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Conference Call: November 13, 2006 at 3:00 p.m.  (Eastern time)
 Can We Use Tax Strategies 

to Help Finance Early Care and Education?

Introduction 

Tax-based approaches to funding early care and education (ECE) are another option beyond the more familiar expenditure-based approaches.  Tax-based approaches can focus on the supply-side by offering tax breaks for investment in ECE, and on the demand/consumer side by offering tax breaks for personal expenses for ECE.  Tax credits and deductions are a government ‘expense’ in the sense of being revenue that is not collected (foregone revenue).  
Taxing individual income is the number one source of revenue for the federal government.  Forty-one states also tax individual wage income.
  Income taxes are an important source of revenue for states, about equal in value to sales taxes.  At both the state and federal levels, the total revenues raised from individual income taxes are usually about four times larger than the total generated from corporate income taxes.  Various credits (subtracted from taxes owed) and deductions (subtracted from income before computing taxes owed) are allowed by both federal and state tax codes. 

To encourage economic development, states and, more often, localities offer tax abatements, exemptions and other incentives for various purposes such as to attract or retain employers, encourage construction of housing or stimulate other forms of development.  These typically involve property taxes but may also include sales and/or income taxes.  

Tax-based approaches are attractive funding mechanisms for several reasons:

· Because they are typically available to all taxpayers, they appeal to a wide constituency.

· As part of the tax system, they are often easier to administer than are direct-benefits programs that require more staff.

· Tax benefits, although they are an expense, are regarded as ‘tax cuts’ and are generally more politically appealing to elected officials than direct spending.  

· Historically, tax provisions have been stable funding mechanisms because they are not subject to the debates of regular reauthorization or annual appropriations.  

Consumer tax credits or deductions.  The primary consumer tax benefit for child care is the federal Dependent Care Tax Credit (DCTC). Twenty-seven states (including the District of Columbia) also have child care income tax provisions -- either credits (22 states and the District of Columbia) or deductions    (5 states) or both (Maryland).
  A general discussion of these tax policies is included on the next page. 

A more in-depth discussion, as well as detailed information on each state benefit is available from the National Women's Law Center, at http://www.nwlc.org/details.cfm?id=2698&section=tax.
The Federal CDCTC - Taxpayers can claim the federal child and dependent care tax credit (CDCTC) for a portion of what is spent for work-related child care provided in a variety of in-home and out-of-home settings. Size of the credit varies. Low-income families (gross incomes below $15,000) may claim up to 35% of what is spent and those with higher incomes (over $43,000) may claim up to 20%. Allowable expenses are limited to $3,000 for one child and $6,000 for two or more. Theoretically, low-income families with more than one child can receive a maximum credit of $1,050--but only if they actually spend $3,000 on child care. Since it's highly unlikely that anyone making $15k a year could spend $3k per child on child care, the maximum credit is hypothetical. Additionally, since the current federal CDCTC is not refundable, these families are unlikely to benefit from the credit at all since they probably do not owe any taxes.  Higher income families -- who are likely to spend more than $6,000 per year on child care -- get lower credits because of the caps. So, in reality, the average federal CDCTC claim is currently about $400. Families with gross incomes below $20,000 receive about $275 annually and families with gross incomes over $200,000 receive about $500 annually 

State Tax Child Care Credits and Deductions - Most of the twenty-seven states with child care income tax benefits allow taxpayers to claim the expense as a credit rather than a deduction. Credits are a better approach because they provide the same dollar value for lower- and higher-income taxpayers and produce larger tax benefits than deductions. Many states link their child care tax provisions to some or all of the provisions of the federal CDCTC. 

States have significantly improved upon the federal CDCTC in two ways: by making the credit refundable (in other words, families receive the financial benefit even if it exceeds the amount of taxes they owe) and by linking the credit to program quality. Thirteen states
 have credits that are either fully or partially refundable. Three states -- Maine, Vermont and Arkansas -- have made higher tax credits available to families who use higher quality child care. Maine doubles the credit (from 21.5% to 43% of the federal CDCTC) for taxpayers who use an early childhood program that has a Quality Certificate.
  Vermont allows a higher credit (from 24% to 50%) if the program meets national accreditation or credential standards.
 

Several years ago, legislation to link the state CDCTC to a quality rating system was introduced in Colorado. While the proposal did not pass, it offers a model for how a state child care tax credit can be linked to a quality rating system. The proposal included a $400 credit for families who enrolled their child in a one-star center- or home-based ECE program, with benefits increasing up to $1,600 for a child enrolled in a 4 star program. A $1,600 credit was also proposed -- by expanding the state's existing Child Tax Credit -- for parents with children younger than one year of age who cared for their child at home.
  

Provider tax credits and deductions

A handful of states have developed or proposed innovative tax policies that offer financial incentives for early care and education providers who attain higher levels of quality. Three states -- Maine, Colorado and New York -- are helpful examples. 

In addition to the consumer tax credit described above, Maine has established a Quality Child Care Improvement Tax Credit to assist providers as they make investments that improve the quality of care offered in their centers or homes. Individual taxpayers
 who have expended at least $10,000 in one year may receive a $1,000 tax credit each year for 10 years for a total $10,000 credit at the end of the 10-year period. A corporation, financial institution, partnership, LLC, S-corporation, estate or trust that spends up to $30,000 may receive a tax credit of 30% of the expense. In neither case can the credit reduce the tax otherwise due below zero (i.e., it is not a refundable credit) however any unused portion of the credit may be carried over to the following year or years until exhausted. For more information, go to http://www.maine.gov/dhhs/occhs/taxcredits.htm. For a copy of the statute, go to http://janus.state.me.us/legis/statutes/36/title36sec5219-Q.html.  
Several years ago, Colorado developed (but did not pass) a bill to create a refundable tax credit for child care programs that was linked to their star quality rating. The size of the credit was based on the star rating and the number of children enrolled. It ranged from $400 per child enrolled for center- or home-based providers with a 1 star rating up to $1,600 per child enrolled in a 4 star program. Because the credit was refundable, even non-profit providers could benefit.

