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[. INTRODUCTION

Despite the continuing efforts of child care advocates to expand the availability of high-
quality, affordable child care for all who need it, public investmentsin child care at both the
state and federal levels, remainwoefully inadequate. Faced with this persistent problem —
exacerbated now by an economic downturn and budget shortfallsat al levels of government —
child care advocates have much to gain by exploring new and creative means of supplementing
their traditional strategies for securing resources for child care.

To thisend, the National Women's Law Center initiated a series of megtings over the past
two years with policy experts from various fields to discuss tax-based approaches for financing
child care. The working group convened by the Center included child care experts aswell as
expertsin tax law, community devd opment, low-income housing and other fields. Participants
in these discussions agreed that, as child care advocates search for new tools to increase funding
for child care, avariety of tax-based methods can and should supplement more traditional direct
spending. A widearray of tax-based strateges were considered, including several mechanisms
that are already used to help finance child careand could be expanded, as well as methods that
exist in other fieldsbut could be adapted to the child care context. Most of themechanisms
examined focus primarily on increasing the supply or the affordability of child care, but many of
them also affect quality, indirectly if not diredly. This paper, which grew out of the working
group’ s meetings and represents a record of itsideas, explains each of the approaches discussed
and identifies someadvantages and disadvantages of each model. The Center isinterested in
exploring with advocates and policy makersin the states and at the federd level waysin which
any of these approaches might be implemented in a particular jurisdiction.

A central premi<e of thiswork is therecognition tha tax-based approaches offer some
distinct advantages over direct spending programs. Unlike direct spending programs, which are
typically dependent on annual appropriations from the legislature and thus inevitably require
intensive advocacy efforts in which different interest groups are pitted against one another in a
scramble for scarce budget dollars, tax provisions avoid the vagaries of these appropriations
battles. In effect, tax provisions act as entitlements in that, in most cases, all who qualify for tax
benefits will automatically receive them. In addition, although tax cuts— including new or
expanded tax deductions or credits — decrease government revenues, they may be possible even
when a state has placed limits on direct expenditures, and elected offidals often find tax auts
politically gopealing even a times of severe budget constraints.



At the same time, tax strategies have their own limitations, and should not supplant
spending strategies. both are important, and child care advocates are best served by exploring
various combinations of the two. When advocates have an array of options to promote, they can
tailor their recommendations to particular goals and specific political environments, and have
alternative proposals to offer as appropriate opportunities arise.

A variety of different tax-based approaches to child care are described below. What they
generally have in common is that they increase the amount of money available for child care
They do so by providing atax benefit that ads as an incentive for a private contribution or
investment, by increasing the resources available for parents with child care expenses, or by
generating new revenue for child care.

Thefirst category of measures included in this paper consists of supply-oriented strategies
—that is, tax measures designed to increase the supply of child care by creating incentives for
private sector contributionsto or investmentsin child care. Theseinclude tax strategies to direct
and increase private charitabledonations to child care, to increase private investment in child
care, and to secure debt financing for child care. The most promising supply-oriented strategies
are ones that would bring new money into the system (particularly from financial institutions and
other private investors); encourage the pooling of resources; generate funds that would be
available to both for-profit and non-profit providers; accommodate bath large and smdl
investments; build on existing mechanisms; leverage sufficient private investment to justify the
public expenditure and do not impose substantial costs or administrative burdens on either child
care providersor investors.

The second category consists of demand- or consumer-oriented strategies aimed at
increasing thedemand for child care by augmenting the resources people have to pay far child
care. Theseincludeindividual income tax credits such as federal and state dependent care tax
credits, individual savings accounts with tax benefits, and tax-financed social insurance models.
The most promising of these approaches are those that provide assistance to families with
children, particularly low-income families, by increasing family resources available to pay for
child care and potentially dlowing parentsto purchase higher-quality care, and that are easy to
access.

The third category of mechanismsisalittle different. Instead of creating tax benefits for
investorsin child care or for parents with child care expenses, these mechanisms raise money for
child care directly through the tax system. The money raised can then be used for any of the
strategies already identified, and others aswell. Examples include generating revenues from new
tax checkoffs, excise taxes, salestaxes, and local property taxes, and using these revenues to fund
either tax benefits that in turn can bring private money into the child care sygem or direct grants
to parents or child care providers.

Because many of the approaches discussed in this paper consist of tax deductions or tax
credits, afew words on the nature of these tax benefits — and their limitations in assisting low-

NATIONAL WOMEN’S LAW CENTER, WASHINGTON, D.C., NOVEMBER 2001

2



income families—arein order. Both deductions and credits are a means of lowering the taxes of
qualifying taxpayers, but deductions do so by decreasing the amount of income that is subject to
taxation while credits do so by directly reducing theamount of taxes owed. The following
examplesillustrate the difference:

. DEDUCTION: Assume a corporation with $500,000 in taxable income and a
marginal tax rate of 10 percent qualifies for a $25,000 tax deduction. Without the
deduction the business would owe $50,000 in taxes ($500,000 x 10%). The
deduction reduces the business' s taxable income to $475,000 ($500,000 -
$25,000). With the deduction the business would owe $47,500 in taxes ($475,000
X 10%), for atax benefit of $2,500 ($50,000 - $47,500).

. CREDIT: Now consider the same corporation ($500,000 in taxable income and a
marginal tax rate of 10 percent), but instead of qualifying for a deduction the
businessis eligible for atax credit of $25,000. Without the credit, it would owe
$50,000 in taxes. With the credit it would owe only $25,000 ($50,000 - $25,000).
This credit thus provides a tax benefit worth $25,000. With acredit and a
deduction of the same size, the credit will be worth more than the deduction.
However, a credit is not inherently more valuable than a deduction, sinceboth the
size and design of each can be altered to make one more valuabl e than the other.

It iscritical to understand that both deductions and credits can be of limited value to those
with low incomes. At the federal level and in many states, families with incomes below the
poverty level do not owe any taxes. For these families, neither reducing the amount of their
income subject to taxation through a deduction nor reducing the amount of taxes they owe
through a credit will yield a benefit. Similarly, some low-income families who owe minimal
taxes cannot take ful | advantage of atax deduction or credit, because they do not have enough
taxable income or tax liability against which to claim the full amount of the deduction or credit.
For example, an individual with $1,000in tax liability who qualifies for acredit of $3,000 would
receive only $1,000 from the credit — one-third of what he or she is theoretically entitled to
receive. Refundable credits, however, can address this limitation. With arefundablecredit,
taxpayers receive the full value of the tax credit, regardless of the size of their tax liability. Inthe
previous example, $1,000 would offset the individual’ s tax liability, and the remaining $2,000
would be refunded to the taxpayer in the form of a check.

Another noteworthy feature of deductionsisthat in a progressive income tax system they
tend to be more valuable to those with high income than to those with low income. The value of
a deduction depends on the taxpayer’ s tax rate: the higher the tax rate, the greater the value of the
deduction. Since high-income taxpayers tend to face higher tax rates than low-income taxpayers,
deductions will generally be more valuable to those with high income.

In addition to analyzing various tax-based approaches for financing child care, the
working group identified afew lessons to guide the promotion of these mechanisms. First and
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foremost, of course, isthe fact that different mechanisms are appropriate for different goals —
advocates therdore should identify their goals for a tax-based strategy and choose the mechanism
to pursue accordingly. In addition:

. Before promoting a tax-based strategy to legislators, advocates should do some
research and marketing to determine if support for such atax strategy exists. For
example, if acredit is directed toward employes, talk to employers to investigae
whether they would be likely to claim the credit. Potential beneficiaries of the
provision can serve as valuable partners during the advocacy phase.

. Tax benefits that are enacted should be actively marketed to ensure they will be
successful; merdy including areference to a credit or deduction on the tax forms
may not be enough to alert potential claimants.

. Beware of legidators substituting spending on a child care tax mechanism for
spending on other child care programs. Tax strateges should be utilizedin
addition to, not instead of, direct spending programs.

This paper does nat describe in detal each of the various proposals that it covers, but it is
followed by an appendix containing descriptions of all of the programs in the order that they are
discussed in the text. Programs described in the appendix areitalicized in the text below.

II. DISCUSSION

A. Supply-Oriented Tax Strategies to |ncreasethe Development and Provision of Child Care

The approaches defined as supply-oriented consig of tax incentives for contributions to
or investmentsin child care, which are justified by their proponents on the grounds that the
market does not sufficiently encourage suchinvestment. The mechanisms considered fall into
three caegories. contribution tax credits and deductions, investment tax credits, and tax-
subsidized debt financing, a range that recognizes that the needs and relative strengths of
developers, owners and operators of child care facilities are sufficiently heterogeneous to justify
pursuing as wide arange of strategies and levels of investment as possible.

1. Contribution Tax Deductions and Credits

Tax deductions and credits for contributions are designed to attract grants and donations
of various amounts from individuals and businesses. Securing atax credit or deduction for
contributions reduces the actual loss that a donor bears in making a gift by compensating the
donor for some amount of the gift with tax benefits. In thisway, donors can be encouraged to
give more than they may othewise have intended to give. Credits and deductions for
contributions tend to carry very low or no risk to donors because the tax benefit is available for
simply making an €ligible grant or gift and the donors are not held accountable for how the
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money isused. For example, taxpayers who itemize their deductions areallowed to deduct from
their federal taxable income the value of contributions made to charitable organizations.
Contribution tax deductions or credits could be established specifically for donations madeto
eligible child care. For example, Colorado’s contribution tax credit for child care is a state tax
provision under which an individual or corporation making a monetary contribution to promote
child carein the state is eligible for atax credit. In 1998 Colorado expended over $700,000
through an earlier, smaller version of this credit, implying at least $2.8 million in contributions.
In 1999, Maine adopted a similar credit, “the quality child care investment credit,” effective for
tax year 2001.

Credits and deductions for contributions present certain advantages to both donors and
child care providers. They can be relatively smple for donors to take advantage of, especially for
donors who already itemize their deductions. Because of their reldive simplicity, the transaction
costs are limited for both donors and recipients. If donors give morethan they otherwise would
as aresult of thetax benefit they receive through the deduction or credit, then the mechanism
will have generated new money for child care. In addition, child care providers can use donated
funds for awide range of activities, including to increase teacher salaies and otherwise improve
child care quality, unless they are spedfically earmarked by the donor. Finally, these
mechanisms require little administrative work on the part of child care providers, although some
administrative effort is needed to aultivate along-term relationship with donors that will
encourage them to give on aregular basis.

