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the state has one of the nation’'s highest childhood poverty rates and one of
the worst income inequality gaps. This report advocates the use of a state
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to offset the payroll and sales taxes that disproportionately burden
low-income workers. The report argues that with a budget surplus of at least
five billion dollars for the current year (2000-2001) and the prediction of a
continued strong economy, California has more than sufficient resources to
establish a state EIC. Further, the report maintains that. since.the majority
of poor children have a parent who works, the EIC is an effective strategy to
help working parents provide the basics for their children. The report
describes the establishment of the federal EIC and how it works for families,
discusses the persistence of child poverty in California, outlines the
establishment of state EIC in 12 other states, and delineates by county the
percent of California tax filers receiving the federal EIC for the tax year
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that support working families remains compelling in California and that the
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Where Credit’s Due:

What A State Earned Income Credit Means for California’s Children

Introduction

The future looks bright for Cali-
fornia. Home to the expanding
world of high technology and the
growing media and entertain-
ment industries, California has
the world’s seventh largest econo-
my. State government will enjoy a
budget surplus of possibly $5 bil-
lion or more in 2000-2001.' Yet,
California has a greater number
of families who are hungry or
worry about feeding their chil-
dren than most states. > Our
childhood poverty rate is one of
the country’s highest.> Our in-
come inequality gap is one of the
country’s worst.* And yet, work-
force participation is high; the
state’s unemployment rate, as of
February 2000, was 4.6%, the
lowest since December 1969.°
There is a proven public policy
that can help fill in this gap for
working families. The Earned In-
come Credit (EIC) is a tax credit
for low-income working families.
Available only to those who
work, the EIC is designed to re-
ward work and to offset the pay-
roll and sales taxes that dispropor-
tionately burden low-income
workers. Established in 1975, the
federal EIC has received bi-parti-

san support over the last two and
a half decades. Since the establish-
ment of the federal credit, twelve
states have created supplemental
state EICs. The National Center
for Children in Poverty cited the
EIC as one of the most effective
measures against childhood
poverty, calculating that the na-
tional young childhood poverty
rate would have been 24% higher
in 1997 were it not for the feder-
al EIC.

With a budget surplus of pos-
sibly $5 billion or more this year
and economists predicting a con-
tinued strong economy, Califor-
nia has more than sufficient re-
sources to establish a state EIC.
With one quarter of California
children living in poverty, a state
EIC would successfully address
one of the state’s most critical
public problems in California-our
disturbingly high child poverty
rate. Since the majority of poor
children have a parent who
works, the EIC is an effective
strategy to help working parents
provide at least the basics for their
children. A state EIC helps fami-
lies who are working hard to help
themselves.

' An official estimate will be disclosed by the California Governor's Office in mid-May.
* Assessing the New Federalism, a project of The Urban Institute, Snapshots of America’s Families (Washington, DC: U1, January 1999).

* Current Population Survey “Unpublished Table 25 Poverty Status by State and Ten Large Metropolitan Areas in 1998 (Washington, DC: CPS, March 1998).

* Center on Budget and Policy Priorities (CBPP) and the Economic Policy Institute (EP1), Pulling Apart, a State-by-State Income Analysis (Washington, DC: CBPP and EPI,

January 2000).

The Federal Earned Income
Tax Credit: A Credit for
Working Families

Congress established the EIC in
1975 to compensate for the in-

equitable

burden of | e National
E:Z;ic::lcli t;:es Center for
low-wage Childrenin
workers. Poverty cited
Unlike in- the EIC as one
come taxes of the most
thatin- | effective
crease a's 1n- measures
come rises, against
Sf:;f;;?rx“ childhood
tionately poverty.
burden

low-wage workers as they are set
at the same percentage regardless
of income, up to an income cap
(in 1999, the maximum amount
of wages subjected to Social Se-
curity taxes was $72,600).7

During the Reagan, Bush and
Clinton Administrations, the EIC
was significantly expanded. In
1998, this tax credit lifted 4.8
million people out of poverty, 2.6
million of whom were children.*
In total, 19.8 million low-income
workers and children benefited
from the credit that year.’

* Employment Development Department (EDD), " Table A Employment and Unemployment in California, Seasonally Adjusted Data” (Sacramento, CA: EDD, 2000).

