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N CCP is publishing this research brief at a time when a
large and growing share of children in poverty have
working parents. A strong national economy and welfare
reform have contributed to a significant increase in the pro-
portion of poor families with at least one parent in the work-
force over the past several years. In this context, a key chal-
lenge for policymakers and others who are concerned about
the well-being of children and families is how to develop and
improve policies that reward work and help low-income work-
ing families to increase their earnings. One of the most prom-
ising policies in this regard is the earned income credit (EIC).
(Note: The EIC is also commonly referred to as the EITC or
earned income tax credit.) Research by NCCP has documented
the powerful anti-poverty effects of the federal EIC,! which
benefits nearly 20 million working families each year. The fed-
eral EIC increases the after-tax income of these families by
an average of about $1,500 per family at a total cost of just
over $30 billion.? This research brief examines the current
and potential impact of state EICs as a means of building on
the positive effects of the federal EIC at the state level.

This is the third research brief in a series published by the
National Center for Children in Poverty focusing on pov-
erty dynamics in the 50 states and the District of Colum-
bia. (Visit www.nccp.org for information on the first two
research briefs in this series.)

There are two major objectives to this research brief:

¢ To examine the role that state EIC programs have played
in the level of children’s economic well-being in the Dis-
trict of Columbia and the 15 states that had such pro-
grams in tax year 2000.

e To analyze how many children would be raised out of
poverty if state EIC programs universally existed.?

The major lesson to be drawn from this research brief is
that the extent to which a state EIC benefits working poor
families is critically dependent upon two factors:

e The size of the credit in terms of its percentage of the
federal EIC, and

e Whether the credit is refundable or nonrefundable (the
latter being of virtually no value to working poor fami-
lies, regardless of the percentage of the federal EIC at
which it is pegged).

Further, it is clear that some state EIC programs have had
substantial impact on the incomes of working poor fami-
lies. Such programs must be expanded in two ways—im-
proved in their generosity and extended to additional
states—for their benefits to be felt even more significantly
at the national level. The potential impact of state EICs
should also be considered in light of recent evaluations of
the New Hope program* and the Minnesota Family Invest-
ment Project.’ This research suggests that when states
provide the right type of fiscal incentives to parents for low-
wage work, not only do welfare rolls fall, but family in-
comes rise, poverty rates fall, and young children’s academic
achievement and social-behavioral development improve.

The Impact of State Earned Income Credits
on Child Poverty

The federal Earned Income Credit was created in 1975 to
offset the burden of Social Security and Medicare payroll
taxes on working poor families and to improve family eco-
nomic well-being. It has enjoyed bipartisan support, as in-
creases in the credit have been signed into law by Presi-
dents Reagan, Bush, and Clinton. Its effect has been siz-
able, especially since its most recent expansion in 1993.6
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The Federal EIC

For tax year 2000, the maximum credit for the federal EIC was
$2,353 for families with one child and $3,888 for families with
two or more children. In 2001, the EIC is set to rise to $2,424 for
families with one child and $4,008 for families with two or more
children. Working families with no children received a maximum
credit of $353 in tax year 2000, which will rise to $364 in 2001.
The income/credit structure in 2000, diagrammed in Figure 1,
was as follows:

Families with two or more children receive an [EIC] equal
to 40 cents for each dollar up to $9,720 earned in 2000.
Families with one child receive an [EIC] equal to 34 cents
for each dollar earned up to $6,920 of earnings. Both types
of families continue to be eligible for the maximum credit
until income reaches $12,690. For families with incomes
above $12,690, the [EIC] phases out as earnings rise.
Families with two or more children are eligible for some
[EIC] benefit until income exceeds $31,152, while fami-
lies with one child remain eligible for some [EIC] benefit
until income exceeds $27,413.7

Indeed, approximately 2.5 million children are lifted out of
poverty due solely to the federal EIC program.

Not only has the federal EIC program raised the income of
working poor families, but it also has established incentives
that increase the labor force participation of single moth-
ers.® These incentives have helped to reduce the welfare rolls.’

Witnessing the success of the federal EIC, a growing num-
ber of states have established or expanded EICs in the past
few years. In 2000, state EICs existed in the District of
Columbia and 15 states, the purpose of which were to pro-
vide relief from state and local taxes paid by low-income
working families. The 15 states were Colorado, Indiana,!°
Kansas, Maryland, Massachusetts, Minnesota, New Jersey,
New York, Vermont, Wisconsin, Illinois, Iowa, Maine, Or-
egon, and Rhode Island. Typically, these credits piggyback
on the federal EIC.

The state EICs were refundable in the District of Columbia
and the first ten states listed above—meaning that the in-
dividual received the full amount of the credit even if that
amount exceeded his or her state income tax liability. In
the remaining five states, the EIC was nonrefundable—mean-
ing that the individual received the full credit only if the state
income tax liability equaled or exceeded the credit amount;
otherwise, the taxpayer received only that part of the credit
that reduced his or her state income tax liability to zero.

