Iowa Fiscal Partnership backgrounder
www.iowaﬁscal.org

March 13, 2007

NEXT PIECE OF THE PUZZLE

After Minimum Wage, Iowa Looks at Earned Income Tax Credit

Making
work

PAY
Y
A

Looking over the scattered pieces of the puzzle of how to
help low-income working families in Iowa, the General
Assembly and Governor this year agreed to increase the
minimum wage. The wage will rise from $5.15 to $6.20 on
April 1, and to $7.25 on Jan. 1, 2008.
With the new minimum wage set to take effect, lawmakers are considering
the next piece of the puzzle in making work pay for low-income Iowans: an
expanded state Earned Income Tax Credit (EITC).

Like a higher wage, the EITC is an effective tool to
encourage work. The credit increases with earnings
until it reaches the maximum credit. At the federal level, the maximum credit is $4,536
for a married couple with two children (2006 tax year), or $412 for a single individual
or couple without children. Unlike the minimum wage, the amount of the maximum
credit is adjusted for inﬂation each year.

IOWANS AFFECTED BY THE EITC
In 2004, about 13 percent of the stateʼs nearly 1.3 million households ﬁling an income tax return claimed
either the federal EITC or both the federal and state credits.1 However, the share claiming the Iowa credit, or
the beneﬁt to those who claim
it, could change markedly
if Iowa were to expand its
HOW THE EARNED INCOME TAX CREDIT WORKS
credit and make it refundable.
The federal EITC is a federal tax credit for many working people with
A refundable credit could
reach many households that
earned income of less than $38,348. The size of the credit depends on a
donʼt make enough to pay
tax ﬁlerʼs earned income, whether the tax ﬁler is single or married, and
income tax, or enough tax to
whether the tax ﬁler has children. Iowaʼs current EITC is 6.5 percent of
receive the full credit.
the federal EITC.

WHAT IS A ʻREFUNDABLEʼ CREDIT?
The federal EITC is refundable. This means if the amount of the
federal EITC is greater than the amount of federal income tax owed,
the tax ﬁler receives a payment from the federal government for the
difference. Iowa also has an EITC. Unlike the federal EITC Iowaʼs
EITC is not refundable. Some of the proposals in the Iowa Statehouse
would make the Iowa EITC a refundable credit.
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A working Iowa family of
four making $30,000 in 2005
received a refundable EITC
of $1,524 from the federal
government – but owed $1,303
in state income tax.
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COMPARING IOWA WITH OTHER STATES

Iowa is one of 20 states and the District of Columbia that offer the EITC as part of their state income taxes.
Nebraska became the 20th state in the last year. Most states make the EITC a percentage of the federal
credit.2 While one of the ﬁrst states to adopt the EITC, Iowa is now one of the least generous:
■ Iowa is one of only four of those states that does not offer a refundable credit.
■ Iowaʼs credit of 6.5 percent is among the lowest; only ﬁve are lower.
■ Nine states offer a credit of 20 percent to 35 percent, with a 10th state scheduled to go to 20 percent.
■ Among Iowaʼs neighbors, Illinois has a refundable 5 percent credit, Minnesota has a refundable credit
averaging 33 percent of the federal credit, Nebraska has an 8 percent refundable credit, and Wisconsin a
credit ranging from 4 percent to 43 percent depending on the number of children.

TOO POOR TO PAY FEDERAL TAX – BUT NOT IOWA TAX

In Iowa, a working family of four begins paying state income taxes when family income reaches $18,338,
which is less than the poverty level. At the federal level, a family of four needs to reach $41,870 – about two
times the poverty level – before the family is liable for federal tax.
Increasing the size of Iowaʼs EITC – from 6.5 percent of the federal level to a higher percentage – would
effectively raise the level at which families begin to incur a state tax liability, and narrow the gap between the
federal and state tax liability levels.

WHAT IS BEING DISCUSSED FOR IOWA?

Many ideas are on the table for improving the EITC in Iowa:
■ Governor Culver has proposed increasing the state EITC from 6.5 percent to 10 percent. It would not be
refundable. Projected cost: $4.4 million.
■ Another idea being considered in the Senate would increase the state EITC to 9 percent and make it
refundable for taxpayers with dependents. Projected cost: $14.8 million.
■ HF531 would raise the EITC to 15 percent and keep it nonrefundable. Projected cost: $9.6 million.
■ HF293 would keep the EITC at 6.5 percent but make it refundable. Projected cost: $8.7 million.
■ The Iowa Department of Revenue has estimated that 89,652 Iowa households making less than $40,000
a year would beneﬁt from a nonrefundable state EITC set at 30 percent of the federal. More households
– 163,962 – would beneﬁt from a refundable EITC at about 10.6 percent, and the beneﬁts would accrue more
heavily among very low-income households. Both ideas would cost about $20 million.
As with any expansion or creation of a tax credit, policy makers should ﬁnd revenue to pay for it.

OTHER POTENTIAL PIECES OF THE PUZZLE

Making work pay has many public policy angles. In addition to updating Iowaʼs EITC, two other approaches
could help ensure that families take full advantage of that beneﬁt:
■ Iowa could provide additional consumer protections for working families against having a large portion
of their EITC refund swallowed up by predatory lending practices. So-called “refund anticipation loans,”
or RALs, employed by some tax preparation services, promise immediate payment of refunds but can come
with exorbitant fees and interest rates. In 2004, about 21 percent of households that received an EITC lost
some of it by using a refund anticipation loan.3
■ Iowa could strive to increase Volunteer Income Tax Assistance (VITA) sites, which provide alternative
free tax preparation services to low-income families and seniors. VITA sites have helped to raise awareness
of and access to federal and state EITC beneﬁts and bring more federal revenue back into the community.
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