Relying on contributions has limitations, however. With a credit or deduction that is
limited to charitabl e giving, the donation by definition must be made to a charity, therefore
excluding for-profit care. Even abroader credit or deduction for contributionsreliesin large part
on the charitable intent of the donor. If only small donations are generated, the additional funds
may not be enough on their own to allow a child care provider to rdy on them in any substantial
way. For example, in 1998 the Colorado contribution credit attracted about 1,300 taxpayers and
expended about $700,000. If this um were spread equally among the claimants it woud
represent about $2,000 in contributions per claimant. Even if each claimant gave $2,000 to only
one entity, the amount contributed is unlikely to be sufficient tolead to large-scale
improvements.

One existing mechanism that has the potential to act as amethod for pooling charitable
donations is the charitable gift fund, atype of donor-advised fund established by some
investment firms. Severa individual and/or corporate donors can contribute cash, securities,
mutual funds, or other assets to the fund and take a tax deduction for the full amount of the
donation at thetimeit ismade. The donor can then recommend that the fund’ s trustees make
contributions to particular tax-qualified charities over a period of time. Existing charitable gift
funds have not generally been structured in away that encourages contributions to afund for a
particular purpose — such as child care — but could be. Similarly, a contribution tax credit could
allow donations to a state fund as another way of pooling small donations into alarger fund
designated for child care. A non-tax-based strategy that has been used in the child care context to
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accomplish the same goal is Florida s Child Care Executive Partnership program under which
the state matches contributions to community child care purchasing poolsthat are, in turn, used
to provide child-care subsidies to low-income families.

2. Investment Tax Credits

Some states have established tax credits that provide a partia reimbursement for
expenses incurred for activities in which the legislature wants to encourage investment. Thus, as
with contribution aredits, some charitable intent or other reason for making the investment is
necessary since the tax credit alone will not make the investor whole. For example, the investor
may expect the investment to generate a return on its own, but not one sufficiently large to justify
the investment in the absence of the tax credit. The following are examples of these types of
credits:

. Employer tax credits for child care allow employers who provide child care
assistance to their employees or communities to receive income tax credits based
on avariety of expenses, including start-up costs, operating costs, or the cost of
subsidies given to parents to pay for child care. Half the states have such credits
and the Economic Growth and Tax Relief Reconciliation Aa of 2001 includes a
new federal employer tax credit for child care. (A forthcoming National Women’s
Law Center report, The Little Engine That Hasn't: The Poor Performance of
Employer Tax Credits for Child Care, provides a detailed analysisof these
credits.)

. California’s farmworker housing tax credit alows taxpayers to offset the costs of
building and rehabili tating farmworker housing. A similar credit could be
established for building and rehabilitating child care facilities.

. Maine’s Employment Tax Increment Financing alows for-profit employers who
create a certain number of jobs that meet a range of economic devd opment
criteria, includng certain wage levels and benefits, to qualify for a credit equal to
a portion of the state income withholding taxes paid on behalf of qualified
employees. A tax increment program could be structured to encourage employers
to offer child care assistance to their employees or to encourage child care
providers to pay higher wages and provide bendits to their employees.

. Proposals pending in Californiaand the U.S. Congress would offer tax credits or
exemptions for elementary and secondary school teachers t0 encourage them to
remain in teaching or achieve higher board cetification. These proposals could
be expanded to include child care providers and early childhood educaors.

These kinds of mechanisms have the patential to generate more money for child care if
they encourage investors to invest more than they otherwise would invest. However, research by

NATIONAL WOMEN’S LAW CENTER, WASHINGTON, D.C., NOVEMBER 2001

6



the National Women's Law Center concerning the effects of the existing state employer tax
credits for child care suggests that, at least in their current form, the employer tax credits have
not been successful in encouraging a substantial number of businesses to provide child care
assistance. Of the 20 credits for which data are available, 16 had five or fewer corporate
clamants and in at |least fives states not one corporation claimed the credit.

Other investment aredits have been devel oped to encourage investment in low-income
communities or in projects that benefit low-income individuals. Some of these credits operae
like the credits above or like contribution credits in that they only reimburse a portion of the
investment made. But the amount of funds available for the tax creditsis usually limited,
requiring i nterested donors to apply and compete for the credits, which are designed to encourage
investment in communities that have difficulties attracting non-profitsor businesses.

. A Neighborhood Assistance Program Tax Credit is authorized under some state
laws to provide tax assistance to businesses that invest (e.g., by providing cash,
materials, staff) in community non-profit organizations that provide neighborhood
assistance, job training, education, crime prevention or other community services
in low-income neighborhoods. Investments in organizations providing child care
are eligible for these credits

. The Community Development Corporation (CDC) Tax Credit was authorized
until 1998 as a pilot program administered by the U.S. Department of Housing
and Urban Development (HUD) to promote employment and business
opportunitiesin low-income areas. HUD awarded federal tax creditsto
competitively selected, tax-exempt CDCs, which then found an investor willing to
provide agrant or make aloan to the CDC, available for ten years, in exchange for
atax credit. Investmentsin child care qualified for the credit.

. The New Markets Tax Credit is authorized under federal law for investmentsin
projects that serve low-income communities, including contributions to
community development banks, venture capital funds, or investment funds created
to promote economic development in disadvantaged areas. Invegmentsin child
care qualify for the credit.

In addition to these credits, which provide only a partial reimbursament for investments, a
significant federal credit has been developed to provide areturn on funds invested. Thelow-
income housing tax credit (LIHTC) providesinvestors with areturn on their investment in low-
income housing projects by offering them federd tax credits spread over ten years based on the
depreciable cost attributable to the low-income unitsof the project. This credit carries some
amount of risk for investors because the tax benefit is not entirely available at the time that the
investment is made; rather, it is spread out over time and often subject to recapture rulesif the
project funded by the investment does not meet certain performancemeasures. The LIHTC isthe
model for an investment tax credit for child care recently adopted in Oregon that is described
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below. Inaddition, U.S. Representative Nancy Johnson has introduced leg slation to expand the
low-income housing tax credit to include child care facilities in low-income housing
developments (Johnson Amendment to LIHTC).

Oregon’s Corporate Child Care Tax Credit, afive-year pilot program, is designed to
encourage taxpayersto invest in child care. Modeled after the LIHTC, the program authorizes
the Child Care Division of the Oregon Employment Department to allocate up to $500,000 in tax
credit certificates each year to taxpayers that make contributions to the Child Care Division or
another selected community agency for the purpose of promoting child care. Likethe LIHTC,
the tax credit certificates will provide individuals and businesses with afinancial retum on their
investment. Investorswill apply for the credits stating how much they are willing to contribute
in exchange for atax credit. For example, an investor could decide that she will pay $750 for
$1,000 in tax credits. Therefore, the amount available for child care will be less than the
$500,000 allocated for the credits, but promoters expect that the difference between the value of
the contributions and the value of the credits will diminish over time as investors compete for the
credits. The money generaed will be pooled & the state level, dlocated to non-profit community
agenciesin the state’ sfive regions, and subsequently distributed to child care providers through
an application process. The program, through its criteriafor selecting provides, such as
restrictions on the fees a provider may chargeto parents and requirements about the training of
child care workers, seeks to strategically allocae tax credit certificates to encourage child care
investment in low-income communities and to make child care more affordable and of higher
quality for low- and moderate-income families. The Oregon credit thus attempts to address not
only the supply but aso the quality and affordability of child care.

Aninvestment credit such asthe LIHTC or the Oregon credit offers several advantagesto
the child care community. Promoting child care as an investment rather than acharity isin and
of itself desirable. Since such a aredit provides a return on the investment, it is likely to be able
to attract alarger pool of potential investors and to generate alarger infusion of capital than a
contribution credit could. The pooling of funds generated through the Oregon aredit into a
statewide pool alows for large grants to be made to child care providers, regardless of the size of
individual contributions, and for requirements about the affordability and quality of child care to
be imposed on participating providers. The LIHTC has been structured to require multi-year
commitments from investors. Requiring similar commitments for investors in child care could
guarantee long-term funding and al so encourage long-term rel ationships between investorsin
child care and providers that are mutually beneficial. For acredit to transae into higher qudity
care and lower costs for parents, criteriawould need to be adopted for projects daiming the
credit, as has been done in the low-income housing context and in Oregon, such as restrictions on
fees charged to parents.

However, an investment credit such as the LIHTC presents certain disadvantages as well.
Most importantly, it is complex, in terms of both the structures that must be in place to minimize
investor risk and the systems necessary to comply with reporting requirements. For example, in
the context of the LIHTC, a syndicaor market has devel oped to bundle projects together and

NATIONAL WOMEN’S LAW CENTER, WASHINGTON, D.C., NOVEMBER 2001

8



allow investors to invest in this aggregation, thereby minimizing risk. A significant amount of
paperwork is required to document that the funds are being properly used. TheOregon credit
eliminates much of this complexity since the state, rather than the investor, is responsible for
how contributions are used.

Another disadvantage of thistype of approach is the significant cost to the government of
providing tax benefits that would result in a sufficient return on investment. The LIHTC, for
example, fully funds much of this country’slow-income housing. A vey powerful credit for
child care would be very costly, especially in comparison to the private money leveraged, and
could compete directly with other government appropriations for child care. The Oregon
legislature set aside $500,000 for each of the five years of the pilot program. Promoters hope
these credits will generate at least $250,000 in contributions the first year, and tha this figure
will rise asinvestors learn about the credit certificates and compete for them. This substantial
cost to the state in comparison to the amount of money generated for child care raises the
guestion of whether a direct spending program — providing $500,000 for child care —would be
preferable to this tax credit approach.

Finally, aninvestment credit such as the LIHTC or Oregon caredit requires some
marketing to attract potential investors who may not understand the value of the investment
credit and therefore may not be interested in it. Marketing this type of credit to potential
investors would most successful ly be done by intermediaries who have cons derable knowledge
about tax policy in general and the investment credit in particular, the needs of the field that
requires investment, and the needs of potential investors. Child care providers currently do not
have the capadty to market effectively an investment credit because they have limited familiarity
with tax policy and the investment community and because they have limited staff resources to
expend on this type of work. Oregon plans to select an intermediary to administer and facilitate
the relation between the state, investors and child care providers. Regardless of who markets an
investment credit, the need to educate and attract potential investors presents a transaction cost.
In Oregon, the administrative costs of the program are subtracted from the amounts contributed,
reducing the amounts available for child care providers.