Figure 1: Benefit structure of the federal EIC,
tax year 2000

Credit (dollars)

4,000 -
| (3,888) |

3,000 [~

1 (2,353) ¢
2,000 [~ ) )

1,000 -

6,920 9,720 12,690

Earned income (dollars)

Number of qualifying children:
One child

Two or more children

Figure 2 shows that maximum available state credits ranged
from 5 percent of the federal EIC in Illinois, Maine, and Or-
egon to 50 percent in Maryland. In Maryland, families may
opt for either a refundable or nonrefundable credit when ap-
plying for their EIC. The refundable credit is pegged at 15
percent of the federal credit and the nonrefundable credit at
50 percent. (Note: The printed version of this report inaccurately
stated that the nonrefundable credit was being phased out.)

The findings in the following analyses are based on the state
EIC programs that existed for tax year 2000, which are, in
turn, applied to a three-year average of population and an-
nual income data for 1997 through 1999 gathered from the
three most recent available Current Population Surveys
(CPS) (conducted in March of 1998, 1999, and 2000). By
tripling the annual sample size of the CPS, this approach
improves the statistical precision of NCCP’s estimates of
the impact of state EIC programs.

In addition, it is important to note that the official measure
of poverty used by the federal government omits income
derived from earned income credits, either federal or state.
In contrast to the official measure, NCCP uses an alterna-
tive measure in this publication that is based on research
conducted at the U.S. Census Bureau. This latter measure
incorporates many sources of income—most notably for this
study, earned income credits—that the official measure does

27,413 32,121
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Figure 2: State EICs: Percentage of federal credit in
tax year 2000
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Notes: (a) Residents of Indiana are eligible for the state EIC only if their
income is less than $12,000. The EIC is computed as 3.4 percent of the
difference between $12,000 and the family’s earned income; (b) Individuals
are allowed to opt for either a refundable or nonrefundable EIC, whichever is
greater; (c) The Minnesota state EIC ranges from 15 percent to 45 percent of
the federal credit depending on family size and income. The average credit is
29 percent; (d) one child; (e) two children; and (f) three or more children.

not. (See the Appendix for a more detailed discussion of
poverty measurement issues.)

Earned Income Credits” Impact on State
Income-to-Needs Ratios

NCCP measures the effectiveness of state EICs by assess-
ing the improvement in the income-to-needs ratio of chil-
dren in working poor families due exclusively to these state
programs. The income-to-needs ratio is defined as the
family’s income divided by the poverty threshold associated
with that family’s size and structure. For example, if a fam-
ily had an income of $12,000 and the poverty threshold for
this family were $16,000, then its income-to-needs ratio
would be 75 percent.

As seen in Figure 3, the EIC moved the income-to-needs
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Figure 3: Percentage increase in income-to-needs ratio
towards the poverty line due to state EICs, for children
under age 18 in families with at least one employed
parent
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Note: Rhode Island also has a nonrefundable EIC, but its precise impact
cannot be determined from data in the March Current Population Survey.

ratio for children in working poor families (i.e., in families
in which at least one parent is employed) in Maine (a state
with a nonrefundable EIC) only 0.2 percent of the distance
towards the poverty line.!! In Illinois, Iowa, and Oregon,
the other three states that had exclusively nonrefundable
state EIC programs, the income-to-needs ratio also barely
rises in response to their respective programs. In the last
two states, the ratio moves only 0.7 percent towards the
poverty line due to the state credit, and in Illinois, by only
1.4 percent. At the other extreme, incomes rose by 9.0 per-
cent towards the line in Minnesota and by 8.6 percent in
Vermont as a result of their state EICs. The refundable EICs
in 9 states and the District of Columbia have considerably
greater positive impact on the economic well-being of chil-
dren in working poor families than the nonrefundable cred-
its in Illinois, Iowa, Maine, and Oregon.2
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Figure 4: Number of children under age 18 with at least

one employed parent (in 1,000s) potentially lifted out of

poverty due to state EICs in 12 largest states, pegged at
50 percent of the federal credit
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Estimates of Children Lifted Out of Poverty
Given Universal State EICs

Suppose that all 50 states and the District of Columbia en-
acted state EIC programs that provided refundable credits
amounting to 25 percent or 50 percent of the federal credit.
The income-to-needs ratio of children in working poor fami-
lies would increase considerably under these hypothetical
scenarios. Specifically, the income-to-needs ratio for the
United States as a whole would move about 9 percent of
the way towards the poverty line given a universal 25 per-
cent state EIC. A 50 percent state EIC would push the in-
come-to-needs ratio twice as far, or 18 percent of the dis-
tance towards the poverty line.

Figure 4 displays the number of children with at least one
employed parent who would be raised out of poverty in the
12 states whose population of children under age 18 ex-
ceeded 1.5 million.!* Approximately one-half of all children
nationwide who would escape poverty as a result of a uni-
versal refundable state EIC reside in these 12 states. Cali-
fornia is the home of a disproportionately large number of
children in poverty—one in six poor children in America
lives there— and a state EIC program would benefit many

Figure 5: Number of children under age 18 with at least
one employed parent (in 1,000s) potentially lifted out of
poverty by state EICs
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more children there than elsewhere. In California, 92,000
children would be lifted from poverty by a 25 percent state
EIC and about 166,000 from a S0 percent state EIC. Large
numbers of poor children in Texas, too, would escape pov-
erty due to a state EIC program: 62,000 at the 25 percent
level and 135,000 at the 50 percent level.

