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EARNED INCOME TAX CREDI"I‘

THURSDAY, JUNE 8, 1995

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, gursuant to notice, at 9:30 a.m. in
room SD-215, Dirksen Senate Office Building, Hon. Bob Packwood
(chairman of the committee) presidih:!g.

Also present: Senators Roth, Chafee, Hatch, Simpson, D’Amato,
Murkowski, Nickles, Moynihan, Baucus, Bradley, Pryor, Rocke-
feller, Breaux, Graham, and Moseley-Braun.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

We have two entirely disparate hearings this morning; one on
the Earned Income Tax Credit, and then we will have five nomi-
nees for different positions, none of which have any connection with
the Earned Income Tax Credit, when we finish.

I would say about the Earned Income Tax Credit, I understand
the studies and I understand the fraud that has been alleged and
the lack of tight enforcement.

But, by and large, I think it is a program that has worked as we
intended it would work and hoped it would work when we created
it 20 years ago, much to the credit of Russell Long in pushing this.
We were trying to find some way to relieve lower income working
geople—it was not intended as a welfare program—from the bur-

en of the Social Security tax, which, of course, has no progres-
sivity to it at all. So, I would hope that we can agree upon what
reforms are necessary, but can keep the program and keep it heip-
ing who we intended to have it help.

nator Moynihan?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Precisely, Mr. Chairman. There is a strange
lineage to this measure. It is a form of a negative income tax, so
Milton Friedman certainly has some theoretical claims on it.

I think this came in the aftermath of President Nixon’s proposal
to establish a guaranteed income, a proposal which was vigorously
rejected by the progressive-minded folk use it was inadequate.

ose same progressive-minded folk are now in the process.of
abolishing the Aid to Families with Dependent Children program
altogether, such does the vagrant ways of political fashions. But we

1)
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have had this proiram in place for 20 years. I think Ms. Richard-
son can speak to the question of, is it being properly managed, are
there abuses? But for the rest, the main issue is, what are the
rates that we want, how much do we want to return in this mode?
I think it is a very efficient one, but I would like to hear from our
distinguished representatives.

The CHAIRMAN. It was also interesting, on the guaranteed family
income, the opposition from some sources—mainly liberals—who
did not like the idea that we were going to just give money to the
poor.

Senator MOYNIHAN. That is right. Well, that will not happen any-
more. [Laughter.]

The CHAIRMAN. Secretary Samuels.

STATEMENT OF HON. LESLIE B. SAMUELS, ASSISTANT SEC-
RETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC

Secretary SAMUELS. Chairman Packwood and Senator Moynihan,
I would like to have my written statement placed in the record and
summarize it.

The CHAIRMAN. Without objection.

[The prepared statement of Secretary Samuels appears in the ap-
pendix.f

Secretary SAMUELS. I am pleased today to discuss the scope and
gzxrpose of the Earned Income Tax Credit, as well as steps that are

ing taken to improve the credit. I will briefly touch upon compli-
ance issues; Commissioner Richardson will address administrative
matters more completely.

The administration i1s strongly committed to the goals of the
EITC, which are to make work dg;ly and to lift workers out of pov-
erty in the most efficient and administrable manner possible. With
its message of “work pays,” the EITC helps reduce dependency on
welfare and increase reliance on jobs. This is why the EITC has
been supported on a bipartisan basis during its 20-year history.

During the 7-year period between 1986 and 1993, Congress voted
to significantly expand the EITC in three major pieces of legislation
under three Presidents: the Tax Reform Act of 1986, OBRA 1990,
and OBRA 1993. Both the 1990 and 1993 expansions were delib-
erately phased in over a period of years by Congress. The EITC

rovides tax relief to millions of working Americans, and that relief
18 not, and has never been intended to be, limited solely to Federal
income taxes.

Under current law, over 78 percent of the EITC offsets Federal
payroll and income taxes. I would note, this does not include excise
and other tax burdens borne by low-income workers.