* National Center for Children in Poverty (NCCP), Youug Children Iu Poverty: A. Statistical Update, June 1999 Edition (New York, NY: NCCP, 1999): -
" 7 Department of the Treasury, Internal Revenue Service Publication 15 Cirenlar E, Employer’s Tax Guide (Iucluding 1999 Wage Witliholding and Advance Earned hncome Credit

Payment Tables) (Washington, DC: [RS, 2000).

* CBPP, Earnted lucome Credit Ontreach Kit 2000 (Washington, DC: CBPP, 2000) citing the U.S. Census Bureau, Current Population Survey 1999.
 CBPP, A Hand Up: How State Earned Income Tax Credits Help Working Families Escape Poverty 1999 Edition (Washington, DC: CBPP, 1999).
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How the Federal EIC Works

for Families

Available only to low-income
working families and individuals,
the amount of the credit received
is based on earnings. For tax year
1999, families with two or more
children received an increasing
credit up through annual earnings
of $9,500; the benefit remains
constant through earnings of
$12,000; families earning above
$12,000 received a decreasing
benefit up to the eligibility cap of
$30,500.

The median income of families
with children receiving the feder-
al EIC was about $12,000 in
1999." In 1998, families with
one child received an average fed-
eral credit of $1,447; for a family
with two or more children, the
average federal credit was
$2,262." Families are eligible
whether one or both parents par-
ticipate in the workforce, making
it easier for one parent to stay at
home with the children. Individu-
als or couples without children
are also eligible for the federal
EIC, although their credit amount
is significantly lower.

Families use the EIC to pay for
both day-to-day living costs as
well as for special expenses. A re-
cent study in Chicago found that
EIC recipients are most likely to
use their refunds to pay bills. The
families with the lowest incomes

are especially likely to use the
EIC for food, utilities and rent
payments. More than half of all
beneficiaries in the study used
their federal credits for expenses
related to “social mobility” such as
paying for tuition or purchasing
books, as an alternative to student
loans, or for transportation costs.
With help from the EIC, families
were able to move to better
neighborhoods and pay for better
child care. Ninety percent of re-
cipients said that they would not
have been able to make such pay-
ments at that time were it not for
the EIC.?

Persistent Poverty in

Spite of Work
In California, the child poverty

rate is 24% for children from birth
to 17 years. The youngest children
are the most likely to live in
poverty, with a poverty rate
among children from birth to age
four of 28.6%." Child poverty is
concentrated in the rural areas of
the state and is especially high in
the Central Valley. In 1995, the
counties of Fresno, Merced and
Tulare had young child poverty
rates of 42.2%, 38.4% and 44.7%
respectively." Los Angeles County
also had one of the highest rates,
with 39.6% of young children liv-
ing in poverty.

Poverty has a profound influ-
ence on a child’s life. Children

w Correspondence with Nick Johnson, Center on Budget and Policy Priorities, April 2000.

'* CBPP, A Hand Up, ibid.

growing up in poverty are at
greater risk of having poor health,

being held

back a In California,
grade, drop- | one child out of
ping out of | gour lives in
schqol, be- poverty; for
conung children from
pregnant as birth to age
teenagers

and com- four, nearly 30
mitting or percent live in
being vic- poverty.

tims of a

crime. Poverty in a child’s earliest
years has the most pronounced ef-
fect on their future, and yet young
children are the most likely of all
age groups to live in poverty."”

While California’s economy
has improved dramatically since
the recession of the early 1990s,
the state’s child poverty rate re-
mains stubbornly high. From its
highest point of 28.6% of all chil-
dren living in poverty in 1993, the
rate has come down only slightly
to 24.1% in 1998.' Yet, parents
are working: the state’s unemploy-
ment rate, as of February 2000,
was 4.6%, the lowest since De-
cember 1969.

Absent a concerted effort by
the public and private sectors,
California’s high child poverty
rate is unlikely to improve signifi-
cantly. California has the fifth
largest income gap in the nation
and low wages are considered a

** Timothy M. Smeeding, Katherine E. Ross, and Michael O*Connor, The Econonic Impact of the Eamed Income Tax Credit (EITC): Consumption, Savings, and Debt, Center for
Policy Research Working Paper Series Number 13, Center for Policy Research, The Maxwell School, Syracuse, NY: Syracuse University, October 1997.
 Children Now, California Report Card 1999 (Oakland; CA: Children Now, 1999): - - . :

" ibid.