Figure 5 shows the potential impact of state EIC programs
for the nation as a whole in terms of numbers of children
lifted out of poverty. Under a universal 25 percent refund-
able state EIC, the families of approximately 570,000 chil-
dren would rise out of poverty. Under a universal 50 per-
cent refundable state EIC, the families of over 1.1 million
children would be lifted from poverty.!*

In contrast, only 116,000 children would be raised out of
poverty if the universal state EIC programs were nonre-
fundable at the 25 percent level, rather than refundable.
That figure rises modestly to 135,000 if the nonrefundable
credit is pegged at 50 percent of the federal credit. Thus, at
the 50 percent level, more than eight times as many chil-
dren are lifted out of poverty as a result of universal re-
fundable, rather than nonrefundable, programs.
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In a universal nonrefundable program, by definition, the
amount of credit is limited to the family’s state income tax
liability and no more. The most generous nonrefundable
state EIC programs, then, would reduce all eligible indi-
viduals’ state income tax liability to zero. Under such a sce-
nario, the maximum number of children who could be lifted
out of poverty would be only approximately 220,000. A
universal 50 percent refundable state EIC program would
lift five times as many children out of poverty as the most
generous nonrefundable program.

Conclusion

This research brief applies an alternative measure of pov-
erty devised by the U.S. Census Bureau to document the
benefits to children in working poor families due to EIC
programs in the District of Columbia and the 15 states that
had such programs in place in 2000. The impact of such
programs varied, in large part as a result of whether the
credit was refundable or nonrefundable and also as a result
of the percentage of the federal EIC at which each program
was pegged.

Furthermore, this brief answers the following question:
What would be the effect on child poverty if a 25 percent or
50 percent refundable state EIC existed universally among
the states? Improvements in the income-to-needs ratio
would amount to 9 percent and 18 percent, respectively,
due to these universal programs. Perhaps the most impor-
tant conclusion is that if sizable state EIC programs ex-
isted among all the states, then substantial numbers of

children would no longer be poor. With a 25 percent univer-
sal state EIC, over 500,000 children would escape poverty;
with the more generous 50 percent universal state EIC, the
figure rises to above one million.

These findings illustrate the significant potential of state
EIC programs to reduce child poverty in the United States—
but only if the credit is refundable and set at a sizable per-
centage of the federal credit. A nonrefundable credit would
lift very few children out of poverty compared to a refund-
able credit.

The potential benefit of expanded state EIC programs to
working poor families is clear. It is worthwhile to note how
states can finance such programs. One option is for a state
to finance the EIC from its general fund. However, in re-
cent years it has been possible to fund the refundable por-
tion of the credit from the Temporary Assistance to Needy
Families (TANF) block grant created by the 1996 federal
welfare law. States are likely to consider whether to use
general funds or block-grant funds to finance the credit
based on several factors, including their fiscal situation and
budget priorities, and the amount of unallocated TANF funds
or “maintenance of effort” funds available to them.?®

Based on their current and potential impact on family in-
come—and the evidence of the positive effects of fiscal in-
centives that reward work on both family economic secu-
rity and child development—state EICs hold considerable
promise to improve the lives of working poor parents and
their children.

Appendix: Defining Poverty

The official poverty measure, developed by the federal government
in the early 1960s, has been challenged by the National Academy
of Sciences’ (NAS) Panel on Poverty and Family Assistance,'®¢ among
many others, because of a concern that the official measure of
poverty does not reflect changes in policies and programs that
affect individual or family economic well-being. Examples include
policies such as food stamps and the earned income credit.'” The
NAS Panel also noted that the official measure does not adequately
address family structure; changes in the standard of living since
the 1960s; geographical differences in the cost of living, including
housing expenses; as well as many critical family expenditures,
such as those related to medical care, child care, and work.

Recently, the U.S. Census Bureau released a series of “experi-
mental” measures, which, to varying degrees, correct for some of
the deficiencies in the current measure.* To date, however, the

official measure remains in place. In this research brief, NCCP
relies on an amended version of a measure developed by the U.S.
Census Bureau—termed “DES-DCM2.” The Census Bureau mea-
sure—the most comprehensive of the experimental measures they
devised—incorporates the factors mentioned previously that have
been omitted from the official measure. The poverty thresholds
used in this report were adjusted for the 1998 consumption pat-
tern, geographical differences in the cost of living, and family struc-
ture. The measure NCCP adopts in this brief is essentially the
Bureau’s experimental measure, but with the important inclusion
of any income derived from state earned income credits. NCCP
assesses the impact of state credit on child poverty by comparing
the result from the measure that incorporates those credits with
the result from the measure that does not.
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