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Using Tax Credits To Finance Early Care And Education

Background 

Tax-based approaches to funding early care and education 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 (i.e., foregone revenue).  
Taxing individual income is the number one source of revenue for the federal government.  Forty-three states also tax individual 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 (taken against taxes owed) and deductions (amounts subtracted from income before computing taxes owed) are allowed by both federal and state tax codes. 

Personal income tax credits/deductions.  The federal tax code allows a credit for some of the expenses of work-related child care via the federal child and dependent care tax credit.  Twenty-six states and 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).  Nearly all states link their child care tax provisions to some or all of the provisions of the federal child care credit.  Fifteen states tax personal income but do not have child care tax provisions.  Seven states do not tax personal income and two states tax only non-wage income (Donahue and Campbell 2002).

The federal credit was improved beginning with tax year 2003.  Expense limits increase to $3,000 for one child and $6,000 for two or more; the maximum percent a taxpayer can claim increases to 35% for those with adjusted gross income below $15,000 and declines to a minimum of 20% for those with adjusted gross income over $43,000.  The federal credit is still not refundable and the expense limits are not indexed for inflation.  In tax year 2000, the total claimed for the federal credit was $2.68 billion.  The amount claimed from state credits is estimated to be about $590 million.  

Corporate tax credits and deductions.  Tax provisions for employers that provide or subsidize child care for their employees are popular with states and have been often proposed (but not enacted) at the federal level.  Half of the states have established some form of tax assistance to employers, which typically allow an employer to claim a corporate tax credit of some percentage of their investment in child care.  Of course, employers may still deduct expenditures for child care programs from their corporate income as reasonable and necessary business expenses before taxes are calculated.  While many states have enacted employer tax benefits, typically only a handful of employers claim them.  

Other tax incentives.  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 or stimulate other forms of development.  These typically involve property taxes but may also include sales and/or income taxes.  

Generally, tax credits are preferable to tax deductions.  Deductions are more valuable to taxpayers in higher tax brackets and may be unavailable to lower-income taxpayers who cannot itemize deductions.  Refundable credits ensure that a taxpayer who owes no taxes may still claim the credit.  

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 code, they are easier to administer than are direct-benefits programs that require more staff.

· Tax cuts can be 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.  

Innovative examples of tax-based financing

Colorado is a state with a constitutional expenditure cap, such that if the state has a surplus (excess revenue), that money cannot be spent in the budget but must be returned to the taxpayers.  Targeted tax credits can be used to return the excess revenue to the taxpayers.  

A proposal was crafted in Colorado to create a “School Readiness Tax Credit” that would offer both families and ECE providers a state tax credit that varied based on the quality rating of the ECE setting (Colorado Educare has established a 4-star rating system).  Families with a child under six enrolled in ECE more than part-time would be eligible for the tax credit.  The amount would be tied to the quality rating of the ECE setting in which the child is enrolled.  The proposed annual credit amount for families ranged from $400 for a one-star program to $1,600 for a 4 star-rated program.  Regulated ECE programs (both centers and family child care) that had a quality rating would be eligible for a refundable tax credit with the same variation, from $400 up to $1,600 per child enrolled.  Thus, a 4-star program would be able to generate an additional $3,200 per child in revenue to support quality.  

A second proposal was to expand the state’s existing Child Tax Credit (currently worth $300) to equal the new credit, raising it to $1,600 for families with children under one who cared for their child at home.  

Oregon.  In some political situations, a tax credit is more appealing to politicians than direct spending, even when the net effect is revenue neutral or even negative.  Oregon has an existing dependent care tax credit for employers that provides a 50% credit for expenditures on child care for employees.  In 2001, the state expanded on that credit with a 5-year Pilot Corporate Child Care Tax Credit, modeled on the federal low-income housing tax credit.  The pilot credit is a 100% (or greater) credit for investments made into a pooled fund to be used for affordable quality child care for low- and moderate-income families in communities.  The pooled fund will be administered and distributed by a community agency which would work to generate the corporate contributions.  The incentive for contributors is return on investment since the credit can be greater than 100% of the contribution.  Contributors negotiate the amount of their credit.  Although the state may end up spending more public funds on the credits than the value of the contributions made to the pooled fund, the attraction of enticing the private sector to contribute to child care was politically much more popular than direct government spending.  

New York.  For several years, the state budget has included funds for a Retention Grant program that provides modest financial awards to individuals working in ECE.  There have been difficulties with the administration of the funds (cumbersome) and the flow of money (slow).  A proposal is being crafted for an Occupational Tax Credit for Child Care/ Early Education Workers.  The credit would be refundable, and variable with a high and low end to differentiate between various levels of credentialing and/or educational attainment.  The size of the credit would be pegged to a percentage of the average annual occupational wage estimated at $18,000.  A credit of 15% ($2,700) would be granted for those with the highest field credentials/educational attainment with lesser credits of 7.5% ($1,350), 5% ($900) and 2.5% ($450) available for others based on identified educationally- related criteria.  There is still debate about several issues such as whether the credit amounts are sufficient, whether to limit the credit by household income, restrict it by length of service in the field, etc.   A refundable, occupational tax credit has the potential, with relative administrative ease and targeting of benefits, to at least partially address retention of qualified staff. Such a credit will also get additional funds for salaries into the child care system without driving up the price of care in the subsidized market and thereby the costs for private pay families.
Suggested Resources

· Financing Child Care in the United States
Mitchell, Stoney, and Dichter. 2001 Edition

Get more information from this resource on the following topics:
· Introduction to Generating Public Revenue (pages 10-14)

· Tax credits deductions and exemptions (pages 29-43)
· National Women’s Law Center (NWLC) publications and website
These are excellent sources of information on tax-based approaches to funding early care and education and include the following:

· A Catalog of Tax-based Approaches for Financing Child Care.  National Women’s Law Center (November 2001).  Washington DC:  Author.  This is a thorough discussion of the full range of tax-based approaches with detailed examples of each type.  

· Making Child Care Less Taxing:  Improving State Child and Dependent Care Tax Provisions. Donahue, Elisabeth Hirschhorn and Nancy Duff Campbell (April 2002).  Washington, DC:  National Women’s Law Center.  This provides complete information about each state’s tax provision, graded and ranked, along with design principles for best practice.  
· Credit Where Credit is Due.  National Women’s Law Center (2002) Washington, DC:  Author.  This is a helpful booklet, aimed at families, that explains how to use four federal tax provisions:  child and dependent care tax credit, earned income credit, child tax credit and dependent care assistance plans.  
Further Discussion

Listed below are questions that a community, region or state may find useful to guide their discussion: 

· Should tax-based approaches play a larger role in the panoply of ECE financing?  If so, what are the range of possibilities? 

· Is it true that ‘anything’ can be funded with a tax-based mechanism?  

· Some ECE advocates raise objections to tax-based approaches.  Is it because they do not understand the mechanism (indirect versus direct revenue)?  Do the tax provisions they are familiar with seem too small to matter (e.g., some state child care credits)?  Or other reasons?  How can we overcome this resistance?  

· What do advocates need to know, or what tools are needed, to expand tax-based approaches to financing?

This is one in a series of issue briefs that were developed for use in a broader discussion on Early Care and Education Finance Reform that was held on January 26-27, 2003 in Greensboro, North Carolina. These issue briefs were developed and written in collaboration with Anne Mitchell and Louise Stoney of the Alliance for Early Childhood Finance.  For more information, email gscobb@smartstart-nc.org.































































