, thus directly lowering the poverty

gap (see box on page 14).

Programs that are not viewed as welfare also make

a big difference for poor households. The major

U.S. social insurance programs—Social Security,
Medicare, unemployment insurance, workers’
compensation, and disability insurance —can affect
poverty rates as well. Social Security, while not
structured to be an antipoverty program, redistributes
a large amount of money from workers to retired
families and is associated with a precipitous decline
in poverty rates among the elderly. Medicare provides
benefits, including hospital insurance and supplemen-
tary medical insurance. It covers almost all people
over age 65 and eligible people under age 65. Roughly
half of Medicare benefits are granted to families and

individuals who would otherwise be poor.?

Public policy debate often centers on the incentives
that accompany means-ested transfer programs.
Researchers, politicians, and the public alike have
voiced concern that welfare policies should be designed
to avoid creating a disincentive for poor people to
work. Means-tested programs have always struggled
to reflect a balance between concern and efficiency.
These programs have been repeatedly reined in or
reformed over the years, most recently by the Welfare
Reform Act of 1996 (see figure 5). The Act has certainly
been effective in moving people off the welfare rolls

by shifting people toward work.1®

Figure 5 Social Insurance and
Antipoverty Spending, 1970-2005
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a. Social insurance includes Old-Age Survivors Insurance
benefit payments, Medicare, unemployment insurance, workers’
compensation, disability insurance, Medicaid, and Supplemental
Security Income.

b. Means-tested transfers include Temporary Assistance for
Needy Families (and its predecessor, Aid to Families with
Dependent Children), food stamps, housing aid, school food
programs, Head Start, and Special Supplemental Nutrition
Program for Women, Infants, and Children.

Sources: Danzinger and Haveman (2001); Sengupta, Reno,

and Burton (2004); U.S. Social Security Administration; Office

of Management and Budget; Congressional Budget Office;

U.S. Department of Health and Human Services; U.S. Department
of Agriculture, Food and Nutrition Service; U.S. Department of
Labor, Bureau of Labor Statistics; U.S. Department of Commerce,
Bureau of Economic Analysis; and authors’ calculations.

9. Danzinger and Haveman (2001).
10. Blank (2000).

It remains to be seen whether the income that poor
people earn from working will be enough to elevate
their families out of poverty without the assistance of
transfer programs. In the 10 years following the 1996
reform, however, poverty rates have largely moved
with the performance of the economy rather than

showing a trend either up or down.

An important alternative to traditional welfare
programs has also evolved: the Earned Income Tax
Credit (EITC). The EITC is a tax code provision that
lowers the taxes of low-income workers so that some
families receive tax refunds even though they paid

no income taxes. Federal EITC spending totaled
about $35 billion in 2006, accounting for roughly

0.3 percent of real GDP. ™ The EITC provides
post-tax earnings, so it does not affect the official
definition of poverty, but for working families it offers

substantial added financial resources.

11. Office of Management and Budget (2006).
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The Changing Face of Poverty

he Census Bureau monitors progress on the war on poverty for
three age groups: children, adults, and senior citizens. Over the past
five decades, the age distribution of poverty has shifted significantly.

Helped in part by Social Security reforms, senior citizens have
experienced the greatest gains in the war on poverty. Their poverty
rate has fallen by nearly three-quarters since 1959. However, it is
important to keep in mind that the poverty rate is set at three times
the cost of food and adjusted for inflation. It does not take into
consideration rising medical expenses and may not fully represent
the daily struggles that all senior citizens, especially those living in
poverty, face.

Children and adults have also benefited from falling poverty rates,
which have declined by more than one-third since 1959. But
today, children form the group with the highest poverty rate, with
17.6 percent of our nation’s children belonging to poor families

in 2005. Children have been the poorest age category since 1974.

Poverty Rates by Age Groups

Percent
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Note: Full age breakdowns are available annually after 1966.

Source: U.S. Department of Commerce, Bureau of the Census.

Research has linked the increase in EITC spending
to a reduction in welfare dependence and an increase
in labor force participation rates."® Although the 1996
welfare reforms lowered direct payments to house-
holds, poverty rates continued to fall until the 2001
recession. This outcome could be linked in part to the
beneficial effects of the EITC.

Finally, many proposals have been advanced at both
the federal and state level to increase the minimum
wage, which intuitively might be expected to lower
poverty. However, recent research suggests that raising
the minimum wage may actually iz¢rease the number
of poor families because the resulting loss in employ-
ment would likely exceed the number of people lifted

out of poverty.*®

What Can We Learn from
Poverty Trends within the
Fourth Federal Reserve District?

While the national poverty rate has been relatively

constant, the composition of poverty has changed."®

# The poverty rate of Americans age 65 and older
declined well into the 1990s (see box at left);
however, rising child poverty rates have offset this
decline. Today, the people in our society who are

most likely to be poor are children.

# Poverty is more common in some household types,
such as single-parent households. Increasing
numbers of single-parent families and households
composed of unrelated individuals have contrib-

uted to the stubbornness of high poverty rates.

# Minorities experience higher poverty rates,
although the time pattern for poverty among
minority groups largely follows the national
poverty pattern of a sharp decline from 1959 to
1973 and then relatively steady levels.

12. Wirtz (2003).
13. Neumark and Wascher (2001).
14. Burtless and Smeeding (2001).
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# Finally, poverty rates and population have both

declined in rural areas (see box at right).

Some of these broad national patterns are also
apparent within the Fourth Federal Reserve District,
which includes Ohio, eastern Kentucky, western
Pennsylvania, and the northern panhandle of West
Virginia.'® Changes in poverty have been uneven
across our region, and this pattern can help us
determine which programs seem to be most effective

in the long battle against poverty.

Many of the Fourth District counties that had the
highest poverty rates in both 1959 and 2004 had small
populations. Then, as now, many of these counties
were located in eastern Kentucky. However, a large
fraction of the poor now live in the major urban
counties of the District. The five most populous
counties (Cuyahoga, Ohio; Allegheny, Pennsylvania;
Franklin, Ohio; Hamilton, Ohio; and Summit, Ohio)
accounted for almost a third (32 percent) of the

poor population in the District in 2004. This is not
surprising, because these counties accounted for a
similar fraction (30 percent) of the total population
of the District. However, in 1959, just 26 percent of
the District’s poor lived in these counties, when these
counties made up a larger share (36 percent) of the

overall population.

Clearly, the biggest geographic shift in the incidence
of poverty has been away from the rural portions of
the District and toward the metropolitan areas. Poverty
rates among rural and nonrural counties are now far

more similar than they were nearly 50 years ago.

15. We do not include counties for West Virginia in the Fourth
District due to the small number of observations in the data.

Where Poverty Lives

mver the past half-century, the distribution of our population has
changed considerably. In 1959, the American population was fairly
evenly split among central cities, suburbs, and rural areas. Today,
central cities are still home to about one-third of the population.
Rural areas have dropped to about 16 percent, while the suburbs
now hold claim to more than half of American citizens.

Despite the influx of families into the suburbs, the poverty rate of
suburban areas is, and has c