CHILD CARE & EARLY LEARNING

CHILD CARE DEDUCTIONS FAVOR

All families need access to high-quality child care. Child care
deductions, however, favor high-income families while direct

HIGH INCOME FAMILIES

High-quality child care gives children a strong start toward
success in school and life and enables parents to work and
support their families. Yet many families—particularly low-
income families—lack access to the high-quality child care and
early education they need.

There are different ways the tax code can provide
families a benefit to help offset some of the

costs of child care—credits and deductions. A

tax deduction reduces a filer’s taxable income,
while a credit reduces the amount of taxes a filer
owes. However, as currently structured, families
only receive tax assistance once a year, when they
file their taxes, although they must pay child care
expenses throughout the year.

In contrast, direct child care assistance through
the federally and state funded Child Care and
Development Block Grant goes directly to families
or providers continuously throughout the year, as
child care expenses are incurred.

Current child care tax provisions are not structured to help
low-income families who need them the most. Although the
two current tax provisions—the Child and Dependent Care Tax
Credit (CDCTC) and the Dependent Care Flexible Spending
Account (FSA)—are intended to help working families meet
their child care expenses, in practice, these provisions provide
little or no help to low-income families. Proposals to make
child care expenses entirely tax deductible would help low-
income families even less, while directing the vast majority of
the benefits to higher income families.
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subsidies and refundable tax credits can better meet the
needs of families who need it the most.

Access to high-quality child care is integral to the
economic security of women and families, but child
care is expensive.

Child care consumes a larger share of the budgets of lower-
income families. Families below the federal poverty line

who pay for child care for children under age five spend an
average of 36 percent of their incomes on that care.! Families
with incomes between 100 to 200 percent of the federal
poverty line who pay for child care for children under age
five spend an average of 20 percent.?

One in five working mothers of very young children works
in jobs that typically pay $10.50 per hour or less.> A woman
who earns $10.50 per hour and works full time only makes
$21,000 per year.

The average cost of full-time care for one child ranges from
approximately $3,700 to over $17,000 a year, depending on
the age of the child, the type of care, and where the family
lives.#

Making child care payments tax deductible would
benefit high-income families, while providing little help
to low-income families.

Under the tax code, if tax filers elect to file a tax return

with itemized deductions, certain kinds of expenses can

be deducted from income before taxes are calculated. By
reducing taxable income, the tax filers will lower the amount
of taxes that are owed. Home mortgage interest, certain
medical expenses, and charitable contributions are examples
of expenses that can be deducted from income under
current law.
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* A tax deduction for child care payments would favor
higher-income families.

o Many lower-income families would not be able to
receive any benefit from a deduction at all. If a family
does not earn enough to incur income tax liability,
it will receive no benefit from a tax deduction. This
means that the millions of households with incomes
too low to incur federal income tax liability would
receive no benefit from a tax deduction.®

o In addition, lower-income families are less likely to
file their taxes with itemized deductions, as they
would need to do to benefit from a tax deduction
related to child care expenses. In order to claim
most tax deductions other than the standard
deduction, a filer has to itemize deductions on their
tax return—something only about 30 percent of all
tax filers choose to do overall. In addition, higher
income households are much more likely to itemize,
whereas low-and middle-income households are
more likely to claim the standard deduction. Among
tax filers with AGI above $200,000, over 90 percent
itemize. In contrast, only 6 percent of filers with AGI
below $20,000 and only 22 percent of filers with
AGI between $20,000 and $50,000 itemize.® That
means that 80 percent of tax filers with AGI between
$20,000 and $50,000 would not benefit from a child
care expense tax deduction.

o Tax deductions are also worth more for households
in higher tax brackets. For example, a $1,000

Estimates from the U.S. Department of the Treasury show
that low- and moderate-income families will receive only

a small share of the tax benefits of Dependent Care FSAs.
Families with AGI below $75,000 will receive just 10 percent
of the tax benefits, while families with incomes above
$200,000 will receive 38 percent of the tax benefits, for tax
year 2016.7

