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Introduction

Two income tax provisions help taxpayers pay for the costs of caring for children and older dependents who cannot care for themselves. The child and dependent care tax credit (CDCTC) directly reduces the amount of income tax owed. Under current law, the CDCTC equals as much as 35% of up to $6,000 in expenses, but the actual benefit is generally less, especially for lower-income taxpayers because the credit is not refundable. Nonrefundable tax credits cannot be greater than the taxpayer's income tax liability and many low-income taxpayers have little or no income tax liability. The exclusion from income for employer-provided dependent care assistance programs (DCAPs) can reduce a taxpayer's tax liability indirectly, by reducing taxable income by up to $5,000.

In FY2015, the CDCTC is projected to reduce federal income tax revenue by about $4.5 billion, and the exclusion is projected to reduce income tax revenue by about $0.9 billion.1

One reason for the federal government to support child and dependent care expenses is that those costs are viewed as employment-related expenses, which are often subtracted from taxable income. Another goal of supporting care is to encourage work.2

This report discusses current tax treatment of dependent care expenses under those two provisions and options for changing those policies.

The federal government also supports child care through the Child Care and Development Block Grant, which provides formula grants to states to subsidize the cost of child care for low-income working families. FY2015 appropriations for that program total $5.3 billion: $2.4 billion in discretionary funds and $2.9 billion in mandatory funds. For more information, see CRS Report RL30785, The Child Care and Development Block Grant: Background and Funding, by [author name scrubbed].

Current Tax Benefits for Dependent Care

The credit and the exclusion use the same definition of qualified employment-related expenses and qualifying dependent. They differ, however, in how each affects tax liability. The CDCTC is a nonrefundable tax credit, so it directly reduces income tax liability for working caregivers by the amount of the credit, but not by more than what income tax liability would be without the credit. In contrast, the exclusion reduces a worker's taxable income, so its value depends on the taxpayer's marginal tax rate. In addition, the exclusion is available only to working taxpayers whose employers offer it as a benefit.

Qualified Employment-Related Expenses

Qualified employment-related expenses are defined3 as expenses incurred by taxpayers for a dependent's care and that enable taxpayers to be gainfully employed while a qualifying dependent is a member of their household.4 Gainful employment includes work done at home, self-employment, and part-time employment. Employment-related expenses also include expenses incurred while a taxpayer is actively looking for work. However, taxpayers must earn income to claim the credit.

Qualified expenses include the costs of


	in-home care, including household services that are at least partly for the well-being and protection of a qualifying person;

	care provided outside the home at a dependent care center or camp for a dependent under the age of 13 or for any other qualifying person who regularly spends at least 8 hours each day at the taxpayer's home;5

	transportation for the dependent to and from the place where care is provided, but excludes transportation for an in-home care provider.



Expenses that do not qualify for the credit or exclusion include food, lodging, clothing, education, and entertainment. Thus, costs of institutional care in a nursing home or assisted living facility are not included, nor are the costs of kindergarten or higher grades. Qualified expenses may include payments to family members, but they do not include payments to a child of the taxpayer under the age of 19 or to an individual the taxpayer can claim as a dependent for the personal exemption.

Definition of Qualified Dependent

For the purposes of the dependent care tax benefits, qualifying dependents include


	a child who is under age 13 and the taxpayer's dependent (i.e., for whom the taxpayer can claim a personal exemption); and

	the spouse or dependent who is physically or mentally incapable of providing self-care and who lived with the taxpayer for at least half of the year.



The Child and Dependent Care Tax Credit

The CDCTC is calculated as a credit rate multiplied by a dollar amount of qualifying employment-related dependent care expenses, but the credit is limited to the taxpayer's income tax liability. The credit rate ranges from 20% to 35%, depending on the taxpayer's adjusted gross income (AGI). Qualifying employment-related expenses are limited to $3,000 for taxpayers with one qualifying dependent and $6,000 for those with two or more qualifying dependents. The $6,000 limit for two or more dependents is  not capped at $3,000 per dependent. For example, if the taxpayer has two qualifying dependents, one with expenses of $4,000 and the other of $2,000, the taxpayer can claim $6,000 of qualifying expenses for purposes of calculating the credit. If the taxpayer had one qualifying dependent with $4,000 of expenses, he or she can only claim $3,000 of expenses for the purposes of the credit.

