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CHILD CARE, WELFARE REFORM, AND 
TAXES , 

by Mary L Heen 

The welfare reform legislation passed by Congress last year makes significant 
changes in the social welfare system, followed this year by contrasting shifts 
in the. federal tax system's treatment of families with children. This article dis­
cusses how the. welfare and tax law changes affect overall child care policy 
and funding levels for work-related child care, and evaluates the newly 
enacted child tax credit and the existing child care tax credit in light of their 
combined effects on low income working families. 

Welfare reform legislation signed into law last year repeals 11entitlement11 

programs such as Aid to Families with Dependent Children (AFDC) and 
AFDC-related child care and substitutes two separate capped federal block 
grants to the states1 giving the states greater freedom to impose their own 
requirements or restrictions without the necessity of applying for waivers of 
federal requirements. According to projections by the House Ways and Means 
Committee, the reform legislation halts the growth in overall federal welfare 
spending by approximately $55 billion over the next six years.' The devoiu­
tion of authority to the states combined with the cap on federal funds and 
the abolishment of the statutory welfare entitlement make it increasingly 
important to monitor welfare reform initiatives at the state and local level. 

Although the legislation provides some additional federal funds for work­
related child care, whether the states will be able to meet the mandated work 
participation rates under the new law depends upon improving the availabili­
ty, affordability, and quality of work-related child care at the state and local 
level. Advocates for low income families can play an important role in moni­
toring the implementation of welfare reform by the states, documenting the 
need for states to maintain or increase current levels of state support for 
work-related child care, and working with community leaders to find ways of 
addressing some of these pressing child care needs. 

Child care assistance is provided through direct assistance programs 
(including cash and in-kind subsidies or voucher programs) and through tax 
adjustments. Some current federal tax provisions such as the child and 
dependent care tax credit under !RC § 21 and the exclusion for employer­
provided child care under !RC § 129 focus specifically on work-related child 
care. However, those provisions benefit lower income families only if they 
are otherwise subject to federal income tax. Although a few states use 
refundable tax credits to deliver child care assistance targeted to low income 
families, the federal child care tax credit is not a refundable credit. 

Continued on page 2 
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Child Care and Welfare Reform: Continued from front CO'!er 

Most recently, national legislative activity has 
focussed on per child tax credits. The Taxpayer Relief 
Act of 1997, signed into law on August 5th, adds !RC 
§ 24 to the tax code, providing for a child tax credit of 
$500 per child ($400 per child beginning in 1998, and 
$500 thereafter) for qualifying children under the age 
of 17.' Unlike the child care tax adjustments provided 
by !RC §§ 21 and 129, the availability of the child tax 
credit does not depend upon work outside of the 
home. Like the work-related child care tax provisions, 
however, the child tax credit primarily benefits middle 
class families. The credit phases out at modified adjust­
ed gross incomes of $110,000 in the case of joint 
returns ($55,000 for married taxpayers filing separately) 
and $75,000 for unmarried taxpayers, and is reduced 
by $50 for each $1,000 (or fraction thereof) by which 
the taxpayer's modified adjusted gross income exceeds 
the threshold amount. 3 Although the new law provides 
nearly $183.4 billion worth of child tax credits over a 
ten year period, many low income families will derive 
little additional benefit from the new credit. 

To receive full benefit from the child tax credit, fami­
lies must have i) federal income tax liability in an 
amount equal to or greater than the amount of the 
credit, net of applicable credits other than the earned 
income credit, or ii) have three or more qualifying chil­
dren and be eligible for the refundable child credit 
under new !RC §24(d). Thus, low income taxpayers 
with smaller families are unlikely to receive much addi­
tional benefit from the child credit if they have work­
related child care expenses eligible for the section 21 
nonrefundable credit. By contrast, middle income tax­
payers with work-related child care expenses may ben­
efit from both the existing !RC § 21 child care tax credit 
(or the !RC§ 129 exclusion for employer-provided child 
care) and the new !RC § 24 child tax credit. 

Although the House version of the tax bill would 
have phased out the !RC § 21 child care tax credit in 
conjunction with the child tax credit for certain higher 
income taxpayers, the conference agreement appropri­
ately rejected the phaseout of the section 21 credit. As I 
have argued elsewhere,4 becaus~ both sections 21 and 
129 serve important structural functions as offsets for 
certain tax discontinuities involving taxation of the fam­
ily, their benefits should not be phased out at higher 
income levels. Instead1 the important offset function 
served by these provisions should be extended to low 
income families through refundable credits. 