" Jeanne Brooks-Gunn and Greg Duncan,"The Effects of Poverty on Children™ in The David and Lucile Packard Foundation, The Futnre of Children Vol. 7, No. 2, Sum-
mer/Fall 1997 (Los Altos, CA: The David and Lucile Packard Foundation, 1997).
* Children Now, Califorsia: The State of Our Children 1998 (Oakland, CA: Children Now, 1998) and U.S. Census Bureau, Current Population Survey 1999,
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major contributor to the gap."”
Full-time work at the minimum
wage ($5.75 per hour) yields an
annual income of just $11,500, or
64% of the federal poverty level
for a family of four. The lowest
fifth of California earners have an
annual income only slightly above
this level, at $12,200. The future
does not seem much brighter as
half of the ten occupations with
the greatest projected growth in

the state pay
Povertyina an hourly
child’s earliest | wage of $10
years has the or less.
most pro- These occu-
nounced effect | pationsin-
on their future, | clude
andyetyoung | cashiers,
children are salespersons,
the most likely | guards, re-
of all age ceptionists
groups tolive | and office
in poverty. clerks. *®

An analy-

sis by the California Budget Pro-
ject recently concluded that fami-
lies in California need an hourly
wage ranging between almost $11
and nearly $18, depending on
family size and the number of
earners in a family, to provide the
very basics, including shelter,
food, child care and transporta-
tion."” California’s high cost of
living makes this state particularly
difficult for low-income working
families. California has seven of
the eight most expensive metro-
politan housing markets in the

nation, in which at least 67% of
renters pay more than half of their

income on rent.”

Earned Income Creditin

Other States
As of April 2000, twelve states had

established their own EIC. With
one exception (Minnesota), all of
the states elected to model their
programs after the federal EIC.A
state EIC that follows the federal
system simplifies administration,
tracking and outreach to families.
In addition, states can also take
advantage of recent legislation
that helps reduce fraudulent
claims. Most states set their EICs
at a percentage of the federal EIC,
making it easy to calculate; Wis-
consin, however, offers a range
depending on family size.* Col-
orado added a fiscal contingency
to its EIC: if the state suffers a re-
cession, the EIC will be suspend-
ed until the state’s budget picture
improves.

A key difference among the
state credits is whether or not
they are refundable. A refundable
credit allows families to receive
the benefit even if their income is
so low that they owe no state
taxes. A non-refundable credit
may only be used to reduce the
amount of taxes owed, which pre-
cludes the lowest income families
from benefiting.

llinois, lowa, Oregon and
Rhode Island offer solely a non-
refundable EIC. Eight states-Col-

" CBPP and EPI, ibid.

orado, Kansas, Maryland, Massa-
chusetts, Minnesota, New York,
Vermont and Wisconsin-offer re-

fundable

credits. Tough times
Maryland will continue
residents for working
choose be- | parentsin
peen =¥ | californias half
non-refund- of the te.n

able credit; oc_cupatlons
the non-re— | Withthe great-
fundable est projected
credit is set growth pay $10
at 50% of per hour or

the federal less.

EIC and the

refundable credit is set at 10% of
the federal EIC (scheduled to in-
crease to 15% in 2001).

Reducing Filing Errors

Recent federal legislation helps to
ensure that the EIC is not claimed
erroneously. The new rules ex-
pand the power of the [RS to re-
capture EIC overpayments from
workers’ wages or public benefits,
create additional penalties for
fraud and negligence related to
EIC claims and add penalties for
tax preparers who fail to fulfill
“due diligence” requirements in
connection to erroneous EIC
claims.”

The State of New York has
added further safeguards against
errors with its state EIC. New
York’s measures include: checking
dependents’ social security num-

" California Employment Development Department (EDD), California - Ocupations With Greatest Grounh, 1996-2006 (Sacramento, CA: EDD, 1999). - -
* California Budget Project, Making Ends Meet, How Much Does It Cost to Raise a Family in California? (Sacramento, CA: CBP, October 1999).
* CBPP, In Search of Shelter (Washington, DC: CBPP, 1997).

* CBPP, A Hand Up, ibid.