The current parameters were effective in 2003, were set by the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA; P.L. 107-16), and were made permanent by the American Taxpayer Relief Act of 2012 (P.L. 112-240). Before 2003, the maximum credit rate was 30% instead of 35%; the limits on qualifying expenses were $2,400 for one dependent and $4,800 for two or more dependents.

For married taxpayers, qualified expenses are generally limited to the lesser of the taxpayer's or spouse's earned income. If the spouse is a full-time student or incapable of providing self-care, however, the spouse's monthly income for purposes of calculating the credit is assumed to be $250 for one child and $500 for two or more dependents. If the spouse is a full-time student all year, this results in an income for purposes of the credit equal to the qualified expense limitations of $3,000 for one child and $6,000 for two or more dependents. Married taxpayers must generally file a joint return to take the credit, but special rules exist for couples who are legally separated or living apart.

The CDCTC Credit Formula

The credit equals 35% of qualified expenses for taxpayers with AGI of up to $15,000. The 35% rate is reduced by one percentage point for each $2,000 (or fraction thereof) by which income exceeds $15,000, to a minimum of 20% for those with income of more than $43,000, as shown in Table 1.



Table 1. Maximum Child and Dependent Care Tax Credit,

by Adjusted Gross Income and Number of Qualifying Individuals



Adjusted Gross Income







Applicable Credit

Rate

Maximum Credit Based on Number of Qualifying Individuals

Over

But Not Over

 



One  ($3,000 in qualified expenses)

Two or More  ($6,000 in qualified expenses)

$0

$15,000

35%






	$1,050












	$2,100







15,000

17,000

34






	1,020












	2,040







17,000

19,000

33






	990












	1,980







19,000

21,000

32






	960












	1,920







21,000

23,000

31






	930












	1,860







23,000

25,000

30






	900












	1,800







25,000

27,000

29






	870












	1,740







27,000

29,000

28






	840












	1,680







29,000

31,000

27






	810












	1,620







31,000

33,000

26






	780












	1,560







33,000

35,000

25






	750












	1,500







35,000

37,000

24






	720












	1,440







37,000

39,000

23






	690












	1,380







39,000

41,000

22






	660












	1,320







41,000

43,000

21






	630












	1,260







43,000

No limit

20






	600












	1,200








Source:  Internal Revenue Service (IRS), Publication 503, Child and Dependent Care Expenses.

Note: These credit rates apply to all filing statuses.




Statutory Versus Actual Credit Amounts

Using the CDCTC formula, the maximum statutory credit amount is $1,050 (for one dependent) or $2,100 (for two or more dependents). However, the credit is nonrefundable, so the effective credit is limited to a taxpayer's income tax liability (as computed without the credit). Hence, taxpayers with little or no income tax liability, including many low-income taxpayers, generally benefit little from nonrefundable tax credits. For example, a married couple with two children will generally owe no income taxes in 2015 if their income is less than $28,600.6 Even if the family were eligible for the CDCTC using the credit formula, they would not receive the credit because they have no income tax liability for the tax credit to offset.

Figure 1 and Figure 2 below compare the "statutory credit amount" (i.e., the credit rate multiplied by maximum expenses as shown in Table 1) with the effective credit (i.e., the actual amount by which income taxes are reduced) for typical taxpayers.7 (Actual taxpayers' income tax liabilities and credit amounts may differ from those shown.) The taxpayer's dependent care expenses are assumed to be the maximum allowable expenses for the credit—$3,000 for one dependent and $6,000 for two or more dependents.

Figure 1 illustrates the statutory and effective credit amount for taxpayers who file their tax returns as head of household (generally, the filing status used by single parents with dependent children) and have either one child or two or more children. Based on the simplifying assumptions, such taxpayers would owe no taxes until their income was greater than $17,250 (for one child) or $21,250 (for two or more children). Hence, they would not receive the CDCTC if their income was below these levels. Once their income exceeded these thresholds, the credit would equal their income tax liability, which is less than the statutory credit amount. And once income was greater than $25,950 (for one child) or $35,240 (for two or more children), the taxpayers would receive the full statutory credit amount.









	Figure 1. Maximum Statutory and Effective Child and Dependent Care Credit

Head of Household Filers, 2015




	



	Source: Congressional Research Service (CRS).

Notes: Calculations assume $3,000 in qualified expenses for one child and $6,000 for two or more children.