3. Tax-Subsidized Debt Financing

With debt financing, funds for a project are borrowed from investors and must be repaid.
In the child care context, debt financing is most appropriate for the construction and
rehabilitation of child care fadlities since sufficient funds generally are not available up front to
pay for the project but the facility can serve as collateral for the loan. Developers may receive
debt financing either through private loans or through bond issues, which can be subsidized by
the government through the tax system. For any kind of debt financing, a stable income stream
must be availablein order to make the required periodic repayments.

Government assistance to developersin securing debt financing is justified by its
proponents because of two imperfectionsin the market. First, in some circumstances developers
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of achild care project may be unable to secure aloan from conventional |ending sources because
the lenders consider the project’s slim profit margns and unreliableincome stream to render it
too risky for such financing. Second, even if lenders arewilling to issue aloan for achild care
project, the interest rate offered may be prohibitively high, deterring devel opers from taking out
loans to finance the costs of constructing child care facilities or of other child-care-related

proj ects.

Among the following examples of debt financing subsidies, the first currently exists at the
state level. The ather two are currently avalable at the federal level. While nore identifies child
care as aqualifying use of the funds, modifications could be madeto existing programs or the
models could be adapted for use for child care. Non-tax-based strateges that have been used in
the child care context (for example, in California) to accomplish the samegoal as these
mechanisms (that is, reducing the cost of borrowing for qualifying projects) include loan
guarantee funds, in which the government guarantees private sector |oans, and government loan
funds.

. Tax credits for forgone interest dlow financial institutions that make bel ow-
market-rate loans for qualifying projects to daim atax credit.

. Tax-exempt bonds provide bondholders with interest payments not subject to
federal income tax. Since the investors do not have to pay federal income tax on
the interest received from the bonds, the issuer may be able to offer alower
interest rate than otherwise would be required to attract investors.

. Interest-free bonds issued by the state give bondholders afederd tax credit
instead of interest payments from the state government. Since interest payments
are not required, this mechanism makes debt financing less expensive for the bond
issuer.

There is some concern that child care providers do not have a sufficiently stable or
adequate income stream to engage in any activities which would require them to incur new
expenses (e.g., aswould be the case if they were to takeout aloan or if they were required to pay
back investors). In addition, tothe extent that invegors and lenders require an equity interest in
order for them to become involved with financing child care, other mechanisms will be needed to
fund child care improvements that are not related to construction and rehabilitation of facilities
and thus in which there is not the potential for securing such an interest.

B. Consumer-Oriented Tax Strategies to | ncrease Resources Avalable to Familiesfor Child
Care

This section outlines tax mechanisms aimed directly at increasing resources for child care
consumers as oppased to providers or developers. Here, the strategies cover the following areas:
tax credits and deductions that benefit families with child care expenses; tax strategies that
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encourage family savings and that could be expanded to include saving for child care; tax
strategies that currently help families finance higher education and could be modified to assist
families with child care expenses; and tax strategiesto finance a social insurance program to help
pay for child care.

1. Tax Strategies to Help Families Directly with Expenses

Tax-based mechanisms currently exist to provide assistance to families. Some are
available specificaly for child care expenses, while others place no restrictions on how the
money can be used.

The federal and most state child and dependent care tax provisions offer tax relief to
families with child care expenses at a range of income levels but are often designed to provide
more assistance to those with lower incomes. Under these provisions, taxpayers can deduct or
receive a portion of their employment-related child care expenses as a credit on their federal and
sometimes state income tax returns. Themaximum federal dgpendent care tax credit (DCTC)
amount ranges from $960 to $1,440 (increasing to $2,100 in tax year 2003, under changes made
by the Economic Growth and Tax Relief Reconciliation Act of 2001). One significant problem
with the federal DCTC and many of the state creditsis that they are not refundable. That is,
taxpayers whose credit amounts exceed their tax liability will not receive the excess in the form
of arefund. Since few poor families have income tax liability, these families do not receive any
benefit from a non-refundable credit. Ten states have refundable child caretax credits.

The tax benefits available through federal dependent care assistance programs (DCAPS)
allow employees to exclude from taxable income child or dependent care benefits provided by
their employers. DCAPs may not discriminate in favor of highly compensated employees, but
when they take the form of salary reduction plans, as most do, they are more valuable to higher-
income than lower-income taxpayers because their tax benefits are achieved by lowering the
amount of income subject to tax, which yields larger benefits for those with higher marginal tax
rates. Moreover, to take advantage of these tax benefits, an individual must work for an
employer who has agreed to establish a DCAP.

Two refundable federal tax credits provide financial assistance to families that can be
used for any purpose, including child care. The federal child tax credit (CTC), and parallel
credits in some states, are available to families with children. Under changes made by the
Economic Growth and Tax Relief Recorciliation Act of 2001, the federal CTC will increase
from $500 per child to $1,000 per child by tax year 2010 and will begin to be partidly
refundable for families with earnings above $10,000 in tax year 2001. Thefedera earned
income tax credit (EITC), and parallel creditsin some states, areavailable to low-income
families with children and earnings. In 2001, families with earnings up to $32,121 are digible
for the EITC, whose maximum benefit is $4,008. Improvements to the EITC in the Economic
Recovery and Tax Relief Reconciliation Act of 2001 help reduce the “marriage penalty” in the
EITC and simplify the rules for claiming the aredit.
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A few states have stay-at-home parent tax credits to help parents stay at home or take
family leave to care for a child. Such mechanisms can be complementary to the tax benefits that
DCTCs provide parents in the paid labor force and are similar to CTCs in that the money can be
used for any type of expense.

Advocates have made the argument that child care should be viewed as the first stage of
the education continuum, and that therefore financing strategies should be available for child care
expenses that are similar to those that are available for higher education expenses. Policymakers
use a combination of individual tax credits and deductions for higher education. For example,
New Y ork state recently created atax deduction of up to $10,000 of higher education tuition. At
the federal level, the Hope and lifetime learning credits assist |ow- and moderate-income
taxpayersto offset partialy the costs of highe education.

All of these tax mechanisms for providng financial assistance for child care have some
advantages. Firgt, as part of federal and state tax codes, they are entitlements — all who qualify
for the credits will receive them. Second, parents may use the increased subsidy or increased
income — which can be quite substantial when considering the combined effect of the federd
credit with state credits or deductions — to defray the cost of careand, potentially, to purchase
higher-quality care. A few states directly encourage parents to choose high-quality care by
making the amount of the DCTC available dependent upon the quality of the care for whichitis
claimed. Third, the credits could also increase demand for care, encouragng child care providers
to open new child care facilities. Fourth, these mechanisms are rdatively easy to claim.

A few limitations of these mechanisms are worth noting. They provide little or no
assistance to poor and low-income families unless they are refundable For the most part, these
methods a so do not leverage new private funding for child care but rather help defray expenses
families already incur. Finally, these mechanisms do not directly affect the supply or quality of
care, athough they could do so indirectly.

Oregon’s Corporate Child Care Tax Credit noted above in connection with its supply-
oriented features —in that it, like the Low Income Housing Tax Credit, serves as an incentive for
new child care investments — can help families with their child care expenses by restricting the
fees that participating providers may charge to low-income parents.

2. Tax Strategies to Encourage Family Savings to Pay for Child Care

Tax-preferred savings accounts have been usedto encourage families to save for a variety
of purposes: retirement, purchasing a home, starting a business, and financing highe education.
Generally, participants are allowed to dedud contributions to such accounts from their taxable
income, thereby reducing their tax liability and inareasing their disposable income. When the
money iswithdrawn, it istaxed. (In avariation on this model, the contributions are made from
after-tax income and then withdrawals are not taxed.) If money is withdrawn for a purpose other
than the one specified, penalties are assessed.
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The most well-known model is the Individual Retirement Account (IRA), which, at the
federal level, alows individuals to save for retirement. A similar tax-preferred account could be
established to allow savings for child care, or early withdrawals from established IRAs could be
permitted penalty-free to meet child care expenses One variation onsuch amodel already exists
at the federal level. Education IRAs are tax-deferred trust or custodial accounts spedfically for
higher education expenses. Partidpants can dedud contributions to such accounts from their
taxable income; thefunds accrued are taxed upon withdrawal but are otherwise penalty-free if
used to pay higher education expenses.

While strategies to encourage savings could be used to help parents pay for child care,
this model presentsa special challenge since most people have children relatively early in thar
work lives and therefore would not have saved very much in these accounts by the time they
would need to draw on the savings to pay for child care. Pairing savings accounts with aloan
program so that families could borrow against their savingsto pay for child care and then repay
the loan later might allow families to spread their child care spending over time. Such a model
has been proposed in the higher education context. Children’s savings accounts are retirement
savings accounts that have been proposed to operate like traditional IRA s except borrowing from
the account temporarily is permitted for the costs of a child’s higher education without incurring
any tax pendty.

Another problem with the savings approach is that this strategy is of limited value for
low-income families who do not have disposable income. A savings account coupled with aloan
program is beneficial for middle- and upper-income families, who have a greater ability to save
than low-income families, but direct government subsidies are a bette way to help low-income
familieswith child care expenses. One way to increase the value of tax-preferred savings
accounts for low-income familieswould be to providegovernment, or require private
institutional, seed and/or matching money for the accounts. Thisis al so away to encourage
private financing of child care that islargely missing now. For example, individual development
accounts (IDAs), available in some states, are restricted, interest-bearing savings accounts for
low-income individuals whose individual deposits are matched or partially matched by the
government in theform of tax deductions or credits. The structure of these tax mechanians
varies. Most alow account holders to deduct their contributions from taxable income, while a
few provide tax credits to private organizations that provide matching funds for these accounts.
Another, similar program for encouraging savings was President Clinton’s Universal Savings
Accounts proposal, which would have created voluntary retirement-savings vehicles subsidized
by federal tax credits. IDAs could be established spedfically to encourage savings for child care,
or child care expenses could be designated as an acceptabl e use of the funds accumulated in
IDAS established for other purposes.

Policy makers will need to address several other design issuesiif this mechanismis used
for child care. First, for any significant amount of savings to have accumulated to pay for child
care expenses, individuals would have to begin saving before they had children. Second, since
not everyone who opens a savings account to pay for child care will end up with child care
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expenses, alterndive uses for the funds will need to beidentified. Third, to avoid the problems
of large admi nistrativ e fees reduci ng the value of the accounts and of people losing their savings
due to poor investments, restrictions may be needed on the types of investments that can be made
with the funds in these accounts.