The rest of the article explains the background and 
impact of the legislative changes in greater detail in the 
following five parts: 1) a brief explanation of the new 
welfare-related federal block grant programs; 2) issues 
facing low income families concerning the cost, avail­
ability, and quality of work-related child care; 3) a 
summary of the income tax work-related child care 
provisions; 4) how the current tax provisions affect low 
income workers; and 5) what should be done now. As 

Continued on page 12 
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Child Care and Wellare llelorm: continued from page 2 

set forth below, I conclude that the new welfare-related 
capped federal block grants fail to meet the need for 
additional child care funding. Federal income tax 
adjustments also fail to address the needs of low 
income families with work-related child care expenses) 
although the earned income tax credit operates, at least 
in part, as an important earnings subsidy for low 
income workers with children. The discussion ends 
with a call for an increased focus on and commitment 
to quality subsidized child care at the state and local 

level. 

Welfare-related Federal Block Grant Programs 
In place of AFDC and its related work and training 

program known as JOBS, the new law creates a wel­
fare block grant called Temporary Assistance for Needy 
Families (TANF) capped at $16.4 billion per year, 

Care and the At-Risk Child Care programs. The child 
care block grant increases total federal child care fund­
ing over 1995 levels, provided through numerous sepa­
rate programs

1 
and consolidates it into one block grant 

program of about $3 billion in total funds in fiscal year 
1997, increasing to $3.7 billion in fiscal year 2002. The 
total amounts represent discretionary funds (reautho­
rized through CCDBG in an annual amount of $1 bil­
lion) and 11entitlement11 funds for child care authorized 
at $2 billion beginning in 1997 ranging up to $2.7 bil­
lion in 2002). Of the capped "entitlement" funds, no 
state match is required for about $1.2 billion each year, 
which is the amount provided to the states in 1995 for 
AFDC-related child care, Transitional Child Care and At­
Risk Child Care. The remainder of the child care "enti­
tlement11 funds are subject to historic maintenance-of­
effort and matching requirements. 6 

As explained by the Children's Defense Fund (CDF), 
in THE STATE OF .AMERICA'S 

approximately the level of fed­
eral welfare expenditures in 
1995. Implementation of TANF Even ii states meet tile matching 

CHILDREN 1997 YEARBOOK, the 
new law adds about $4 billion 
in new child care funds over six 
years and the states are 

is effective July 1, 1997, 
although many states will be 
operating pre-approved waiver 
programs after that date. The 
new law (Personal 

requirements to receive all ol tile new 
federal funds, tile CllO estimates that tile 
new funding Is about $1.4 billion short of 

required to put up matching 
funds to obtain the new child 
care funds. Even if states meet 
the matching requirements to 
receive all of the new dollars, 
the Congressional Budget Office 
has estimated that the new dol­
lars are about $1.4 billion short 
of what would be needed to 
implement the new work 
requirements.1 The child care 
funds thus fall far short of what 

Responsibility and Work 
Opportunity Reconciliation Act 
of 1996, Pub. L. No. 104-193, 

what would be needed to implement tile 

§ 103, 110 Stat. 2105) repeals 

new work requirements. Tile child care 
funds Illus fall tar short ol what would be 

the 11 entitlement11 to welfare ben­
efits, imposes strict time limits 
on the receipt of benefits (a 
maximum of 24 months of ben­
efits without work, with a life-

needed to move low income families ofl 
the welfare rolls and to keep them ofl 

on a long-term basis. 

time five-year limit), requires 
states to meet more stringent work participation levels 
(50% participation by 2002; and for two-parent families, 
90% participation by 1999) and makes the work 
requirements applicable to mothers with younger chil­
dren (1 year and older). To receive their full federal 
TANF grants, the states must spend only 75% of what 
they spent as state matching funds in 1994 (80% if they 
fail to meet mandated work participation rates, and 
100% for access to a recession contingency fund). In 
addition, the law authorizes states to use up to 30 per­
cent of their TANF grants for Child Care and 
Development Block grant activities (or for Title XX 
social services block grant activities, subject to certain 
restrictions). It has been estimated that the transfer pro­
vision, combined with the provision allowing states to 
reduce their historic levels of welfare spending will 
permit states to withdraw as much as $38 billion from 
welfare and work programs over the next six years. 5 

The new block grant for child care, made effective in 
1996, is an expanded and revised version of the Child 
Care and Development Block Grant Program (CCDBG), 
and replaces AFDC-related child care, Transitional Child 

would be needed to move low 
income families off the welfare rolls and to keep them 
off on a long-term basis. 