2 CBPP, Earned Income Credit Outreach Kit 2000 (Washington, DC: CBPP, 2000).
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States with Earned Income Credits

Percentage of
State Refundable the Federal EIC
Colorado Yes 8.5%
Illinois No 5%
lowa No 6.5%
Kansas Yes 10%
Maryland Yes 10% - will increase
to 15% in 2001
Massachusetts Yes 10% - will increase to
15% in 2001
Minnesota Yes Average state credit is

29%; the percentage varies
depending on income.
it is not modeled after the

federal EIC.
New York Yes 20% - will increase to 25% in 2001
Oregon No 5%
Rhode Island No 26.5%
Vermont Yes 25%
Wisconsin Yes 4%-43%, depending on the

number of children in a family

Source: Center on Budget and Policy Priorities.

bers to verify they have not been  received the federal EIC; with its

claimed twice, cross-checking higher than average participation,

EIC claims with W-2 forms and Los Angeles residents accounted

Schedule C forms, and identifying for 35% of all EIC beneficiaries in

first-time state tax form filers, the state. The Central Valley is an-

who are among those most likely  other area with high participa-

to make mistakes. tion. In Fresno, the largest Cen-
tral Valley county, nearly one in

A California Earned three tax filers (29%) received an

Income Credit EIC benefit. The neighboring

In 1998 (for tax year 1997),2.4 counties of Kern, Kings, Madera,

million families and individuals Merced and Tulare also had high

received a federal EIC benefit in  percentages of EIC recipients,
California, roughly 17% of those ~ ranging from 27% in Kern and
who filed taxes. In Los Angeles Kings counties to 34% in Tulare
County, 22% of income tax filers  county.®

Finance, California County Profiles (Sacramento: DOF, February 1999).

If the state of California were
to set a state EIC at 15% of the
federal EIC, a family with one
child would receive a maximum
credit of $347 and a family with
more than one child would re-
ceive a maximum credit of $572.*
These amounts may seem in-
significant to people earning
higher incomes, but for a low-in-
come working family, several
hundred dollars can make a criti-
cal difference. For example, for
the family with one child, $347
pays for nearly one month of
child care, one half month’s rent
in some areas of the state, or
needed clothes and school books.

In California, the poorest fami-
lies pay proportionately more in
sales and excise taxes: families
with incomes less than $23,000
pay just over 7% of their income
on sales and excise taxes com-
pared to families with incomes up
to $146,000 who pay 2.5% in
sales and excise taxes.” In the
same way that the federal EIC re-
duces the disproportionate burden
of payroll taxes on low-income
families, a state EIC would help
reduce the burden of recessive
state sales and excise taxes.

In addition, middle and higher
income families in California are
offered tax benefits not generally
available to poorer families in-
cluding mortgage interest deduc-
tions, tax exempt contributions to
retirement funds, employer con-
tributions to pension plans, em-
ployer contributions to health

- Data compiled from the Internal Revenue Service's e-file demographics (website: www.irs aistreas.gov/prod/elec_svs/demogrix‘htim) and thé Califoraia Deparrment of

# Calculated by Children Now using maximum federal EIC benefic and assuming a California EIC would be set at 15% of the federal credit.
3 California Budget Project, Strategies to Rewand Work: How Can a State Earned Income Tax Credit Assist California’s Working Poor? (Sacramento, CA: CBP, October 1999).

Examples of excise taxes include cigarette and gasoline taxes.
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California Recipients of the Federal EIC for Tax Year 1997