3. Tax-Financed Sodal Insurance Models

Social Security and unemployment insurance are examples of tax-financed, government-
sponsored socia insurance programs. They are near-universal programs to insure against risks
faced by workersin the paid labor force. Workers and employers contribute to Social Security
through payroll taxes, and employers pay unemployment insurance taxes. Although nearly all
workers and employers pay into these programs, not every worker will need to draw funds from
the program to the same extent. By spreading out the cost of these benefits over the entire
working population, the cost to any one contributor isrelatively small, while the payment to
those who benefit from the programs is relatively large. 1n some instances the programs benefit
not only the worker but also theworker’ s spouse, divorced spouse children and survivors.

Given the popularity of these social insurance programs, it has been suggested that such a
model could be used to help families pay for child care expenses. However, there are several
reasons that a government-sponsored social insurance programto fund child careis not likely to
be agood model to pursue. It seems unlikely that it would gan political acceptance when even
government-sponsored health insurance (beyond Medicare) cannot secure support. In addition, a
child care social insurance program funded by increasing the payroll tax could have aregressive
impact. A progressive benefit structure could amdiorate the regressivity of the tax, but thereisa
limit to how progressive the benefits could be while still maintaining support for the system.
Finally, there are existing proposals to use temporary disability insurance and unemployment
insurance funds to pay for family and medical leave, and it isimportant to avoid undercutting
those efforts by pressing for asimilar proposal for child care

C. Mechanismsfor Directly Raising Child Care Funds Through the Tax System

There are sevaral examples of stae-based, dired tax strategies that are or could beused to
generate revenues for child care directly through the tax system. Several staes allow tax filersto
make donations to various causes, including children’s programs, on their income tax forms.

The donations reduce the size of any tax refund the donar would otherwisereceive, or inarease
the size of the donor stax liability. Colorado has such a voluntary income tax checkoff for child
care, financing afund that is dedicated to improving the quality of care in the state.

Some states impose excise taxes on tobacco products, using the proceeds to fund
children’s programs. Californiavoters passed Proposition 10, authorizing a cigarete tax to
support early childhood development programs, and Indiana at one time supported school-age
child care with acigarette tax. Other examples of direct tax strategi es include the followi ng:
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. Sales taxes are assessed based on the price paid for tangible goods. A few
local governments dedicate a portion of local salestax revenues to child
care. In 1990, votersin Aspen, Colorado enacted a provision to raise the
local salestax and dedicate the increase to aff ordable housing and child
care. Three categories of child care services are supported through the
salestax: 1) child care resource and referral services, 2) grants to nonprofit
centers for capital improvements and subsidies for infant/toddler
programs, and 3) child care tuition assistance for low-income working
families.

. Local property taxesare levied on the value of residential and commercial
land and buildings. Fundsfor child care may be generated through
property taxes in several ways: 1) communities may decide to increase
property taxes and earmark the increase for child care (Sesttle,
Washington followed this model, raising property taxes to support a
variety of children’s services); 2) communities may decide to earmark a
percentage of existing local property tax dollars for children’s services
(San Francisco did this); or 3) property taxes may be levied by “ specia
taxing districts” for children’s programs. These districts are legal entities
separate from general-purposelocal governments such as cities, towns,
and countries and are fiscally and administratively independent of local
government. (Horida authorizes any county government in thestate to
create a children’s services district. These district boards may raise
revenue through taxation, if through areferendum voters authorize the
board to collect property tax. The revenue cdlected must be dedicated to
“Juvenile welfare services,” and child care is one such service.)

With this type of approach, states need to determine how to allocate the money generated.
For example, they could use the money to fund one of the initiatives described in this memo. Or
significant grants could be given directly to providers for making specific improvements aimed at
increasing quality and affordability or to families to subsidize the cost of care.

1. CONCLUSION

No single strategy will achieve the goals of making high-quality child care accessible and
affordableto al. Rather, several strategies, at both the state and federal levels, must be pursued
simultaneously. Particularly since some of these mechanisms arenew, it isimportant to test
many promising ideas to see which ones should be pursued more broadly.

Contribution credits and debt financing strategies have the potential to increase the
amount of money available for improving child care quality, affordability and availability.

However, more work needs to be done to determine how contribution credits should be
structured in order to be most effective at attracting donations, and how such contributions could
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be bundled together to give providers and/or families the significant infusion of resources often
required to be meaningful. The gpparent success of the Colorado contribution credit suggests
that further investigation of this aredit may bewarranted to deermine if it should be used as a
model by other states. Maine snew, similar credit may provide additional information that will
help to evaluate this model.

Investment tax credits and direct taxation strategies seem to be the best mechanisms for
generating s gnificant amounts of money for large-scal e or relatively expensive projects, athough
as described earlier, investment tax credits have significant disadvantages that may make them a
poor choice for financing child care. The experience with the newly enacted Oregon Corporate
Child Care Tax Credit may provide aworkable model. Debt financing strateges also may be
useful in the child care context to subsidize |oans through the tax system.

To improve parents’ ability to pay for care, the strateges directed specifically & parents
are important. For these tax mechanisms to be most effective they must be large enough to make
areal difference in parents’ ability to pay for care and they must be refundable in order to benefit
the lowest-incomefamilies. Policymakers may want to consider adding incentives for parentsto
select high-quality care, as two states have already done.

For more information, please do not hesitate to contact National Women’'s Law Center
Policy Analyst Christina Smith FitzPatrick, at 202-588-5180 or cfitzpatrick@nwlc.org.
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APPENDIX TO CHILD CARE FINANCING SUMMARY MEMO
Descriptions of Tax-Based Financing Strategies

This appendix accompanies a November 2001 memo analyzing a variety of strategies for
increasing financing for child care with the ultimate goal of improving quality, affordability, and
availability. The appendix provides a description of each of the programs or mechanisms
mentioned in the text of the memao, in the order mentioned.

L. Supply-Oriented Tax Strategies to Increase the Development and Provision of Child
Care
A. Contribution Tax Deductions and Credits

1. Contribution Tax Deduction or Credit: At both the federal and state
levelstax benefits are provided to individuals and corporations who make
contributions to tax-qualified charities. Such mechanisms could be
structured to allow contributions to organizations other than tax-qualified
charitiesto be ligible.

Deductions lower tax liability by reducing taxable income. The vdue of
the deduction depends on the marginal tax rate. For example, a
corporation might have $500,000 in taxable income, $25,000 in
contributions, and a marginal tax rate of ten percent. Without the
deduction for contributions, the business would owe $50,000 in taxes
($500,000 x 10%). The deduction for contributions reduces the business's
taxable income to $475,000 ($500,000 - $25,000). Therefore with the
deduction the business would owe $47,500 in taxes ($475,000 x 10%), for
asavings of $2,500.

For those with taxable income, a deduction at the federal level isworth
between 15 and 39.6 percent of the amount deducted.

While a deduction reduces taxable income, and indirectly tax liability, a
credit directly reduces tax liability. For instance, consider the corporation
with $500,000 in taxable income, $25,000 in contributions, and a marginal
tax rate of ten percent. This business would owe $50,000 in taxes before
applying any credits. If this business were eligiblefor atax credit equal to
20 percent of its contributions, it could reduce its tax liability by $5,000
($25,000 x 0.20). Instead of owing $50,000, the business would therefore
owe only $45,000 in taxes.

A tax credit for contributions will be more valuable to ataxpayer than a
deduction for the same contributions if the credit rate (20 percent in the
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above example) is larger than the taxpayer’s margind tax rate (10 percent
in the above example).

Existing charitable contribution tax deductions and credits may be claimed
for contributions to charities, which in many instances would include non-
profit child careproviders. Contribution deductions or credits could alo
be created expressly for child care (see Colorado’s Contribution Tax
Credit for Child Care, below).

2. Colorado’s Contribution Tax Credit for Child Care: Colorado’s child
care contribution credit is available to any individual or corporation that
makes a monetary contribution to promote child care in Colorado. Among
other eligible donations, contributions to any child care provider (whether
incorporated or not incorporated as a non-profit or for-profit corporation)
qualify for the credit if the contribution is made for the acquisition or
improvement of facilities, equipment, or services, including the
improvement of staff salaries, staff training, or the quality of child care.
The credit is equal to 50% of the value of the contribution, and is capped
at $100,000. According to the Colorado Department of Revenue, “ One of
the prime goals of thistax credit isto encourage employersto contribute to
child care for their employees.”* The credit is not available to a taxpayer
who receives something of valuein exchange for the contribution, but this
restriction does not prevent a company from contributing to a child care
center and claiming a credit based on that donation if the employees of the
company receive a benefit in the form of discounted child care.

The most recent year for which information regarding uptake of the
Colorado child care contribution credit isavailable is 1998. At that time,
the credit was more restricted in size and scope, equal to only 25% of a
contribution, up to $100,000, and only available for donations that
promoted child care in an enterprise zone. This smaller, more restricted
credit was nevertheless claimed by about 1,300 taxpayers that year,
resulting in a state expenditure of more than $700,000. The state’s per-
claimant expenditure for the credit was relatively small, averagng about
$500 per claimant in 1998, implying average child care spending of $2,000

! Taxpayer Service Division, Colorado Department of Revenue, FYI Income 35: Child
Care Contribution Credit 1 (March 1999).
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per taxpayer.? The data must be disaggregated by type of filer (i.e.,
corporatevs. individud) in order to be analyzed more compl etely.

3. Tax-Deductible Charitable Gift Fund: Some investment companies
have created a mechanism to make charitable giving easier. For example,
the donor-advised funds offered by Fidelity, Vanguard, and the National
Philanthropic Trust allow donors to obtain atax deduction for a significant
financial contribution immediately while making decisions about the
charities that should receive the funds over a periad of several years.

With a charitable gft fund, a donor mekes an irrevocable contribution to
establish an account within the donor-advised fund. Usually the donation
isin the form of cash, securities, or mutual funds, but the Trust allows for
the donation of paintings, buildings and other similar investments. At the
time of the contribution, the donor can deduct from taxale income the full
amount as a contribution and, in the case of appreciated securities, does
not have to pay capital gainstaxes. The donor can then recommend
organizations to receive donations from the account. The board of trustees
of the fund retains final approval of al donations, and ensures that only
8501(c)(3) public charities receive funds and that the contribution does not
result in self-dealing. Both individuals and corporations can establish such
accounts. The Vanguard and Fidelity funds include a general fund to
which donors can contribute if they would like the grant decisions to be
made entirely by the trustees.

Resources in the funds could be pooled and directed toward child care in
two ways. First, the trustees could designate tax-qualified child care as
one of the grant-making priorities of ageneral fund. Second, a donor
could establish anaccount with the intention of making contributions to
child care. The donor could market the existence of the fund and attract
contributions from other donors interested in supporting tax-qualified
child care. The donor who established the fund could retain control over
grant recommendations. In dther case, the power of adonation is
increased because it is pooled with other funds, alowing larger grants to
be made. The money could be directed to state child care funds or other
intermediaries for allocation or grants could be made directly to tax-
qualified child care providers.