The Cost, AvallabllilY, and Quality .01 Child Care 
Under the new law, welfare mothers must participate 

in work activities within twenty-four months of receiv­
ing benefits, unless states opt to require work sooner. 
Virginia, for example, has requ.ired work within ninety 
days.' The federal welfare reform law provides no 
guarantee of child care assistance or that child care will 
meet minimal standards. However, it exempts from fail­
ure-to-work penalties single custodial parents caring for 
a child under the age of six if the parent "proves that 
[she] has a demonstrated inability (as determined by 

12 

the State) to obtain needed child care," including the 
unavailability or unsuitability of 11 informal child care 11 by 
a relative or under other arrangements. For purposes of 
determining whether states meet the monthly minimum 
work participation rates, a single parent of a child 
under the age of six is deemed to be meeting work 
participation requirements if the parent is engaged in 
work for twenty hours per week. States are permitted 
(but not required) to exempt a parent of a child under 



age one from the work requirement. Michigan, for 
example, has required parents of children three months 
of age or older to engage in work-related activities. 

If low income families must pay the full cost of child 
care themselves, they face a major obstacle in their 
transition from welfare to work. In general, the type of 
child care purchased and the amount spent on care 
varies by the family 1s economic situation and the type 
of care used. Lower income families spend on average 
about tvventy-five percent of their incomes on child 
care even though they spend significantly less, in 
absolute terms, on child care than families with higher 
incomes.9 Those who pay "for relatives to care for their 
children pay the lowest average weekly costs, with 
increasingly higher weekly average costs for family 
child care, center care, and in-home care by a non-rela­
tive.10 

Experience with prior work programs indicates that 
those with low reimbursement rates and retroactive 
reimbursement tended to steer families toward informal 
child care. Such informal arrangements are more likely 
to be of relatively poor quality. A recent study of chil­
dren in family child care and relative care concluded 
that ttregardless of maternal education, the .lower the 
child's family income, the lower the quality of the child 
care home in which he or she is enrolled11 and that low 
income families 11 are more likely to be using care that is 
rated as being of inadequate quality [growth-harming] 
whereas middle-income families tend to use care that is 
adequate/custodial [neither growth-enhancing nor 
growth-harming]."" That finding, the study noted, dif­
fered from findings from research on center-based care, 
in which low income children in subsidized care were 
in better quality arrangements than middle income chil­
dren.12 In center-based care, the lowest quality care is 
received by toddlers and infants, with about forty per­
cent of those studied receiving below a minimally ade­
quate level, although little difference in fees was found 
for centers providing high- or low-quality care. 13 

A recent GAO study of the extent to which the cur­
rent supply of child care would be sufficient to meet 
the anticipated demand for child care under the new 
welfare reform law found a growing gap in the sam­
pled communities between known supply and expect­
ed demand, especially for certain age groups." The 
study identified the price of care, the lack of trans­
portation, the limited availability of nonstandard care 
(outside of normal working hours) and the quality of 
care as additional areas of concern for low income 
families. It concluded that the currently inadequate 
supply of known child care for children of certain age 
groups "is likely to grow, with disproportionately larger 
gaps for infants and school-aged children. 1115 For exam­
ple, the GAO found that in poor areas of Chicago, the 
currently known supply of child care by the end of fis­
cal year 1997 is sufficient to meet 61 % of current 
demand for preschool care, compared with 11 % and 
30% of the demand for infant and school-aged care, 

13 

respectively. 16 If known supply 11 does not increase, 
states may have to rely more on care for which they 
have little information11 and the ability to assist families 
in locating appropriate care 11 may be more limited. 1117 

Without substantially increased federal or state sup­
port of work-related child care, the new work require­
ments may be programmed for failure, or worse, may 
result in the endangerment of children. In some cases, 
mothers may face the choice of leaving their children 
in low-quality care or of staying with their children, 
and as a result, losing financial support. A GAO study 
of the states1 early experience with benefit termination 
found that by the end of December 1996, failure to 
comply with work requirements (imposed under feder­
ally approved waiver 
programs) became the 
most significant reason Without substantially 

increased lederal or state 
support of work-related 
child care, the new work 

for termination.18 

Explanations given by 
recipients for noncom­
pliance with work 
requirements included 
wanting to stay home requirements may be 
with children. In the 
sample studied by 
GAO, termination of 
welfare benefits also 
tended to result in loss 
of other assistance 
despite the families' 
continuing eligibility 
for such assistance 
under the law. After 
termination, the per­
centage of families 
receiving food stamps 
or Medicaid also 
declined significantly 
after termination, with 
84-100 percent receiv-

programmed for lailure, or 
worse, may result in 
endangerment ol children. 
Mothers may lace the 
choice ol leaving their 
children in low-quality 
care or ol staying with 
their children, and as a 
result, losing linancial 
support. 

ing such benefits before termination, and 26-61 percent 
receiving them after termination.19 

The Income Tax Work-Related Child Care Provisions 
The Internal Revenue Code provisions specifically 

addressing child care expenses are !RC § 21, the child 
and dependent care tax credit, and !RC § 129, the 
exclusion from income for certain employer-provided 
child care benefits. The child care tax credit and the 
exclusion for employer-provided child care are estimat­
ed by the Joint Committee on Taxation to reduce feder­
al revenues by about $2.8 billion and $.8 billion, 
respectively, in fiscal year 1997. 