Under the Senate budget resolution, the EITC would be reduced
and tax burdens increased for over 14 million working families.
Working families with two or more children would be hit the hard-
est, with an average tax increase of $305 per year.

During the Cpast several months, some observers have sugiested
that the EITC is growing uncontrollably. To the contrary, the in-
creases in the EITC have resulted from careful, considered actions
by Congress to gradually phase in the 1990 and 1993 expansions
over a period of years.
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- Once the 1993 expansion is fully phased in in 1996, future

growth will be slightly less than projected GDP growth. The table
there shows once the EITC is fully phased in, it will then grow at
slightly less than projected GDP. ‘gle do not view this as a program
out of control.

We share the concerns of those riembers of this committee and
others who are troubled by error rates associated with the EITC,
just as we are troubled by error rates in other areas that contribute
to the overall tax gap.

The administration is strongly committed to reducing both inad-
vertent taxpayer errors, and the less common but more troubling,
fraud. We welcome the opportunity to work further with this com-
mittee to address these areas.

However, the only EITC compliance proposals in the Senate
budget resolution are those that are contained in the President’s
budget. Significant reductions of the EITC, such as those con-
templated in the Senate budget resolution, do not address compli-
ance issues in any other way.

The administration’s commitment to improving the EITC for low-
income families has been demonstrated through more than a dozen
legislative and administrative actions since early 1993. In taking
these actions, we have been guided by the following four key goals:
to make work pay for those who might otherwise be on welfare; to
ensure that an individual who works full-time throughout the year
will not live in poverty; to target benefits to those with the greatest
needs while minimizing distortions; and to make it easier for eligi-
blle) {ndividuals to claim the credit and for the IRS to verify the eli-
gibility.

The design of the EITC under current law reflects a balance
among these four goals. I would like to briefly address each of
them. First, for low-income families the EITC makes work pay in
two ways. Unlike many other assistance programs for low-income
families, the EITC is limited to working families. Moreover, the
credit amount initially increases rather than decreases for each ad-
ditional dollar of earnings.

The positive link between the EITC and work can help offset the
work disincentives created by other tax and transfer programs,
such as Social Security taxes and food stamp benefits. The EITC,
with its positive credit rate on low earnings, is the only program
designed to help offset the marginal tax rates imposed by these
other programs.

A second goal is to ensure that a person who works at a full-time
job for the entire year will not live in poverty. In order to ensure
that a family of four, dependent on a full-time worker earning the
minimum wage, is lifted out of poverty, would require a combina-
tion of food stamps, enactment of the President’s proposal to in-
crease the minimum wage, and the EITC. So, as you can see, we
have not met the goal yet. We are not there.

Third, the benefits of the EITC should be targeted to families
with the greatest needs and to those who can be best served by the

ositive incentives associated with the EITC. The credit rate is the
ighest at very low earnings levels, where individuals are often
making the critical step from welfare to work.
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Because larger families have greater needs than smaller families,
taxpayers with two or more children are entitled to a larger EITC
than taxpayers with one or no children. Also, by providing EITC
to families with incomes of up $28,524 in 1996, the program pro-
vides modest relief from the effects of wage stagnation.

The fourth goal of the EITC is simplicity and verification. If eligi-
bility rules are simple, taxpayers can accurately claim the EITC
and avoid costly errors. Witﬁ simple and verifiable eligibility rules,
the IRS can also better ensure that the EITC is paid only to tax-
payers who are eligible for the credit. Consequently, simplification
should be given great weight in evaluating any proposal.

As I mentioned, the administration and Congress have taken a
number of important legislative and administrative actions during
the past 2 years to improve the effectiveness and administration of
the EITC. OBRA 93 expanded the EITC and makes the program
more effective in achieving its policy objectives.

Last year’s Uruguay Round legislation contained four provisions
to improve compliance, as well as targeting of the EITC to those
with the greatest need. As Commissioner Richardson will explain,
the administration has taken very significant steps to ensure that
those who are not eligible for the EITC do not receive it.