2 The actual average taxpayer expenditure may have been higher since some taxpayers
may have been prevented by the $100,000 credit cap from claiming the full credit to which they
would have otherwise been entitled.
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B.

Investment Tax Credits

1.

Employer Tax Credit for Child Care: Tax credits for employers who
offer child care assistance to their employees currently exist in 25 states.
These tax credits take awide variety of forms, both in terms of the types of
expenses that are eligible for the credit and the size of the credit offered.
While afew states offer credits only for start-up expenses, others offer
credits for the costs of operating an employer-sponsored child care center,
the costs of subsidies given to parents to offset their child care expenses,
and the costs of resource and referral services. Some states offer
employers a credit equal to a percentage of eligible expenses, sometimes
with a cap on the totd amount of the credit that can be claimed. The size
of the credits structured in this way ranges from 3-5 percent in Maineto
100 percent (spread over 10 years) in Georga. Other states restrict the
creditsto a certain dollar amount per employee or per child served. For
example, Florida offers a credit equal to $50 per month per child servedin
an employer-operated child care facility. For those state credits that have
had claimants, the most recent available data show that the average value
of the employer tax credits for child care ranged from a few thousand
dollars for each corporate claimant in several states to about $150,000 for
each corporate claimant in Oregon. A $150,000 credit in Oregon
represents expenditures of at least $300,000 for child care.

Separate research by the National Women's Law Center concerning the
effects of the existing state employer tax credits for child care suggests
that, at least in their current form, the employer tax credits have not been
successful in encouraging a substantial number of businesses to provide
child care assistance. Of the 20 credits for which data are available, 16
had five or fewe corporate clamants.

The Economic Growth and Tax Relief Reconciliation Act of 2001 creates
afederal employer tax credit for certain child care expenses beginning in
2002. Employers can receive a credit of 25 percent of their spending on
the construction or rehabilitation of a child care facility or on contracts
with athird-party child care facility to provide child care servicesto
employees. In addition, employers can receive a credit of 10 percent of
their spending on resource and referral services for employees. The total
credit cannot exceed $150,000 annually.

California’s Farmworker Housing Tax Credit: California has
established a credit to offset the costs of building and rehabilitating
farmworker housing. Investors can claim acredit equal to 50 percent of
eligible costs, which include finance and construction costs, excavation
costs, installation costs and permit costs, but do not include land and costs
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financed by grants and bel ow-market finanang. Since the amount of
money available for this credit is limited, the taxpayer must apply to obtain
the credit. The housing must be operated for thirty years pursuant to the
requirements set forth in the Farmworker Housing Assistance Program.
There are recapture provisionsif these conditions are not met.

A similar credit could be enacted for the construction of child care
facilities. Investors could clam acredit equal to a percentage of their
expenses. In exchange, the state could requirethat owners of thefacility
[imit the amount of rent charged to the child care provider. Or, if the
investors both owned and operated the child care fecility, the state could
require that a certain percentage of the child care slots be resarved for low-
income families and that the fees charged to these families be limited as
well.

3. Maine’s Employment Tax Increment Financing: Maine has established
Employment Tax Increment Financing as an economic devel opment
strategy. Under this program, for-profit employers can qualify for a
payment equal to a portion of the state income withholding taxes paid on
behalf of qualified employeesfor ten yearsif they create at least 15 new
full-time jobs within two years that meet the following criteria: the wages
offered in the new jobs exceed the area’ s average per capitaincome and
the workers in thenew positions are offered health and retirement benefits.
A tax increment program could be structured to encourage child care
providersto pay higher wages and provi de benefits to their employees. In
addition, tax increment programs could be designed to include child care
assistance as oneof the benefits an employer must offer to employees to
be eligible for the tax benefit. In tax year 2000, six businesses used
Maine's employment tax increment financing program.

4. Tax Credit or Exemption for Elementary and Secondary School
Teachers: There are currently afewn proposals pending in Congressand in
Californiato offer elementary and secondary school teachers special tax
treatment. Among the proposals that are pending in Congressis a $5,000
refundable federal income tax credit for school teachers who have
achieved national board certification. A similar proposal could be created
to benefit child care providers. Such a credit would supplement provider
wages and would create an incentive for providersto stay in the child care
field. In addition to rewarding child care providers, arefundable provider
credit would also benefit families who have children in child care, since
the refundable credit could discourage high turnover rates in the child care
field and thereby lead to higher quality child care. In California, the
governor has proposed to make certified school teachers exempt from
paying state income taxes. The purpose of this proposal isto encourage
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school teachers, who earn modest salaries, to remain in the teaching field.
Such a proposal could be extended to child care providers, who, on
average, earn considerably less than school teachers.

5. Neighborhood Assistance Program Tax Credit: Neighborhood
Assistance Programs (NAPSs) are authorized under state law to provide tax
credits to businesses that make contributions to community-based non-
profit organizations serving low-income communities. Thefirst NAP was
enacted in Pennsylvaniain 1968. Similar programs are currently offered
in 12 states (PA, CT, DE, FL, IL, IN, KS, MD, MO, NE, VA, WV), and
are being proposed in 5 additional states (CA, NJ, NY, OR, RI). In 1991
NAPs generated over $63 million in private sector money for non-profit
organizations and cost $33 million in foregone state revenue.

To qualify for atax credit under aNAP a business must make a
contribution (cash, materials, staf) to acommunity non-profit

organizati on that provides neighborhood assistance, job traini ng,

education, community services, or crime prevention. The services
provided by the non-profit organization must primarily bendit low-income
households as defined by a given state’'s NAP. Depending on the
particular features of the NAP in a given state, a non-profit organization
may use the private contributions to acquire, rehabilitate, expand, or
improve buildings or land, or to meet operating expenses.

The tax credit amount that a contributing business receives varies from
state to state, but the amount is currently as high as 70 percent of the total
contribution made by abusiness. The tax credit amount offered by a NAP
does not reflect the full amount of tax assistance that a business may
receive by making a contribution, since it does not include the amount of
tax assistance that a business would receiveif it aso claimed the federal
charitable gift deduction on its federal income tax return. The tax credit
becomes available to a business in the year in which it makesits
contribution to a non-profit organization. Any tax credit amount that a
businessis unable to use in the first year in which the credit becomes
available can typically be carried forward for alimited number of years.

Usually thereis a cap on the total amount of tax credits that may be
claimed by dl businesses through aNAP in agiven year. In order to
receive one of these limited tax credits, businesses seeking a NAP credit
must file an application.

In generd, the language governing NAPs is broad enough to include child
care as an alowable use of funds. In Pennsylvania, for example, child care
is specifically marketed as an acceptable use of funds, as long &s the child
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care includes an educational component. NAPs could be effectivein
raising new private investmentsin child care, including money to be used
for operating expenses. However, the competitive nature of applying for
NAP credits may disadvantage smaller child care providers that lack the
ability to market themselves successfully as an atractive and significant
NAP project.

6. Community Development Corporation Tax Credit: The community
development corporation (CDC) tax credit was a pilot program
administered by the U.S. Department of Housing and Urban Development
(HUD) between 1993 and 1998. To qualify for the program, a CDC
needed to be a 501(c)(3) tax-exempt charity and its primary purpose had to
include promoting employment and business opportunitiesin alow-
income area. HUD awarded $2 million in federal tax creditsto a
competitively selected CDC. The CDC was then responsible for finding
an individual or corporation that was interested in providing a grant or
loan to the CDC in exchange for the tax credits. A CDC then had to use
capital generated from the tax credits to create employment and business
opportunities for residents of low-income communities.

Further, individuals or corporations who gave grants, provided loans or
made investments ina selected CDC were required to ensure that their
contribution would be available to the CDC for ten years. In exchange, the
contributing individual or corporaion could claim for ten years acredit
equal to 5 percent of the overall amount provided. Thecumulative worth
of the CDC credit was 50 percent of the total amount provided. If the
contributing individual or corporaion made a grart rather than alcan to
the CDC, then the contributor could claim both the federal charitable gift
deduction and the CDC credit, increasing the value of the tax assistance
received by the contributor. If the CDC proved unable to provide services
successfully to its target population, there was no recapture of the credit.

The pilot program was moderately successful. HUD initially selected 20
CDCs and awarded each $2 million in aredits. Each CDC oould
potentially raise an additional $2 million in private investment for atotal
contribution to the CDC of $4 million. Between 1993 and 1998, the CDC
credits raised $20 million in private investment, or one-quarter of the total
amount that the CDCs could raise. A few CDCs were able to market their
entire $2 million in credits successfully, but several had difficulty doing
so. TheLocal Initiatives Support Corporation (LISC) offered investment
partnerships similar to the partnerships L1SC has created to attract low-
income housing financing that takes advantage of the low-income housing
tax credit (see Low Income Housing Tax Credit, below).
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It is also important to note that most contributions to CDCs came from
banks. These banks may not have been responding solely to the CDC
credits, but may have also been responding to the Community
Reinvestment Act, whi ch requires banks to demonstrate equitable lending,
service and investment practices. It isdifficult to know how much of the
investment in CDCs was due to the CDC credit alone.

The language establishing the CDC tax credit program was broad enough
to include child care as an acceptable use of the funds. A new credit
structured like the CDC credit could be especialy effective for child care
if some priority could be given toawarding credits to CDCs that propose
to create or expand affordable, quality child care in their community.
Information on whether any of the CDCs awarded credits during this pilot
phase used any of the funds generated to promotechild care is not readily
available.

7. New Markets Tax Credit: The New Markets Initiative, part of the
omnibus fiscal year 2001 federal appropriations legislation enacted in
2000, is designed to facilitate economic devel opment in disadvantaged
urban and rural areas. The key elements of the initiative include the
creation of the New Markets Tax Credit, New Markets Venture Capital
(NMVC) Firms, strengthened and expanded empowerment zones (EZS),
and new tax incentives for investment in “Renewal Communities.” The
New Markets Tax Credit will provide incentives for equity investment for
business growth in low- and moderate-income rural and urban
communities. The aredit, worth over 30 percent of theamount invested (in
present val ue terms), i s availabl e to taxpayers who invest in awide range
of privately managed community development investment funds, such as
community development banks, venture capital funds, and new investment
companies, that finance businesses in low- and moderate-income
communities.