Although not specifically aimed at the child care 
expenses of working parents, the earned income tax 
credit, !RC § 32, provides a refundable tax credit for 
certain low income working families with children. In 
addition, the personal exemption deduction for depen­
dents, !RC§ 151, and the newly enacted child tax cred-

Continued on page 14 
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Child Care and Wellare Reform: continued from page 13 

it, IRC § 24) provide an adjustment in computing tax­
able income to account for the added household costs 
of taxpayers supporting children. 

!RC §§ 21 and 129 provide tax benefits to all working 
parents, but upper- and middle-income taxpayers uti­
lize them the most for reasons explained below. The 
following subparts describe in greater detail how the 
child care credit and employer-provided child care 
eXclusion provisions work, and how the current design 
of these provisions makes it difficult for low income 
taxpayers to benefit from them. 

llow the Child Care Tax Credit Works 
!RC § 21 provides a nonrefundable tax credit, the 

amount of which is equal to an °applicable percentage11 

of the eligible employment-related child care expenses 

it unlikely that poor taxpayers receive any benefit from 
the credit. The Tax Reform Act of 1986 removed about 
six million poverty level families from the income tax 
rolls by increasing standard deduction and personal 
exemption amounts, and adjusting those amounts on a 
yearly basis for inflation. In 1997, for example, a family 
of four (two parents and two children) would owe no 
taxes on up to $17 ,500 of adjusted gross income (after 
taking account of a standard deduction of $6900 plus 
four personal exemptions of $2,650 each), which is 
above the federal poverty threshold of $16,050 for a 
family of four. A single head of household with one 
child would owe no taxes up to $1l,350 of income 
(after taking account of a standard deduction of $6,050 
plus two personal exemptions of $2,650 each) which is 
above the poverty level of $10,610 for a family of two. 
Although both families could be entitled to a child care 

The c11rren1 thresholds lor tax liability combined with the 
111mrel11ndallility ol tlle credit make ii 11nlikely for poor lammes to benefit from Ille 

child and dependent care tax credit. Th11s, at low income levels, tax costs make working to cm1er 
child care costs an inherently losino 11ro11osmon. 

paid by the taxpayer during the year. The applicable 
percentage, which ranges on a sliding scale of 20 to 30 
percent, varies with adjusted gross income. The amount 
of child care expenses that may be taken into account 
depends upon the number of children included in the 
household maintained by the taxpayer. Eligible expens­
es are limited to $2,400 per year for one child, and 
$4,800 per year for two or more children. A taxpayer 
with adjusted gross income of $10,000 or less receives 
a credit of 30 percent of employment-related expenses. 
The credit percentage declines by one percentage point 
for each $2,000 (or fraction thereof) in adjusted gross 
income above $10,000, but in no case is the applicable 
percentage reduced below 20 percent. For taxpayers 
with adjusted gross incomes greater than $28,000, 
therefore, the applicable percentage is 20 percent. For 
taxpayers with adjusted gross income of $10,000 or 
less, and thus qualifying for the highest applicable per­
centage of 30 percent, the maximum credit is $720 for 
one child, and $1,440 for two or more children. For 
taxpayers with incomes in excess of $28,000, and thus 
qualifying for the lowest applicable percentage of 20 
percent, the maximum credit is $480 for one child, and 
$960 for two or more children. 

The amount of the dependent care credit and the 
applicable percentage income phase-down schedule 
have not changed since 1981. Income tax thresholds, 
however, have substantially increased since then. Thus, 
although § 21 appears to target low income taxpayers, 
the relationship between the credit percentage income 
phase-down and current income tax thresholds makes 

tax credit, they would have no income tax liability to 
offset through use of the credit. The current thresholds 
for tax liability combined with the nonrefundability of 
the credit thus make it unlikely for poor families to 
benefit from the child and dependent care tax credit. 

The Exclusion tor Employer-Provided Dependent Care 
Assistance Programs 

!RC § 129 provides an exclusion from the gross 
income of employees of amounts up to $5,000 paid by 
the employer under a dependent care assistance pro­
gram. The dependent care assistance program must be 
a separate written plan of the employer for the exclu­
sive benefit of employees and must meet certain other 
requirements. The amount of the exclusion may not 
exceed the lesser of the earned income of the employ­
ee or the earned income of the e,mployee 1s spouse. 
Payments for child care made to the employee1s spouse 
or certain other related individuals (another child of the 
employee, for example) are ineligible for exclusion. 