Figure 2 illustrates the statutory and effective credit amount for taxpayers who file their tax returns as married filing jointly and have either one child or two or more children. Based on the simplifying assumptions, such taxpayers would owe no taxes until their income was greater than $24,600 (for one child) or $28,600 (for two or more children). Hence, they would not receive the CDCTC if their income was below these levels. Once their income exceeded these thresholds, the credit would equal their income tax liability, which is less than the statutory credit amount. And once their income was greater than $32,400 (for one child) or $41,200 (for two or more children), the taxpayers would receive the full statutory credit amount.









	Figure 2. Maximum Statutory and Effective Child and Dependent Care Credit

Married Filing Jointly Filers, 2015




	



	Source: CRS.

Notes: Calculations assume $3,000 in qualified expenses for one child and $6,000 for two or more children.










Distribution of Credit Benefits by Income

The CDCTC largely benefits middle- and upper-income taxpayers. In 2012, 6.3 million returns used the CDCTC for a total credit of $3.4 billion.8 Because the credit is nonrefundable, few lower-income taxpayers benefit from it. For example, in 2012, only about 8,000 taxpayers with AGI under $15,000 benefited from the CDCTC, because people in that income range generally had no income tax liability for the credit to reduce. As shown in Table 2, about half of the dollar value of the CDCTC was claimed by households with an AGI of more than $75,000.



Table 2. Use of the Child and Dependent Care Tax Credit,

by Adjusted Gross Income, 2012













	Adjusted Gross Income

	Percentage of all tax returns

	Percentage of Returns Claiming the CDCTC

	Average

CDCTC

	Share of Total CDCTC Claimed




	$0 up to $15,000

	26%

	0.0%

	$116

	0%




	$15,000 up to $25,000

	15

	2.3

	348

	5




	$25,000 up to $40,000

	16

	4.8

	593

	19




	$40,000 up to $50,000

	8

	5.0

	530

	8




	$50,000 up to $75,000

	13

	5.9

	533

	17




	$75,000 up to $100,000

	8

	8.3

	555

	16




	$100,000 up to $200,000

	11

	10.3

	556

	26




	$200,000+

	4

	8.8

	540

	7




	All Taxpayers

	100

	4.4

	538

	100







Source:  CRS based on IRS, SOI Tax Stats - Individual Income Tax Returns (Publication 1304), Table 3.3, 2012.







Employer-Provided Dependent Care Assistance Programs

A taxpayer can exclude from their income up to $5,000 of dependent care expenses associated with an employer-provided dependent care assistance program (DCAP). The definitions for qualified dependent care expenses and qualified dependent used for the exclusion are the same as for the CDCTC.

An employer can provide direct payment to child care and adult day care providers, provide on-site child care, or reimburse employees for child care they obtain. Arrangements can also be funded through salary reduction agreements. Under a salary reduction agreement, the employee agrees that a specified amount be set aside for the employer's DCAP.9 The employer DCAP must be a written plan that is generally available to all employees, but it need not be funded by the employer.

The tax benefit from the exclusion depends on the marginal tax rate of the working caregiver and the amount that the working caregiver allocates to the DCAP each year. The marginal tax rate is the tax rate on the last dollar that the person earned that year and increases with taxable income. Currently, there are seven marginal income tax rates, ranging from 10% to 39.6%, depending on the taxpayer's taxable income.10 The working caregiver also does not pay Social Security and Medicare payroll taxes on the contribution to the DCAP. In most cases, the total payroll tax rate is 15.3%.11

Higher-income individuals, who pay higher marginal tax rates, receive a larger reduction in their taxes, in dollar amounts, than middle- and lower-income individuals. For example, a taxpayer with $5,000 in qualifying child care expenses and a marginal income tax rate of 10% would save $500 in income taxes from the exclusion. With a marginal income tax rate of 39.6%, the income tax savings would be $1,980.

In 2010, the most recent year for which data are available, 1.2 million tax returns excluded dependent care benefits; the exclusion reduced taxable income on those returns by an average of $3,456.12 The reduction in taxes was much smaller, because it equals the taxpayer's marginal tax rate multiplied by the reduction in taxable income. In 2010, the average income tax benefit for people using the exclusion was around $1,000.13

According to a Mercer survey, 58% of employers with 50 to 499 employees and 85% of employers with 500 to 4,999 employees offered a DCAP in 2012. The average contribution to a DCAP was about $3,300, which is lower than the $5,000 maximum allowed under current law.14 This difference may reflect the "use or lose" nature of the funds and changes in employment (e.g., if an employee changes jobs from one employer that offers a DCAP to another that does not).15 Funds for dependent care expenses not used by the end of the year revert to the employer.16 The Mercer survey found that an average of about 2% of funds are forfeited under the use or lose rules.