By County
# of Taxfilers % of Taxfilers % of Children (0-17)
County Receiving Federal EIC Receiving EIC Living in Poverty
Alameda 65,823 1% 17.3%
Alpine b6 14% 28.5%
Amador 1,554 12% 13.2%
Butte 13,807 18% 26.7%
Calaveras 2,053 13% 17.1%
Colusa 901 22% 21.3%
Contra Costa 34,728 9% 12.3%
Del Norte 1,794 21% 26.7%
El Dorado 7114 1% 11.6%
Fresno 79,827 29% 36.3%
Glenn 2,223 23% 26.0%
Humboldt 9,055 18% 24.2%
Imperial 21,387 39% 33.4%
Inyo 1,314 16% 18.9%
Kern 58,423 27% 27.8%
Kings 9,993 27% 28.6%
Lake 4,024 20% 29.1%
Lassen 1,525 15% 17.5%
Los Angeles 774,521 22% 33.7%
Madera 10,861 28% 27.6%
Marin 7,605 &% 8.6%
Mariposa 938 15% 19.0%
Mendocino 6,650 19% 24.9%
Merced 19,797 29% 35.6%
Modoc 588 18% 26.9%
Mono 79 18% 12.7%
Monterey 31,160 21% 22.1%
Napa 5,185 10% 13.0%
Nevada 4,552 12% 13.6%
Orange 149,081 16% 16.4%
Placer 9,330 9% 10.3%
Plumas 1,126 146% 19.3%
Riverside 110,629 21% 19.7%
Sacramento 70,416 15% 24.5%
San Benito 3,633 19% 15.4%
San Bernardino 119,806 21% 22.9%
San Diego 173,987 15% 22.7%
San Francisco 40,437 10% 20.6%
San Joaquin 37,551 19% 27.2%
San Luis Obispo 12,661 13% 16.7%
San Mateo 25,371 7% 9.6%
Santa Barbara 24,573 15% 19.3%
Santa Clara 64,321 8% 13.4%
Santa Cruz 18,943 16% 17.8%
Shasta 11,688 18% 24.0%
Sierra 153 1% 10.6%
Siskiyou 3,134 18% 25.8%
Solano 19,773 13% 13.5%
Sonoma 20,436 10% 13.3%
Stanislaus 33,198 21% 24.6%
Sutter 221 17% 22.7%
Tehama 3,881 22% 27.7%
Trinity 484 22% 25.6%
Tulare 41,154 34% 37.3%
.- Tuolumne 2,970 14% o 17.6%
Ventura 43,958 14% 13.8%
Yolo 9,248 15% 20.4%
Yuba 4,942 24% 34.0%

Source: Taxfiler information from IRS website. wwwiirs.ustreas.gov/prod/elec_svs/demogratix him: child poverty informalion from Chitdren Now. Catifornia County Data Book 1999.
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and excise taxes. erably less

than other

tax credits that already benefit
higher earning families. For ex-

Conclusion

ample, in 1998, the state of Cali-
fornia spent more than $3 billion
in mortgage interest expenses, al-
most $2 billion in tax credits for
employers who contribute to a
health plan and $750 million in
capital gains exclusions on the sale
of a home.” All these credits typi-
cally benefit wealthier Californi-
ans and not the working poor. A
state EIC would be the state’s
only tax credit designed for those
who work but earn the least
wages.

While California enjoys unprece-
dented wealth, it is important to
remember that not everyone is
benefiting from the economy.
California’s childhood poverty
rate is one the country’s highest
and our income inequality gap is
one of the country’s worst. At the
same time, workforce participa-
tion is high. Given current wage
trends, the need for long-term
policies that support working
families remains compelling.

The additional several hundred
dollars a working family’s credit
provides is nearly enough to pay
for one month of child care or to

" improve a child’s quality of care. It

can help pay for needed car re-
pairs to ensure safe transportation
or help people into a safer neigh-

borhood.

These are Astate EIC
expenses would be the
some fami- | gtate’s only tax
lies take for | ¢pagit designed
granted, but

for the for those who
more than work but earn
two million the least
Californians | wages.

who re-

ceived the federal EIC, these costs
often are left unmet, or put par-
ents in the untenable position of
choosing between car repairs and
paying an electric bill, between a
doctor’s visit and buying school
supplies.

* Jack Hailey, Senate Office of Research, unpublished data December 1999.
7 Senate Office of Research, unpublished data December 1999.

The legislature has a golden
opportunity to enable more
working families and their chil-
dren to share in California’s bright
future. The Earned Income Cred-
it—a working family’s credit—has
received broad bi-partisan support
since its inception. Only available
to working individuals, it supports
those who work at low-wage jobs
and helps parents provide for their
children. Passage of a state EIC
would affirm our common values
of individual responsibility and
fairness, while investing in chil-
dren’s future through their work-
ing parents.
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About Children Now:

Children Now is a nonprofit, independent voice for
children, working to translate the nation’s com-
mitment to children and families into action. Chil-
dren Now combines policy expertise and up-to-date
information on children with communication strate-
gies to reach parents, lawmakers, citizens, busi-
ness, media and community leaders to generate
positive change on behalf of children. With partic-
ular concern for those who are poor or at risk, Chil-
dren Now is committed to improving conditions for
all children. Founded in 1988, Children Now is a na-
tional organization with special depth in California.

Offices:

Oakland

1212 Broadway

5th Floor

Oakland, CA 94612

Tel (510) 763-2444

Fax (510) 763-1974
children@childrennow.org

Los Angeles

2001 South Barrington Ave.
Suite 100

Los Angeles, CA 90025

Tel (310) 268-2444

Fax (310) 268-1994

www.childrennow.org
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