Employers most frequently provide the dependent 
care assistance benefit through reimbursement 
accounts) sometimes referred to as flexible spending 
accounts, which may also cover other types of expens­
es, such as out-of-pocket health care expenses. Up to 
$5,000 may be paid into an dependent care assistance 
account (through a salary reduction plan) from which 
child care expenses of the employee are reimbursed. 
The effect of such a program is that the employee may 
pay child care expenses (or out-of-pocket health care 
expenses) with pre-tax dollars. Thus, the !RC § 129 
exclusion operates as a complete adjustment, offsetting 
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the tax costs of up to $5,000 of child care expenses, 
regardless of the taxpayer's marginal tax rate. About 
one-third of full-time employees at large and medium­
sized private firms were eligible for such accounts in 
1991, compared to nearly one-tenth of such workers 
who were eligible for child care benefits provided by 
the employer in the form of child care facilities provid­
ed at or near the workplace or through direct reim­
bursement of employee expenses. 

Generally, taxpayers choose whether eligible child 
care expenses will be claimed under the § 21 credit or 
the § 129 exclusion. Double dipping is not permitted. 
For most middle or upper income taxpayers, the § 129 
exclusion will provide the most benefit. For example, 
for taxpayers subject to the highest marginal tax rate of 
39.6 percent, the§ 129 exclusion is worth $1,980 com­
pared to the maximum.§ 21 credit of $480 for one child 
or $960 for two or more children. 

!low !he Tax Provisions Allect Low Income Workers 
At low income levels, tax costs make working to 

cover child care costs an inherently losing proposition. 
Although tax costs of working in the wage labor mar­
ket are somewhat offset by !RC §§ 21 and 1.29 for mid­
dle and upper income taxpayers, low income workers 
receive little or no benefit from those provisions. Thus, 
the low income mother generally is better off staying at 
home to care for the children (if she has other means 
of support) unless she earns substantially more than it 
costs to purchase adequate child care, or can rely on 
subsidized care or unpaid or low-cost relatives or 
friends for child care. 

As has been pointed out by Professor Edward 
McCaffery, the tax costs result from a combination of 
the 15 percent marginal income tax rate on earned 
income above the tax threshold amounts, the 7.65 per­
cent employee portion of social security taxes, and the 
phase-out percentage of the earned income credit.20 As 
described in greater detail below) the earned income 
tax credit is structured to benefit low income working 
families: the amount of the credit initially increases 
with earnings, then remains constant as earnings 
increase, and then decreases with earnings until it is 
fully phased out. 

In 1997, for example, the maximum refundable credit 
for a family with two or more qualifying children is 
$3,656 (as adjusted for inflation, equal to 40 percent of 
the earned income amount of $9, 140). The maximum 
benefit applies at incomes between $9, 140 and $11,930, 
and declines thereafter. A phase-out percentage (21.06 
percent) is then applied to adjusted gross income (or, if 
greater, the earned income) in excess of $11,930. The 
benefit is fully phased out at $29,290 of adjusted gross 
income for a taxpayer with two or more qualifying 
children. Different percentages and amounts apply for 
families with one qualifying child (a maximum credit 
amount of $2,210, which represents a credit percentage 
of 34 percent applied to the earned income amount of 
$6,500, a phaseout percentage of 15.98 percent, and a 
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threshold phaseout amount of $11,930; the credit is 
thus completely phased out at $25,760). The marginal 
income tax rate (15 percent), the employee portion of 
social security tax rates (7.65 percent), and the earned 
income credit phase out rate (21.06 percent) equal a 
combined federal tax rate of 43.71 percent for 1997 (or 
38.6 percent for families with one child), without tak­
ing into account state taxes and the incidence of the 
employer portion of social security taxes. 

The earned income tax credit phase-out percentages 
have the effect of increasing the marriage penalty 
(referring to the higher total income taxes paid by a 
married couple than what they would pay in taxes as 
two single workers) for families at low income levels. 
The marriage 11 penalty11 results from a combination of 
progressive tax rates and the joint filing regime for 
married taxpayers. Because of the phase-out of the 
earned income tax credit 
as earnings increase, mar­
riage penalties for certain 
low income families can 
exceed $3,000 per year." 
In addition, as explained 
above, the phase-out per­
centages make the margin­
al tax rate very high for 
low income families earn­
ing at levels within the 
phase-out range. A possi­
ble offsetting adjustment to 
these high effective rates 
would be to make the 
child care tax credit 
refundable, and to increase 
the applicable percentage 
to at least 50 percent of an 
increased level of eligible 

The earned income 
tax credit phase-out 
percentages have the 
ellect of increasing 
the marriage penalty 
lor families at low 
income levels. 
Marriage penalties for 
certain low income 
lamllies can exceed 
$3,000 per year. 

child care expenses. Alternatively, § 129 programs 
could be made available to all employees. 