Interaction Between the Dependent Care Credit and Exclusion

Although both provisions use the same definition of employment-related expenses, the same expenses cannot be used for both the credit and exclusion, and the total expenses used for both provisions cannot exceed $6,000. As previously discussed, the tax savings from the credit is equal to the lesser of the taxpayer's income tax or the statutory credit (i.e., the credit rate multiplied by the qualifying expenses). In comparison, the tax savings from the exclusion equals the taxpayer's marginal tax rate multiplied by the qualifying expenses. Therefore, taxpayers whose marginal tax rate exceeds their credit rate will generally benefit more from the exclusion.

In effect, the limit on qualifying expenses for one provision (either the credit or exclusion) is reduced by the amount used for the other provision. For example, if a taxpayer has two qualifying children and claims a credit based on $4,000 of expenses, no more than $2,000 in income can be excluded, because the $6,000 exclusion limit would be reduced by the $4,000 used for the credit. That rule applies even if the actual expenses exceed $6,000.

Because the credit has a higher limit than the exclusion for taxpayers with two or more dependents ($6,000 versus $5,000), a higher-income taxpayer with $6,000 or more in qualifying expenses would generally benefit the most by excluding $5,000 from income and applying the remaining $1,000 of expenses to the credit.



Issues for Congress

A key issue Congress may consider is whether these provisions are adequately addressing the costs for working caregivers. In recent years, legislation has been introduced to expand dependent care tax benefits, and the Obama Administration has also proposed expanding these benefits. To increase dependent care benefits, Congress may, for example, consider


	increasing the credit amount,

	making the credit refundable, and

	broadening the definition of dependent.



Alternatively, Congress may wish to reduce or eliminate some or all of the benefits to obtain budgetary savings or to simplify the tax code. For example, the draft Tax Reform Act of 2014 would have eliminated the CDCTC as part of a consolidation of family tax credits into an increased child credit and standard deduction.17


Increase the Credit Amount

A taxpayer's credit amount for the CDCTC equals the credit rate multiplied by qualified expenses. Therefore, the credit amount could be increased by increasing the credit rate, the limit on qualified expenses, or both. Similarly, the value of the exclusion could be increased by raising the limit on excludible expenses.

Neither the $3,000 nor $6,000 limit on qualifying expenses for the credit nor the $5,000 limit for the exclusion maximum is indexed for inflation, and dependent care costs often far exceed those thresholds. For example, the average annual cost of full-time, center-based care for an infant in 2013 ranged from $5,496 in Mississippi to $16,549 in Massachusetts.18 Eldercare is also expensive: The median annual cost of adult health day care is around $17,000.19

Some proposals would increase the amount of the exclusion and credit by indexing the amounts to inflation, directly increasing them, or both. For example, the Helping Working Families Afford Child Care Act (S. 2565 of the 113th Congress) would have increased the limits on qualifying expenses to $8,000 for one child and $16,000 for two or more children. That bill would have also set the credit rate at 20% for all filers with income of less than $200,000, for a maximum credit of $1,600 for one child and $3,200 for two or more children. The credit rate would have decline at incomes above $200,000, reaching zero for taxpayers with income of more than $290,000. The proposal would have also made the credit refundable, and it would have indexed the limits on qualifying expenses and income to inflation. A similar proposal was made by Representative Van Hollen at the beginning of the 114th Congress.20

The Child Care Flex Spending Act of 2013 (S. 1713 and H.R. 3497 of the 113th Congress) would have increased the exclusion limit from $5,000 to $10,000 for married taxpayers with an AGI of less than $200,000; those amounts would have been also indexed to inflation.

Another way to increase the value of the CDCTC would be to increase the applicable credit rate, for example, by adjusting or eliminating the income-related phasedown. Under current law, the credit rate declines from 35% to 20% as a taxpayer's income increases. For example, the Middle Class Dependent Care Fairness Act of 2013 (H.R. 2048 of the 113th Congress), the Support Working Parents Act of 2013 (H.R. 1978 of the 113th Congress), and the Tax Credit for Early Educators Act of 2013 (S. 438 of the 113th Congress) would have repealed the phasedown, so the 35% credit would have applied regardless of income.