The description of the New Markets Tax Credit seems to be broad enough
to include child care as an acceptable use of funds Increasad investments
in community development banks, for example, would increase the
amount of funding available to makeloans for projeds that promote
economic development, including child care. To ensure that child careis
one of the investments prompted by this program, it could be promoted as
an important use of these funds.

8. Low-Income Housing Tax Credit. The LIHTC facilitates the
development of low-income housing by givinginvestors a retum on their
investment in low-income housing projects: they receive tax credits spread
over ten years based on the depreciable cod attributable to the low-income
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units of the project and are allowed to deduct passive activity losses over
this period. Generally, investors are organized into partnerships, with a
one percent general partner who is usually anonprofit developer, and 99
percent limited partners who can use the tax benefits of the project to
offset their tax liability. The partnership agreement dictates how the tax
benefits of the project will be allocated and also determines what will
happen to the property at the end of the compliance period (the 15-year
period during which the owners of the development must operate the
project consistent with al the stipulaed restrictions aout allocating units
for low-income households and charging appropriate rents). The
partnership agreement may specify that after the compliance period,
ownership of the property will be transferred to the general partner at no
cost to the general partner. Inthis case, the limited partners’ return would
derive solely from the reduction in tax liability afforded by the LIHTC. A
syndicator can form an invegment-limited partnership, which becomes a
limited partner inavariety of partnerships. These investors pod their
contributions and goread them over many projeds, thereby reducing their
risk.

In effect, the LIHTC operates like aloan from the private sector to the
federal government. Private investors make aloan at the beginning of the
project, and the loan repayments come in the form of reduced tax liability.
The LIHTC has generated a significant infusion of funds into the creation
of low-income housing. The federal tax expenditure onthis credit is
estimated to be $3.5 billion in 1999.

Investors benefitting from the LIHTC currently receive about an eight
percent returnon their investment. This return has declined over time
since the credit was made permanent and as competition for the credits has
increased.

A tax credit for the development of low-income child care facilities

could be modeled on the LIHTC. Private investors would be given atax
credit over ten yearsfor their initial investment in the construction or
renovation of facilities. Restrictions would be placed on the percentage of
the facility’ s child care dots that must be reserved for low-income families
and on the fees that could be charged to these families.

9. Oregon’s Corporate Child Care Tax Credit: In 2001 the Oregon
legislature authorized a five-year pilot program to encourage business
investment in child care. Modeled after the LIHTC, the program
authorizes the Child Care Division of the Oregon Employment
Department to allocate up to $500,000 in tax credit certificates each year
to taxpayers that make contributions to the Child Care Division or another
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selected community agency for the purpose of promoting child care. Like
the LIHTC, the tax credit certificates will provide individuals and
businesses with afinancial returnon their investmert. Investorswill apply
for the credi ts stating how much they are willing to contribute in exchange
for atax credit. For example, an investor could decide that she will pay
$750 for $1,000 in tax credits. Therefore, the amount available for child
care will be less than the $500,000 allocated for the credits, but promoters
expect that the difference between the value of the contributions and the
value of the credits will diminish over time as investors compete for the
credits. Oregon plans to select an intermediary to administer and facilitate
the relationship between the state, investors and child care providers. The
administrative cost of running the program at the state and regioral levels
will be subtracted from the contributions made and available for
distribution to child care providers

The money generated will be pooled at the state level, alocaed to non-
profit community agenciesin thestate' s five regons, and subsequently
distributed to child care providers through an application process. The
program, through its criteria for selecting providers seeksto strategically
allocate tax credit certificates to encourage child care investment in low
income communitiesand to strengthen the viability and continuity of child
care providers while making child care more affordable for low- and
moderate-income families. For example, to receive funds a child care
center must demonstrate that at least 25 percent of the families served have
incomes that are 80 percent or less of the median income for the region,
that its employees have adequate training and will attend required traning
established by the state’ s Child Care Division, and that it will limit fees
charged to low-income families to a percentage of each family’sincome.
The percentage will be established by the Child Care Division.

10.  Johnson Amendment to LIHTC: During the 106" Congress, Rep.
Nancy Johnson (R- CT) proposed severa amendmentsto the LIHTC, one
of which isrelated to child care. Currently, day care centers and other
Community Service Facilities located in a project qualifying for the
LIHTC can only count in the eligible basis of the property if the centers
exclusively serve project tenants. The Johnson amendment would have
eliminated the restriction on non-tenant usage and would allow these
centers to count in the eligible basis of the project if they aredesigned to
serve primarily people whose income is 60% or less of area median
income. This credit was intended to encourage the inclusion of child care
centers and othe similar facilitiesin LIHTC projects.
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C.

Tax-Subsidized Debt Financing

1.

Tax Credit for Forgone Interest: Some states have provided tax credits
to financial institutions who make below-market-rate loans for qualifying
projects. A tax credit could be created specifically for loans made for the
construction or renovation of child care facilities, or for other child care
projects.

Oregon offers a credit to financia institutions making loans for the
development of low-income housing. The credit equals 100 percent of the
difference between the actual finance charge assessed in ayear and the
finance charge that would have been assessed for a nonsubsidized loan,
but the credit islimited to four percent of the average unpaid balance on
the loan. Oregon expended $4.2 million through this credit during the
1997-99 biennium.

California offers a credit to financia institutions making loans for the
rehabilitation or construction of qualified farmworker housing. Thecredit
equals 50 percent of the difference between theamount of interes income
that would have been collected if the loan rate had been one point above
prime and the actual amount of interest due for the teem of the loan. This
credit has attracted very little interest from lenders.

Tax-exempt Bond: The federal income tax code allows “ exempt facilities
bonds” to be issued. Bondholders are not required to pay federd income
tax on the interest received from these bonds. Currently, certain
residential rental projects can qualify for this type of bond financing.
Rental projects are eligible if either 20 percent or more of the units are
reserved for those with incomes of 50 percent or less of area median
income; or if 40 percent or more of the units are rexerved for those with
incomes of 60 percent or less of area median income. The interest rate
offered on the bonds reflect the risks associated with the project. Since the
investors do not have to pay federal income tax on the interest received
from the bonds, the issuer may be able to offer alower interest rate than
otherwise would be required to attract investors.

There have been proposals to include school facilitiesin the list of projects
eligible for exempt facilities bonds. Qualifying child care fecilities could
also be added.

Interest-free Bond: The U.S. Department of Education administers a
program that allows states to issue bonds on which they do not have to pay
interest: qualified zone academy bonds (QZABS). Instead of receiving
interest payments from the state government issuing the bond, bondholders
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receive afedera tax credit. QZABs are available to schools that have
established a partnership with a business and are located in an
Empowerment Zone or Enterprise Community and can be used to
rehabilitate public school facilities, purchase equipment, develop course
materials, or train teachers. In addition, the business partner must pledge
contributions having a present vdue of at least 10 percent of the gross
proceeds of the QZAB. In thisway, the government investment leverages
new private sector funds. The program could be expanded to include
similar child care expenditures.

11. Consumer-Oriented Tax Strategies to Increase Resources Available to Families for

Child Care

1. Tax Strategies to Help Families Directly with Expenses

1. Child and Dependent Care Tax Provisions

a.

Federal Child and Dependent Care Tax Credit (DCTC): The
federal DCTC is available to families with employment-related
child care expenses for children under 13 and isequal to a
percentage of eligible child care expenses. A wide range of child
care qualifies for the credit, including that provided by child care
centers, nursery schools, family child care homes, nannies,
relatives (as long as they are nondependents over the age of 18),
and day camps (but not overnight camps). Inthe current DCTC,
eligible expenses are limited to $2,400 for one child and $4,800 for
two or more children. The expense limits were set in 1981 and
reflected average prices for care at that time.

The credit declines as income rises, diminishing from 30% of
gualified expenses for those with incomes of $10,000 or below to
20% for those with incomes above $28,000. It isnot indexed for
inflation.

The maximum credit of $720 for families with one child, or $1,440
for families with two or more children, is available to families with
incomes below $10,000. In practice, however, virtually none of
these familiesis able to claim the maximum credit because
families with incomes thislow generally have no tax liability. The
maximum credit for families with incomes over $28,000 is $480
for families with one child and $960 for families with two or more
children.
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The Economic Growth and Tax Relief Reconciliation Act of 2001
improved the DCTC by increasing the expense limits, increasing
the percentage of qualifying expenses that may be taken as a credit,
and increasing the adjusted gross income levels at which the
percentagesof qualifying expenses can be claimed. The expense
limits will increase to $3,000 for families with one child or
dependent and $6,000 for families with two or more children or
dependents.  The maximum credit rate and the income level
associated with this rate will rise to 35% of qualifying expenses for
those with incomes of $15,000 or below, and the credit rate will
decline more slowly. Asaresult, those with incomes above
$43,000 will receive the minimum credit rate of 20% of qualifying
expenses. These changes will be effective beginning in tax year
2003 and will increase the maximum credit amounts to $1,050 for
families with one child or dependent and $2,100 for families with
two or more children or dependents

Because the credit is available to all familiesfor almost al types of
child care, it appeals to awide constituency, and as part of the tax
code, it is an entitlement for those families who qualify for its
benefits. Inaddition, tax provisions have historicdly been steble
funding mechanisms because they have not been subject to the
debates of regular reauthorization or annual appropriations. The
DCTC has several important shortcomings, though. Because the
credit is not refundable, families owing little or no federal tax
cannot take full advantage of it. In addition, relative to the current
average price of child care, the amount of benefit afamily receives
through the tax credit is small, even with the 2001 improvements
described above. Moreover, because the credit is not indexed, the
benefits it provides have diminished and will continue to diminish
over time, although the 2001 changes have temporarily ameliorated
this problem for some families. The credit also does not provide
greater benefits to families who use higher quality care, and the
value of the DCTC is probably too small to affect consumer
choicesin the direction of purchasing higher-cost or better-qudity
child care. NWLC and other child care advocates recommend
making the DCTC rdundable; increasing the eligible expense
limits to reflect the current average cost of care and indexing the
limits for inflation; and adjusting the sliding income scale so that
more low-income families can gain the full benefits of the DCTC
and indexing thisincome scale to inflation.

b. State Child and Dependent Care Tax Credit or Deduction:
Twenty-six states and the District of Columbia provide some sort
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of state tax relief for child care expenses, whether in the form of
credits or dedudions. All but a handful of states link their child
care tax provisions to the federal DCTC in some manner, most
commonly by calculating the state aredit as a percentage of the
allowable federal credit. The best state tax plans offer refundable
credits on adliding scale that benefit low-income families the most.
Ten states have refundabl e credits.