The recently enacted child tax credit will do little to 
offset these effects, except for some limited benefits for 
large families. The basic per child credit (applicable 
beginning in 1998) applies to reduce income tax liabili­
ties net of applicable credits other than the earned 
income tax credit. A family with one or two qualifying 
children must have sufficient adjusted gross income to 
be above the income tax threshold. As explained 
above, tax thresholds are currently somewhat above 
federal poverty income levels. Under the limitation on 
nonrefundable personal credits provided by !RC § 26, 
the aggregate amount of allowed credits cannot exceed 
the taxpayer's regular tax over any applicable tentative 
minimum tax. Accordingly, small families with poverty 
level incomes below the tax threshold amounts would 
get no benefit from either the child care tax credit or 
the per child tax credit. If the family had sufficient 
income to trigger tax, any regular tax liability would be 
reduced by any applicable nonrefundable personal 

Continued on page 16 
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credits, including the § 21 child care tax. credit. If any 
amount of tax liability remained after application of the 
§ 21 credit, the family would receive a portion of the 
basic child credit, but not in excess of the total remain­
ing tax liability (prior to application of the earned 
income tax credit). The ordering rules of §§ 26 and 24 
thus result in a reduction of regular tax liability (but 
not below zero) first by any applicable personal credits 
(child and dependent care credit, credit for adoption 
expenses, etc.), then by the child tax credit, and lastly, 
by the refundable earned income tax credit, which due 
to its potential refundability, may result in a negative or 

refund amount. 
By contrast, large families (with three or more chil­

dren) benefit from the additional refundable credit 
under !RC § 24(d), perhaps in part to reflect the lack of 
an adjustment under both the earned income credit 

and the child care tax credit 
for families with more than 

Small families wm1 two children. The per child 

poverty level 
incomes below the 
tax threshold 
amounts would get 
not benem lrom 

tax credit is refundable for 
families with three or more 
qualifying children, but is 
generally limited to the fami­
ly's federal income tax liabili­
ty plus their social security 
tax liability (FICA) minus the 
earned income credit 

eilher the Child Care amount. See !RC § 24(d). 

tax credit or the Consider, for example, a 
dual earner family with a 

per child tax credil. total adjusted gross income 
of $25,000 and three chil­
dren. With five personal 

exemptions (5 x $2650) and a standard deduction 
amount ($6900 for married, filing jointly), the family 
would pay no federal income tax on the first $20 150 
of income (based on 1997 inflation-adjusted amo~nts). 
Assuming a 15 percent tax rate applied to the remain­
ing $4,850, they would have regular income tax liability 
of $727.50. If the family had eligible work-related child 
care .expenses of at least $4800 for the year, their § 21 
credit would total $1,056 (22% x $4800 ~ $1056). After 
being reduced by the § 21 credit amount, their tax 
income liability would be zero (with no refund of the 
remaining unused portion of the credit) after applica­
tion of the credit ($728 - $1056 ~ ($328)). On wages of 
$25,000, the family would pay payroll tax of $1,912.50 
(withheld from paychecks as the employees' portion of 
FICA taxes, or 7.65% of $25,000 ~ $1,912.50). 

As explained by the statement of managers of the 
conference committee, under the Taxpayer Relief Act of 
1997, the maximum amount of the child credit for each 
taxable year ($400 or $500 times 3 children· let's 
assume $1500) for a family with three or m~re qualify­
ing children cannot exceed the greater of 1) the tax­
payer's regular tax liability (net of applicable credits 

other than the earned income credit) over the taxpay­
er's tentative minimum tax liability, or 2) an amount 
equal to the excess of the sum of the taxpayer's regular 
tax liability (net of applicable credits other than the 
earned income credit) and the employee share of FICA 
reduced by the earned income credit.22 Reading the 
conference committee explanation alongside the statu­
tory language of !RC § 24(d)(3) raises issues about how 
the managers applied the statute's reference to § 26 
limitations (regular tax liability v. regular tax liability 
net of personal credits). Nevertheless, § 24(d) appears 
to apply to our hypothetical family of five as set forth 

below. 
Because the family would not be subject to the alter­

native minimum tax (due to the $45,000 exemption 
amount of !RC § 55(d) in the case of a joint return), the 
greater of 1) the amount of the credit allowed under 
§ 24 (without regard to § 24(d) and after application of 
the limitation under § 26)-- zero, or 2) the regular tax 
liability ($728) plus the FICA amount of $1,912.50 
minus the sum of credits allowed other than refundable 
credits (§ 21 credit of $1056) and the earned income 
tax credit amount of $903 ($3656 minus the phaseout 
amount of $2,752.54), would equal $682. In this exam­
ple, therefore, the total amount of the child tax credit 
for three children would be limited to $682. Because 
that amount exceeds the taxpayer1s regular tax liability 
after application of the limitation under § 26 (zero), the 
excess of $682 is a refundable tax credit under 
§ 24(d)(4). 