In 2003, advocates in New York State drafted a proposal to convert their (former) wage subsidy initiative into a tax credit.
 The legislation established a refundable tax credit, provided directly to child care practitioners, based on various levels of educational attainment. A credit of $2,000 was proposed for those with the highest credentials with lesser credits of $1,500, $1,000 and $750 based on identified educationally-related criteria. By linking proof of education or training to a web-based, statewide practitioner registry and using the tax system to distribute funds, advocates argued that the credits would reach more practitioners and would also be cost effective to administer. The proposal generated significant discussion and support but did not pass.
Investment tax credits, deductions and abatements 

Quite a few states have enacted tax credits for individuals or businesses that invest in early care and education. Oregon, Colorado and Pennsylvania are three examples. 

In 2003, Oregon established a five-year pilot Child Care Contribution Tax Credit that was initially modeled on the federal Low-Income Housing Tax Credit (LIHTC). Investors purchase state tax credit certificates worth .75 for every $1 contributed. In addition, investors may choose to claim the contribution as a charitable deduction. Proceeds from the credits are placed into a pooled fund which supports several community-based demonstration projects. Each demonstration project includes three elements: 1) a wage initiative to enhance provider compensation; 2) subsidies to ensure that low-income families do not spend more than 10% of their income on child care; and, 3) quality enhancements that include staff for training, technical assistance, classroom observation and equipment. At present, $500,000 in tax credits is available each year, which generates annual contributions worth about $667,000. For more information on the credit, go to http://www.oregon.gov/EMPLOY/CCD/taxcontibution.shtml. 

A detailed report on development of the initiative is available at http://www.practitionerresources.org/cache/documents/626/62696.doc and a recent evaluation of the demonstration projects funded by the tax credit will soon be available at http://www.oregon.gov/EMPLOY/CCD/index.shtml.
Colorado allows taxpayers that make a monetary contribution of up to $100,000 per year to "promote child care in the State" to claim an income tax credit of 50 percent of the total contribution. The credit is not refundable (e.g. cannot exceed the tax liability) but may be carried forward for up to 5 years. The contribution may be made to a wide range of child care facilities, programs or services but cannot be made by someone who has a financial interest in the organization. For more information, go to http://www.revenue.state.co.us/fyi/html/income35.html.
Pennsylvania has a structure that could potentially be used to generate funds for early care and education. The Educational Improvement Tax Credit (EITC) allows businesses to reduce their state tax liability by contributing to a nonprofit "educational improvement or nonprofit scholarship organization." The Women's Community Revitalization Project in Philadelphia is currently helping child care centers explore the feasibility of using this credit to generate funding for their programs. For more information on the credit, go to http://www.ceoamerica.net/parevenuefaq.html. 

Employer Tax Credits 

The federal government, as well as about half of the states, has established a tax credit for employers that make a financial contribution to child care services for their employees. Unfortunately, while these tax credits are popular with policy makers, they have not been very effective. The National Women’s Law Center underscored the problem in a 2002 report entitled “The Little Engine that Hasn’t: The Poor Performance of Employer Tax Credits for Child Care” and revealed that, in five states with employer child care credits, not a single corporation had claimed the credit. In sixteen states, five or fewer corporations had claimed the tax credit. For detailed information on 20 employer credits, including statutory citations, go to http://www.nwlc.org/searchaction.cfm?section=search.
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� According to the National Women's Law Center, the following nine states have no personal income tax or tax only certain non-wage income: Alaska, Florida, Nevada, New Hampshire, South Dakota, Tennessee, Texas, Washington and Wyoming.


� States with child care tax provisions include: Arkansas, California, Colorado, Delaware, District of Columbia, Hawaii, Idaho, Iowa, Kansas, Kentucky, Louisiana, Maine, Maryland, Massachusetts, Minnesota, Montana, Nebraska, New Mexico, New York, North Carolina, Ohio, Oklahoma, Oregon, Rhode Island, South Carolina, Vermont and Virginia. (Campbell et al. 2006) 


� In nine states— California, Colorado, Hawaii, Iowa, Minnesota, New Mexico, New York, Oregon, and Vermont — the credit is fully refundable. In four states — Arkansas, Louisiana, Maine, and Nebraska — the credits are partially refundable. (Campbell et al, 2006.)


� For more information on Maine's tax credit, and quality certificates, go to � HYPERLINK "http://www.maine.gov/dhhs/occhs/taxcredits.htm" ��http://www.maine.gov/dhhs/occhs/taxcredits.htm�. 


� Campbell et all, 2006. p 48.  For additional information on Vermont's tax credit go to � HYPERLINK "http://www.state.vt.us/tax/creditslowincome.shtml" ��http://www.state.vt.us/tax/creditslowincome.shtml�


� Personal communication with Gerrit Westervelt (Gwestervelt@buildinitiative.org)


� Individual taxpayers would include a family child care provider or a child care center owner who operates as a sole proprietor.


� Personal communication with Gerrit Westervelt (Gwestervelt@buildinitiative.org)


� A07946/ S 3774, New York State Legislature. Introduced Monday, April 14, 2003                                                      
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