Generally, state tax provisions allow claims for the same range of
child care services as the federal credit. Maine and Arkansas are
the only states that structuretheir credits to provide greater benefits
to parents who use higher quality child care. Begnning in tax year
2001, Maine will double its credit from 25 percent of the federal
DCTC to 50 percent for taxpayers who use “quality child care.”®
Arkansas's credit is refundablewhen expenses are undertaken to
enroll three- to five-year-old children in accredited, center-based
child care.

In recent years, as separate analysis by the National Women's Law
Center has shown, state |egislatures have been active in improving
child care tax credits. States' most typical method of improving
their child care tax credits has been increasing the percentage of the
federd credit that may be taken agai nst stateincometax liability,
but within that basic pattern, several variations have occurred.
Maximum credit amounts range from alow of $25 in Lousianato
ahigh of $1,584 in New Y ork.

Tax-Preferred Dependent Care Assistance Program (DCAP): The
federal Internal Revenue Code allows employers who have established a
written, qualified dependent care assistance program (DCAP) to exclude
child or dependent care benefits provided to their employees, in an amount
up to $5,000 per employee, from federal income, FICA and unemployment
taxes. (In most states, these benefits are not subject to state income taxes

The benefits may take several forms, including cash, a voucher, or free or
subsidized care inan employer' s or other child care facility. Most

3 “Quality child care” is defined as care provided a achild care site that is licensed and
accredited, utilizes recognized quality indicators for child care services approved by the Maine
Department of Human Services, Office of Head Start and Child Care, and includes provisions for
parent and client input, areview of the provider’s policies and procedures, areview of the
provider’s program records, and an on-site program review.
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commonly, however, a DCAP is established as a salary reduction plan,
whereby employees are permitted to set aside up to $5,000 from their
annua pre-tax sdariesfor child or dependent care expenses. Specificaly,
the employee’ s pay is reduced by the amount the employee designates
(sometimes subject to an employer limitation), and this amount is returned
to the employee in the form of reimbursement for child or dependent care
expenses. The value to the employee is that he or she does not have to pay
income or FICA taxes on the amount of the salary reduction. The vdueto
the employer isthat it does not have to pay FICA or unemployment taxes
on thisamount. If the employee does not use the full amount of the salary
reduction for child or dependent care expenses, however, he or she loses
the right to the money, so care must be taken in designating the amount of
the salary reduction. The employe must also ensure that neither this nor
any other form of DCAP discriminates in favor of highly compensated
employees.

The tax benefits provided by a DCAP generally are worth more to higher-
income than lower-income empl oyees since the former are usually in
higher tax brackets. Therefore, if an employer offers only a pure salary
reduction plan, the DCAP will be more beneficial to higher-income
employees. The value of excluding some income from taxation will be
worth 39.6% of the amount excluded for someone in the highest federal
tax bracket and only 15% of the amount excluded for someone in the
lowest federal tax bracket. If, however, the enployer itsdf contributes to
the DCAP (for example, by matching amounts reduced from an
employee’s salary or by providing child care voucdhers), these
contributions will be as beneficial to lower-income as higher-income
employees, or—depending on the way the DCAP is structured—could be
even more beneficial to lower-income employees.

3. Child Tax Credit: The Economic Growth and Tax Relief Reconciliation
Act of 2001 increased the existing federal child tax credit (CTC) and
expanded the partial refundability of the credit. Before these changes, the
federal incometax code offered a $500 tax credit for each dependent child
that atax filer coud claim. The childtax credit isavailable in addition to
the EITC and the personal exemptions that can be claimed for dependent
children. All families, except for those with very high incomes, are
eligible for thecredit. Because this credit is targeted to families with
children, the tax savings that the credit offers could be used to offsa child
care expenses.

The 2001 tax law expands the CTC by increasing the credit to $600 per
child in 2001 and eventually doubling the credit to $1,000 per child by
2010, and replaces the partial refundability formulathat existsin current
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law with a new formulathat allows many more working, low-income
families to receive the benefit of the CTC. Under the tax bill, families that
have little or no federal income tax liability may be eligble for a partial
refund of their CTC, regardless of the family’s size.

To determine the anount of the CTC families will receiveas arefund, if
any, they must first determine their tax liability. If their tax ligbility is
greater than the amount of their CTC, they use the CTC to reduce their tax
liability. If their tax liabilityis lessthan their CTC, they usethe CTC to
eliminate their liability. 1f any amount of their CTC remains unused, they
may claim as arefund the lesser of that amount or an amount determined
under the new formula. 1n 2001-2004 the formulais 10% of earnings
above $10,000, a threshold that is adjusted for inflation each year
beginning in 2002. In 2005-2010, the formulais 15% of earnings above
that year’ s inflation-adjusted threshold. The total CTC received — the
amount used to offset tax liability plus the amount received asaCTC
refund — may not exceed the amount of the CTC for that year.

Three states have established child tax credits in addition to their
dependent exemptions. The Colorado credit is $300 per child aged 5 or
under for families with $64,000 or less in federal adjusted gross income
who qualify for and claim the federal DCTC or CTC. The North Carolina
credit is $60 per child claimed as a dependent for married couples with
less than $100,000 and heads of household with less than $80,000 in
federal adjusted grossincome. The Ohio credit is $20 for each individual
for whom the personal or dependent exemption is claimed.

4. Earned Income Tax Credit: The federal Earned Income Tax Credit
(EITC) isarefundable tax credit targeted to low-income working families.
Families who qualify for the EITC tend to have low or no federal income
tax liability because their incomes are so low. Sincethe EITCis
refundable and these families owe very littleor no federal income taxes,
most families who qualify for the EITC receive the credit in the form of a
refund. In effect, the EITC serves as an income supplement for the families
who receiveit. Families may use this money to meet any of their
expenses, including child care.

A special feature of the EITC isthat it is available to familiesin advance
of filing their federal income taxes. Low-income workers may choose to
receive the amount of the EITC for which they qualify in their paychecks
from their employers throughout the year.

Although working childless adults are eligible for the EITC, working
families with children are eligible for agreater EITC amount than childless
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adults, and are digible for the HTC at higher incomes than childless
adults. In 2001, families with onechild will be eligble for the EITC until
their incomes reach $28,281. The maximum credit for such afamily is
$2,428. (For families with two or more children, the maximum income
level for eligibility is $32,121 and the maximum credit is $4,008.)
Consequently, most of the benefit that the EITC offersisrecaved by
working families with children. Because working low-income families
who have children are in dire need of affordable child care, the EITC can
provide many of the families who receive it an additional resource for
meeting their child care expenses. Thisis particularly true for families
who choose to receive the EITC in their paydhecks throughout the year.

The Economic Growth and Tax Relief Reconciliation Act of 2001
included some simplifications to the EITC and a provision to mitigate the
marriage pendty faced by low-incomecouples. The new marriage pendty
provision will increase the EITC benefits for some married couples and
increase the number of married couples eligible for the EITC. Under
current law, thevalue of the EITC begins to decline for couples with
children and incomes above $13,090, until it is completely phased out for
families with $28,281 in income and one child ($32,121 in income for
families with two or more children). Beginning in tax year 2002, the
income at which the value of the EITC will begin to decline for married
couples and the income at which married couples become ineligible to
receive the EITC will increase gradually. By tax year 2008, the increase
will reach its maximum of $3,000. If this change were fully implemented
now, married couples with children would not see the value of the EITC
begin to decline until they had $16,090 in income, and they would not
become ingligible for the credit until they had $31,281 in income and one
child ($35,121 in income for couples with two or more children).

In addition to the federal EITC, seventeen states offer their own EITCs.
Fifteen of these states calculate the state EITC as a percentage of the
federal EITC; one state relies upon federal EITC eligibility rules but
creates adightly different state EITC structure; and one state hasan EITC
that differs from the federal credit in important respects, but still provides
the bulk of its benefits to low-income families with children.

5. Stay-at-Home Parent Credit: A few states provide tax assistance to
parents caring for their young children & home. For example, Utah
provides a $100 nonrefundable tax credit to an income-eligible family that
provides full-time, parental care to an infant less than ayear old.
Proposals to extend some of the benefits of the federal DCTC to parents
staying at home with young children have been made in Congress and by
the Clinton Administration.
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6. Individual Tax Credit for Higher Education: Two nonrefundeble
federal tax credits are available to offset partially highe-education cods:
the Hope credit and the lifetime learning credit. These credits are based on
the amount of tuition and fees paid to a postsecondary institution for the
taxpayer, the taxpayer’ s spouse, or the taxpayer’ s dependent.

For taxpayers with modified AGI below $40,000, the Hope credit is equal
to 100 percent of the first $1,000 paid in tuition and fees annually plus 50
percent of the next $1,000 in tuition and fees paid annually for each
eligible student. A student iseligible if he or she has not completed the
first two years of postsecondary education; is enrolled in a program that
leads to a degree, certificae, or other recognized educational credential; is
talking at least helf of the normal full-time workload for his or her course
of study; and has never been convicted for possessing a controlled
substance.

For taxpayers with modified AGI less than $40,000, the lifetime learning
credit isequal to 20 percent of the first $5,000 ($10,000 after 2002) of
qualified tuition and related expenses paid for all students annually by the
taxpayer. Unlike the Hope credit, the lifetime learning credit may be
claimed even if the student is not attending school full-time or has aready
completed the first two years of postsecondary education.

The Hope and lifetime learning credits are available if the expenses are
paid with the proceeds of aloan, but are not availabe for expenses pad
with tax-free funds (such as scholarships excludable from income). These
credits are phased out according to a sliding scde for taxpayers with
modified AGI between $40,000 and $50,000. Only one credit may be
claimed for each student in any onetax year. Neither credit may be
claimed if ataxpayer has taken atax-free withdrawal from an Education
IRA in that tax year.

New Y ork has established a refundable tax credit for a small portion of
higher education tuition costs. When fully implemented in 2004, if tuition
expenses are lessthan $5,000 the taxpayer will be able to claim a credit
equal to the lesser of the amount of tuition or $200. If expenses are $5,000
or more, ataxpayer may clam acredit equal to 4 percent of tuition up to
$10,000 (for a maximum credit of $400).

In the child care context, child care tax credits play asimilarrolein
offsetting a portion of afamily s child care expenses. Only three states,
however, permit families to offsa as much as 100 percent of their
expenses, as the Hope credit does, even though child care expenses can be
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greater than higher education expenses. Potentialy, these higher
education credts could be expanded to include the cods of early
childhood education as an eligible expense as well.