Some families with fewer than three qualifying chil­
dren may receive all or a portion of their child credit as 
a supplemental child credit under new !RC § 32(m) [sic] 
(technical corrections· legiSlation may renumber that 
subsection as 32(n)). The supplemental credit is 
refundable as an amount in addition to the earned 
income credit. Such families may qualify for a supple­
mental child credit in an amount equal to the excess of 
the § 24 credit (after application of the limitation under 
§ 26) over the alternative credit amount (computed as if 
§ 24(d)(l) applied to families with fewer than three 
children). The alternative credit amount is the regular 
tax liability increased by social security taxes reduced 
by the sum of nonrefundable credits and the refund­
able earned income tax credit. The amount of the 
credit under § 24 then is reduced by the amount of the 
supplemental child credit. 
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Consider for example, a single parent family with 
adjusted gross income of $16,000 and one qualifying 
child. A head of household pays no tax on up to 
$11,350, and 15 percent above that amount, and thus 
would have regular tax liability of $698 ($4,650 x 15% 
~ $698). Assuming this single mother had at least 
$2,400 in work-related child care expenses, her § 21 
credit would be $648 (27% x 2,400 = $648), leaving her 
with $50 in regular tax liability. After application of the 
§ 26 limitation, her allowable § 24 credit would be $50. 
The employee's portion of social security taxes on 



$16,000 in wages would total $1224 ($16,000 x 7.065% ~ $1,224). Her earned income tax credit would amount to 
$1,560 ($2,210 maximum amount phased out for earnings over $11,930 at a phaseout percentage of 15.98, or 
$2210 minus $650 ~ $1,560). Her alternative credit amount thus would equal zero." The excess of her allowable 
§ 24 credit over her alternative credit equals a supplemental credit under § 32(m) of $50. That amount reduces her 
§ 24 credit amount to zero. Thus, because her earned income tax credit plus the other nonrefundable credits 
equaled or exceeded her regular tax liability plus social security taxes, her allowable child credit is refundable up 
to the amount of her precredit income tax liability of $50. 

As the above two examples show, low income working families with child care expenses receive little addition­
al benefit from the child credit and thus cannot apply additional funds to child care expenses. The results for four 
hypothetical families (the first and third familes are the same as described in the examples above), three low 
income families and one middle income family, are summarized in Table 1 below. 

···'!iii 1~1llifi'rm1'il!llj'!llli!l.!ltl!!'iH':iB.l'illl!l':llil!llllliill'lll\fiWii1lll11R!~ll~·· 
·.· i!ktiij'ti~lijli1ij!'······ ······.•· i cliii!lilo1i6 ; Ji iil~~~ii~j T · a.{m~!flQ~) 

No. ol children 1 2 3 3 
---------------------------------------------------
Adjusted Gross Income 
Taxable income 
Regular Income Tax 
FICA Tax 
§ 21 Credit (before § 26) 
§ 21 Credit (after § 26) 
Regular Income Tax Liability 

nel of nonref. pers. credits 
§ 32(a) Credit (EITC) 

Child Credit 
§ 24 credit--nonrefund. 
Refundable § 24(d) credit 
§ 32(m)[n] credit 

16,000 
4,650 

698 
1,224 

648 
648 

$ 50 

1,560 

0 
0 

$ 50 

21,000 $25,000 $50,000 
3,500 4,850 29,850 

525 728 4,478 
1,607 1,913 3,825 
1,152 1,056 960 

525 728 960 
0 0 3,518 

1,746 903 0 

0 0 1,500 
0 682 0 
0 0 0 

As explained earlier, the refundable child credit for taxpayers with three or more children is allowed against 
social security taxes only to the extent that the sum of the earned income tax credit plus personal nonrefundable 
credits does not fully offset regular tax liability plus social security taxes. That is most likely to occur in the upper 
ranges of earned income credit income phaseout levels (see above). If the taxpayer does not claim the earned 
income credit (or has income just above the completed phaseout levels of $29,290 for taxpayers with two or more 
qualifying children, or $25,760 for those with one child), then child credits not used to offset income taxes may be 
allowed to offset social security taxes. 