There are several reasons why low-income families receive
so few benefits from Dependent Care FSAs:

o The income tax benefit from an exclusion of income
is greater for people in higher tax brackets. A
family in the 35 percent tax bracket that sets aside
$5,000 in an FSA receives a $1,750 income tax break,
more than three times as much as a family in the 10
percent bracket ($500).

o Low-wage workers are far less likely to have access
to a Dependent Care FSA at work. Only 16 percent
of private industry workers earning wages in the
bottom 25th percentile had access to dependent
care reimbursement accounts in 2014. In contrast,
61 percent of private industry workers whose wages
were in the top 25th percentile had access to these
FSAs through their employer.®

o Low-wage workers with unstable and unpredictable
earnings and child care needs may be reluctant to
set aside part of their paycheck into a “use it or lose
it” account.

In contrast to deductions, direct assistance and
refundable tax credits can better meet the needs of
families who need it the most.

deduction reduces the tax owed by a family in the
highest tax bracket by $350 because their income is
taxed at 35 percent. For a family in the 15 percent tax
bracket, a $1,000 deduction reduces their tax owed
by only $150.

Direct assistance through subsidies would help low-
income families with the cost of child care.

* Expanding investments in direct child care assistance would
enable more low- and moderate-income parents to access
affordable, high-quality care for their children and allow
child care providers to earn wages that are sufficient to
support themselves and their own families.

Low-income families also receive little help from
Dependent Care Flexible Spending Accounts.

« Under current law, employers can (but are not required to)
offer Dependent Care Flexible Spending Accounts (FSAs)
to their employees. Employees whose employers offer
Dependent Care FSAs can elect to set aside and exclude
from income up to $5,000 of pre-tax income for work-
related child and dependent care expenses. The income
set aside to pay for these expenses is not subject to payroll
or income taxes. However, if the employee does not use
that income for child or dependent care expenses during a
particular tax year, the FSA funds are forfeited.

As opposed to tax credits or a tax deduction which only
provide benefits in a single payment at tax time, direct child
care assistance through subsidies can be made available on
a weekly, bi-weekly, or monthly basis which enables parents
to budget and pay for their child care bills throughout the
year.
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Making the federal Child and Dependent Care Tax o A single mother with two children must have an

Credit refundable would benefit low-income families. AGI above $21,250 to have any federal income tax

* The federal CDCTC allows parents to claim a tax credit liability, assuming she claims the s.tandarql deduction
for part of their work-related child or dependent care and appropriate personal exemptpns. With an AGl.
expenses. The credit is equal to between 20 and 35 below $21’259 she would not qualify for any benefit
percent of allowable expenses: up to $3,000 for one child from the credit.
or dependent and up to $6,000 for two or more children o As currently structured, the CDCTC

or dependents. Families with an Adjusted Gross Income
(AGI of $15,000 or less can claim 35 percent of allowable

expenses. The percentage of allowable expenses that can

be claimed declines as family income rises, to 20 percent
for families with AGI above $43,000.

disproportionately benefits higher-income families:
Estimates from the U.S. Department of the Treasury
show that, for example, families making less than
$30,000 will receive only 8 percent of the tax
benefits from the CDCTC while families making over

On paper, the lowest-income families are eligible for the
largest credit. The credit can be worth up to $2,100 for a
family with AGI of $15,000 or less (35 percent of $6,000)
compared to a maximum of $1,200 for a family with AGI
above $43,000 (20 percent of $6,000). However, because
the CDCTC is not refundable—it can only be used to offset

$100,000 will receive 38 percent of the benefits from
this credit.®

* Improving the CDCTC, including by making it refundable,
has the potential to benefit low-income families, including
over a million families who would receive tax benefits from
the credit for the first time.©

federal income tax liability—many low-income families
receive little or no benefit from the credit because they
have little or no federal income tax liability.
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