The two approaches could be combined. For example, the Right Start Child Care and Education Act of 2013 (H.R. 3101 and S. 56 in the 113th Congress) would have increased the limits on qualifying expenses for both the credit and the exclusion and would have also increased the credit rate.



Expand the Benefit to Lower-Income Taxpayers by Making the Credit Refundable

The CDCTC is generally unavailable to lower-income taxpayers because it is nonrefundable. It therefore cannot be used in full when income tax liability is less than the amount of the credit and cannot be used at all if the household has no income tax liability. If the credit were made refundable, then all taxpayers would receive the full credit amount, regardless of their income tax liability.

Lower-income households would benefit the most if the tax credit were made refundable. As shown above in Table 2, few low-income households now receive the credit, because they generally have no income tax liability.

The Tax Policy Center estimated that if the CDCTC were made refundable (but all other parameters remained as under current law), taxes would be reduced for 0.9% of tax units in 2015, and the average reduction for those units would be $637. That would result in about $1 billion less federal revenue each year. About 95% of that reduction in revenue would go to families with annual income of less than $50,000.21

The Helping Working Families Afford Child Care Act, described above, would have made the credit refundable. The independent Tax Policy Center estimated that overall, the bill would have more than doubled annual spending on the credit, to about $7 billion.22 Because the proposal would be refundable, the increase in the credit would be largest for lower-income tax filers. The Child Care Access and Refundability Expansion Act (H.R. 3740 in the 113th Congress) and the Right Start Child Care and Education Act of 2013 (H.R. 3101 and S. 56 in the 113th Congress) would have also made the credit refundable.

A proposal developed by University of Kentucky economist James P. Ziliak would target child and dependent care benefits to lower-income families, in part by making the credit refundable. Under that proposal, families with younger children would also receive larger credits than those with older children. The proposal would give larger credits to families whose children attended licensed, center-based child-care facilities than to those whose children used other types of care in order to encourage families to choose higher quality child care.23



Broaden the Definition of Eligible Dependents

Another option is to broaden the definition of eligible dependents. One way of doing that would be to make people who do not live with the care provider, such as aging parents or relatives, eligible for the credit. The Elder Care Tax Credit Act of 2014 (H.R. 4145 in the 113th Congress) would have made that change.

As noted earlier, under current law, to qualify for benefits, the dependent must live with the working caregiver for more than half the year. However, some taxpayers pay for care of dependents who live elsewhere and would not be able to work without that care. In such cases, the law could be difficult to administer with that broader definition, because the connection between the care provided and the taxpayer's ability to work would not always be clear when the dependent did not live with the taxpayer.



The President's Proposal

The President's 2016 budget proposes increasing the CDCTC for families with young children, increasing the income limits at which the credit phases out, and eliminating the exclusion from income for employer-provided dependent care assistance programs.24 The proposal would increase the cost of the tax preferences by an estimated $50 billion from FY2016 through FY2025.25

Families would be eligible for a maximum 50% credit on the first $6,000 in qualifying expenses for one child under the age of five and $12,000 for two children under aged five, for a maximum credit of $3,000 per child. For older children, the current $3,000 per child limit on qualifying expenses and 35% maximum credit rate would continue to apply.

The maximum credit rates of 50% for young children and 35% for older children would apply to families with income of less than $120,000, and those rates would decline by one percentage point for each additional $2,000 in income, to a minimum of 20%. As a result, for young children, the 20% rate would apply at incomes of more than $178,000; for older children, it would apply at incomes of more than $148,000. The limits on qualifying expenses and the income thresholds for the credit rate would be indexed to inflation.

The proposal would also increase funding for the Child Care and Development Fund; for background on that program, see CRS Report RL30785, The Child Care and Development Block Grant: Background and Funding, by [author name scrubbed]. Some analysts suggest that lower-income families are better supported through such direct spending rather than through a refundable tax credit because they may have difficulty paying for childcare before they receive the credit.26

Past budgets included different proposals. The President's 2015 budget proposed expanding the CDCTC by increasing the credit rate and the limit on qualifying expenses.27 That proposal would have retained the current credit structure but added a supplemental credit rate of 30 percentage points for $4,000 in expenses for each of the first two children. The maximum total credit would then have been $2,250 for one child and $4,500 for two or more. The supplemental credit would have been phased out at higher incomes. The President's 2014 budget proposed increasing the income level at which the credit rate is reduced.28 Under that proposal, the credit rate would have been 35% at income levels of $75,000 or less and would have declined to 20% at incomes of above $103,000.
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