The administration included several proposals to improve the
targeting and administrotion of the EITC in this year’s budget sub-
mission. The administration proposed to deny the EITC to tax-
payers having more than $2,500 of taxable interest and dividends,
and was included in modified form in H.R. 831.

Also, under a second budget proposal, only individuals who are
authorized to work in the United States would be eligible for the
EITC, beginning in 1996.

Our third proposal would authorize the Internal Revenue Service
to use simplified procedures to resolve questions about the validity
of a Social Security number. Last year, the administration pro-
posed that States be given additional flexibility with respect to the
EITC by ailowing four demonstration projects to determine the ef-
fect of alternative methods of delivering advance payments of the
EITC. We continue to support this important project.

The administration evaluates other proposals to modify the EITC
by the same criteria we apply to our own proposals. We are con-
cerned that many of the options that may be considered by this
committee will not meet these criteria.

The Senate budget resolution assumes that savings can be
achieved by repealing the EITC for workers without qualifying chil-
dren, scaling back the increases for families with children, and
adopting the administration’s EITC compliance proposals for the
1996 budget. :

These proposals would limit the effectiveness of the EITC in re-
ducing poverty generally and encouraging work. We estimate that
14 million working Americans would be adversely affected by the
assumgtions in the Senate budget resolutio..

EITC recipients with two or more children would lose, on aver-
age, $305 in 1996. Very low-wage workers with only one child
would lose, on average, $137 relative to current law. As you can see
from the second bar from the left on the chart, the average for all
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EITC recipients is $305 per year that they would lose as a result
of the Senate budget resolution.

The Senate budget resolution also assumes the repeal of the
EITC for 4.4 million very low-wage workers who do not reside with
qualifying children, The EITC, for these workers, was designed to
help offset the work disincentive effects of the Social Security tax.
Under the resolution, these 4.4 million low-wage workers would
lose eligibility for an EITC of up to $324 and would incur, on aver-
age, a tax increase of about $173 in 1996.

During the recent deliberations on welfare reform in this commit-
tee, a possible amendment was circulated that would reduce the
EITC far more deeply than the budget resolution.

Under the amendment, indexation of the EITC would be re-
pealed. Indexation is necessary to ensure that taxpayers do not lose
eligibility for the EITC solely because of inflation. Under current
law, an estimated 16.7 million taxpayers with children will claim
the EITC in 1996.

If benefit thresholds are not adjusted for inflation, participation
would shrink to 14.8 million by the year 2002. Eliminating index-
ing does not address the compliance issue. Rather, it denies eligi-
bility for the EITC to millions of law-abiding, working Americans
and reduces the tax benefits to millions of others who are playing
by the rules.

It is ina{)propriate to suspend indexation on the one provision
which is solely targeted to low-income taxpayers. Consequently, the
administration strongly opposes proposals to eliminate indexing.

The amendment would also limit eligibility for the EITC by add-
ing new restrictions on the amount and types of income received
by recipients. For example, the investment income cap would be
lowered from $2,350 to $1,000. We have serious reservations about
'tt}:ﬁs proposal, since it discourages savings and increases complex-
ity.

The amendment would also restrict eligibility for the EITC by ex-
panding the definition of income to include non-taxable Social Secu-
rity benefits, child support payments, non-taxable pension income,
and tax-exempt interest.

We would have serious concerns about imposing an additional
tax on Social Security benefits of taxpayers who qualify for the
EITC. Low-income elderly workers with children could be subject
to higher taxes on Social Security benefits than some of their better
off neighbors.

The proposal could also affect non-elderly workers with young
children, too. The EITC would be reduced or eliminated for a low-
wage worker whose disabled spouse receives disability insurance
benefits.

The tax system does not count child support as income to the
custodial parent because child support payments are a continuation
of the other parent’s obligation to support his or her child. Custo-
dial parents should be encouraged to seek child support rather
than being penalized for obtaining it.