7. Individual Tax Deduction for Higher Education: The state of New
Y ork has recently created a deduction from state taxable income for higher
education tuition that is the first of itskind. When fully implemented in
2004, taxpayers, regardless of income, will be able to deduct annually up
to $10,000 of tuition expenses (not counting expenses paid for with
scholarships or financial aid) for the education of the taxpayer, the
taxpayer’s spouse, or the taxpayer’ s dependent at any institution of higher
education, not including graduate school. The value of a deduction
depends on the taxpayer’s marginal rate. Since the marginal tax ratesin
New Y ork range from 4% to 6.85%, the maximum value of the deduction
ranges from $400 to $685.

The federal tax code offers some small deductions based on higher
education expenses. For qualified taxpayers, interest paid on student loans
may be deducted during the first 60 months that interest payments are
required. The deduction is available even to taxpayers who do not itemize.
In 1999, the maximum student loan interest deduction was $1,500. This
increases to $2,000 in the year 2000 and $2,500 for 2001 and later years.
The deduction is phased out for taxpayers with modified AGI above
$40,000 and is not available to taxpayers with modified AGI of $55,000 or
above.

A taxpayer with amodified AGI of less than $68,100 may also deduct all
or part of the interest received on the redemption of savings bondsif the
taxpayer pays qualified education expenses during the same years.

Qualified education expenses include contributions to an Education IRA.

In the child care context, child care deductions play asimila rolein
offsetting a portion of afamily’s child care expenses. No state, however,
permits families to deduct as much as $10,000 in child care expenses, even
though child care expenses can exceed those of higher education. (New

Y ork recognizes this by providing a child care credit whose vdueis
greater than its higher education deduction — providing a maximum benefit
of $1,584 for child care expenses versus $685 for higher education
expenses — but most states’ child carecredits or deductions are worth less
than New Y ork’s deduction for higher education expenses.) Deductions
for higher education expenses could be expanded to include early
childhood education. In addition, deductions could be allowed for the
interest paid on loans taken to pay for child care expenses.
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B. Tax Strategies to Encourage Savings to Pay for Child Care

1.

Tax-Preferred Individual Retirement Account (IRA): The federal
Internal Revenue Code givesatax preference to two kinds of accounts
designed to help individuals save for retirement. In the traditional IRA,
individuals with taxable compensation can make tax-free contributions to
aretirement savings account. (However, if the owner of the IRA
participates in an employer’s qualified retirement plan, the amount of IRA
contributions that will be tax-free declines to zero between $33,000 and
$43,000 of adjusted grossincome (AGI) for single filers and between
$53,000 and $63,000 of AGI for joint filers. Theseincome limits will
gradually increase until in 2007 the range will be $50,000 - $60,000 for
single filers and $80,000 - $100,000 for joint filers.) Annua individual
contributions are limited to total taxable compensation or $2,000 per
individual. (Under the Economic Recovery and Tax Relief Reconciliation
Act of 2001 this limit will begin to increase in 2002 until it reaches $5,000
per individual in 2008.) Taxes on the contributions are deferred on the
principal and interest until withdrawn. In aRoth IRA, contributions made
are not tax deductible, but amounts deposited in the account grow tax-free
and are not taxed at withdrawal. Only joint filers with incomes below
$160,000 and sing e filers with incomes below $110,000 may contribute to
aRoth IRA. The money in both types of IRAs cannot be withdrawn
without i ncurring a 10% penalty before the account holder reaches age
59%% except under specified circumstances. For example, penalty-free
withdrawals may be made from traditional IRAs or Roth IRAs for
qualified higher education expenses or for afirst-time home purchase.
Child care could be added as a basis for a penalty-free withdrawal .

Tax-Preferred Education IRA: Established under the federal Interna
Revenue Code, an Education IRA isatrust or custodial account created
only for the purpose of payingthe qualified higher education expenses of
the designated beneficiary of the acoount. Eligible individuals may
contribute up to $500 cash each year to an Education IRA for a child under
age 18. Contributions made to an Education IRA are not tax deductible,
but amounts deposited in the account grow tax-free. If, in any given year,
withdrawals from the account do not exceed the child's qualified higher
education expenses (including tuition and fees, room and board, and the
costs of books, supplies, and equipment) no tax need be paid on the
withdrawals. Individuals eligible to contribute to Education IRAs are
those with modified AGls of less than $110,000 ($160,000 for ajoint
return), and those eligible to contribute the full $500 a year are those with
modified AGls less than $95,000 ($150,000 for ajoint return). (Beginning
in 2002, the $500 limit on annual contributions will increase to $2,000, the
funds in the account may be used for elementary and secondary education
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expenses as well as for the costs of higher education, and the income
limits will be higher.) The purpose of these accounts could be expanded
to include the payment of early childhood education and child care
EXpenses.

3. Tax-Subsidized Children’s Savings Account (CSA): Variations of
children’ s savings accounts for education have been repeatedly proposed
in Congress, though have never become law. The KIDSAVE proposal,
sponsored by Senators Lieberman and Kerry in 1995, would have allowed
parents eligible for a child tax credit to put the tax credit proceeds into an
IRA for their children. Taxes would be deferred on the principal and
interest until withdrawn, like atraditional IRA, but unlike a traditional
IRA, the child could borrow from the fund temporarily in the form of a
ten-year loan for the costs of higher education without incurring any tax
penalty. Otherwise, the assets could not be withdrawn from the IRA until
the beneficiary reached age59 ¥2. Other CSA proposals have included a
government contribution component, sometimes through refundable tax
credits. A proposal introduced by Rep. Houghton (R-NY) in 1997 would
establish a Children’s Retirement Account (CRA) for every child under
six; the U.S. Treasury would directly deposit $1,000 into the CRA every
year until the child reached the age of six. Account-holders would be
permitted to borrow from these retirement accounts to finance higher
education or afirst-time home purchase. Former Senator Kerrey
suggested the establishment of an “investment acoount” for every child
born in the United States with the $500 child tax credit (made fully
refundable) deposited into the child’ sinvestment account for the first five
years of life. Individuds could be allowed to borrow from such funds to
pay child care expenses.

4. Individual Development Account (IDA): Generally speaking, an IDA is
an interest-beaing savings account for low-income individuals that is
restricted to three uses: (1) buying afirst home; (2) receiving post-
secondary education or training; or (3) starting abusiness. Child care
could be added asa permissible use. Deposits made to theaccounts
generally do not count as income for the purposes of determining
eligibility and benefit levels for public assistance programs. Some states
provide matching funds for deposits made to the accounts, while others
have established tax credits to encourage individuds and businesses to
provide matchingfunds. These matching funds help low-income
individuals to build assets more quickly over time. Currently, small-scale
IDA programs have been authorized by various federal laws (for instance,
the Personal Responsibility and Work Opportunity Act of 1996
(PRWORA) permitted states to include IDAs in welfare reform plans and
welfare-to-work programs, while the Assets for Independence Act
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provided competitive grants to non-profit IDA programs) and are being
implemented in avariety of formsin some states.

During the 106" Congress, the leading bipartisan proposal to expand the
availability of IDAs was the Savings for Working Families Act sponsored
by Senators Lieberman and Santorum and Representatives Pitts and
Stenholm, which would provide tax credits to financia institutions that
annually match up to $500 of deposits made by alow-incomeindividual
into an IDA and to private investors contributing to non-profits that run
matching IDA programs.

5. Tax-Subsidized Universal Savings Account (USA): The Clinton
Administration proposed this retirement savings vehiclein 1999. The
proposed USAs would be voluntary individual retirement savings accounts
subsidized by federa tax credits, available to low-income individuals and
individuals without employer-provided retirement plans, and designed to
encourage and supplement retirement savings. Any dligible individual
could open aUSA. Individuals with an adjusted gross income (AGI) of
under $20,000 would receive an automatic annual $300 government
contribution to their USA in the form of arefundable tax credit, whether
or not they themselves made any contributions to the account, and would
receive adolla-for-dollar mach in the form of arefundable tax credit
deposited directly into the USA for every dollar deposited into the
account. Individualswith an AGI between $20,000 and $40,000 would be
eligible for smaller benefits, and individuals with an income above
$40,000 would receive no automatic government contributions and the
smallest match. Total contributions to the USA, including the tax credits,
would be capped at $1,000 per year.

USA earnings would grow tax-free until retiremert. Upon retiremert,
fifteen percent of each withdrawal of a USA would be excluded from
taxes, in order to approximate atax-free return of an individual’s own
after-tax contribution.

Tax-Financed Social Insurance Models

1. Tax-Funded Social Security and Unemployment Insurance are two
examples of government-sponsored social insurance programs. They are
nearly universal programs that insure aganst risks faced by all workers.
The Social Security system protects aganst the risk of the dramatic lossin
family income that can occur as aresult of disability, retirement or death.
Unemployment Insurance protects against the income loss that can occur
from being involuntarily terminated from one’ s job without cause. Given
the popularity of these social insurance programs, it has been suggested
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that such amodel could be used to help families pay for child care
expenses. An insurance model is aso atractive because it enablesits
participants to share the cost and risk: although everyone pays into the
system, not everyone directly benefits from it, meaning that beneficiaries
can receive more than they contribute to the system.

Both Social Security and Unemployment Insurance are financed through
payroll taxes. In the caseof Social Security, the tax is divided equally
between employees and employers. For Unemployment Insurance, only
employers pay thetax. Thisform of financing has been criticized for
being regressive (i.e., low-income workers pay alarge percentage of their
income in these taxes than do high-income workers). Some of this
regressivity could be eliminated by making the benefit strucure quite
progressive, by making tax rates increasewith income or by making all
wage and salary income subject to taxation (currently, thereisalimit on
how much income is subject to the Social Security and Unemployment
Insurance taxes). But the payroll tax is fundamentally regressivein a
different way: since only incomefrom wages and salariesis taxed, high-
income people, who are more likely to have income from non-wage
sources such as investments, will pay a smaller fraction of their total
income towards these social insurance programs than do lower-income
people, who are less likely to have income from sources other than wages
and salaries.

Creating a social insurance program to fund child care expenses would
require an increase in the payroll tax or atax on employers. Whereas
proposals have been made to allow states to fund paid parental leave out of
the existing Unemployment Insurance funds, paying for child care woud
be significantly more expensive and therefore might requirea new funding
stream. Adding an additional payroll tax and structuring it so that it would
be less regressive than existing payroll taxes would be politically difficult.
Given that payroll taxes are already the highest taxes paid by many low-
income workers, increasing those taxes may also be undesirable.
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