On the whole, as estimated by Citizens for Tax Justice, only 2.4 percent of children in families in the lowest 20 
percentile income group receive at least some child credit, and 38.3 percent of children in families in the second 
20 percentile income group receive at least some benefit from the child credit. By contrast> 74.4 percent of chil­
dren in families in the middle 20 percentile income group receive some portion of the child credit, and 82.3 per­
cent of children in the fourth 20 percentile income group receive some benefit from the credit. (See Table 2 on 
page 18.) 

Whal Should lie Done? 
Additional federal and state child care funds will be necessary to meet the increased demand for subsidized 

child care under the new welfare reform law. These funds could be made available through direct assistance pro­
grams or through expanded refundable tax credits. The advantages and disadvantages of these different delivery 
mechanisms should be carefully evaluated in light of experience with welfare transfer programs such as JOBS­
related child care programs and with tax delivery mechanisms such as the earned income tax credit and state 
refundable child care credits. 

In the meantime, advocates for low income families should monitor the implementation of state welfare reform 
plans and document problems with implementation, including any gaps in the availability of affordable child care. 
Local strategies should be developed to meet these needs without compromising gains made in the past to 
improve the quality of care. At a minimum, states should be encouraged to provide matching funds necessary to 
receive their full share of new federal child care dollars. 

States vary significantly in their commitment to child care and early childhood education, and the level of com­
mitment does not necessarily reflect available state resources. For example, a 1994 analysis by the Children1s 

Conttnued on page 18 
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Defense Fund of state commitment to early child care 
and education found that although Virginia was ranked 
fourteenth on personal income per capita, it ranked in 
the lowest third on financial commitment to child care 
and early education. 

New approaches, including government and private 
sector partnerships should be explored to help meet 
the increased need for quality work-related child care. 
State and federal income tax changes also may be con­
sidered as a means of improving low income families' 
access to the labor market, including the adoption of 
refundable child care tax credits and other reforms 
aimed at reducing some of the obstacles facing low 
income working families. • 

Mary L. Heen is Associate Professor of Law at the 
University of Richmond T.C. Williams School of Law. She 
gives special thanks to Mary Lou Fellows for comments 
on an earlier draft, to Marty McMahon for discussion 
about the newly enacted child tax credit, and to Karen 
Duncan for research assistance in the preparation of 
this article. 
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Dependency Exemptions: continued from page 9 

the support, and the middle child providing 10 percent 
of the support. No one child provides over half of the 
parent's support. However, because the parent-child 
relationship appears on the § 152 relationship list, any 
one of these children could have claimed a dependen­
cy exemption for the parent if that child had provided 
more than half of the parent's support. The total pro­
vided by this group of three children is 100 percent, 
which is more than half. As a consequence, any mem­
ber of this group who provided more than 10 percent 
of the parent's support, may be treated as having pro­
vided more than half of the parent's support. Because 
only the oldest child and youngest child provided more 
than 10 percent of the parent's support, either may be 
treated as providing more than half of the parent's sup­
port if the other signs the required declaration. For 
example, if the youngest child signs Form 2120, 
Multiple Support Declaration, and the oldest child 
attaches the form to her or his tax return, the oldest 
child may take a dependency exemption for the parent 
(so long as the parent has gross income less than 
$2,650). Under such an arrangement, the siblings can 
take turns claiming the dependency exemption. 

If divorced or separated parents do not enter into a 
multiple support agreement, § 152(e) provides a special 
rule so that one of the parents may be deemed to have 
provided more than half of the support for their child 
for purposes of the support test. For this special rule to 
be available, one or both of the parents must have pro­
vided more than half of the child's support, and one or 
both of them must have had custody of the child for 
more than one-half of the year. As a result of changes 
to§ 152(e) in 1985," the custodial parent is the one 
who will be deemed to have provided more than half 
of the child's support unless the custodial parent signs 
a waiver, giving up any claim to the dependency 
exemption for the child for the year and the noncusto­
dial parent attaches the signed waiver to her or his tax 
return. 15 The waiver can be executed on Form 8332. 
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For the special provision in § 152(e) to apply, the 
parents must be divorced, must be separated under a 
decree of separate maintenance or under a written sep­
aration agreement, or must have lived apart at all times 
during the last six months of the calendar year. The 
divorce decree can be a decree for total divorce or a 
divorce from bed and board. A separation agreement 
must be a writing to which both parents have agreed. 
Therefore, if one parent writes a letter to the other par­
ent unilaterally dictating custody arrangements, that let­
ter would not qualify as a separation agreement. If the 
parents have never been married, they may not use 
§ 152(e). 

There is authority for the proposition that if the cus­
todial parent cannot benefit from the dependency 
exemption, it may be taken by a noncustodial parent 
who provides more than half of a child's support. For 
example, in one case, the father provided more than 

Continued on page 20 
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