Moreover, this change would be extremely difficult for the IRS to
administer because it does not currently receive information about
child support payments.
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The combined effect of these proposals, once fully phased in in
the year 2000, would be to reduce the EITC for 19 million tax-
payers by $602 per year, on average. For eight niillion taxpayers
;ntgsggo or more children, the EITC would be reduced, on average,

y .

The CHAIRMAN. Mr. Secretary, as you know, I would ask you to
restrain yourself this mornin%.

Secretary SAMUELS. All right. One more paragraph.

The CHAIRMAN. All right.

Secretary SAMUELS. The administration is committed to improv-
ing compliance with the EITC. Its action in the last 2 years is clear
evidence of this strong commitment. The compliance problems with
which the administration is addressing should not be used a5 an
excuse to eliminate or reduce the EITC benefits to millions of low-
income working Americans.

Finally, my written statement contains additional areas of pos-
sible improvement we would like to explore with the committee.
This concludes my remarks, and thank you.

The CHAIRMAN. Thank you.

Now we have Hon. Peggy Richardson, the Commissioner of Social
Security. Commissioner?

Commissioner RICHARDSON. Internal Revenue.

The CHAIRMAN. What is the matter with me? You know what I
am thinking of? We have got two nominees coming for public trust-
ees.

Qolx)nmissioner RICHARDSON. That is right. I think I have an easi-
er job.

The CHAIRMAN. Normally I would say no——[Laughter.]

But I think you do have an easier job right now.

STATEMENT OF HON. MARGARET MILNER RICHARDSON, COM-
MISSIONER, INTERNAL REVENUE SERVICE, WASHINGTON,
DC

Commissioner RICHARDSON. Mr. Chairman and distinguished
members of the committee, I have a written statement which I
would like to summarize, but I would like to have the written
statement included in the record, please.

The CHAIRMAN. Without objection.

[The prepared statement of Commissioner Richardson appears in
the appendix.]

Commissioner RICHARDSON. I do appreciate the opportunity to be
here today to discuss our efforts at the IRS to improve the adminis-
tration of the Earned Income Tax Credit. When I became Commis-
sioner just a little over two years ago, I recognized the need to im-
prove the administration of the Earned Income Tax Credit to en-
sure that it is available only to those working Americans who have
earned it.

As Assistant Secretary Samuels has stated, legislation has re-
cently been enacted to improve the EITC’s effectiveness. The ad-
ministration has also submitted additional legislative proposals
which are still awaiting action by Congress that would aid us in
the administration of the Earned Income Tax Credit.
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In addition to these important legislativ~ initiatives, beginning
with the 1994 filing season and continuing through this filing sea-
son, the IRS has taken several steps to improve tﬁe administration
of the EITC. A preliminary analysis of returns that have been filed
so far this year indicates that our efforts have paid off.

This morning I would like to describe for you what we have done
this filing season to improve EITC compliance and tell you just a
little bit about our future plans.

As %art of our continuing efforts to improve compliance overall
with the tax laws, but particularly with EITC, this year we imple-
mented numerous systemic verifications and enhancements.

These initiatives include increased verification of taxpayers’ So-
cial Security numbers, additional checks of returns claiming re-
fundable credits, including the Earned Iiicome Tax Credit, and in-
creased compliance resources that were devoted to preventing and
detecting erroneous and fraudulent refund claims before the re-
funds were paid.

An important part of our strategy in.luded delaying refunds that,
as a result of computer analysis and fraud identification profiles,
appeared to be erroneous. This additional time for review helped us
check questionable claims and to detect fraud schemes, including
those that employed the duplicate uses of Social Security numbers.

During this filing season, the IRS devoted substantial resources
to ensuring that taxpayers claiming refunds used correct Social Se-
curity numbers. We have been checking paper returns for missing,
invalid, or dug)licate SSNs and we have not been accepting elec-
tronically filed returns without correct, valid SSNs for taxpayers,
their spouses, and dependents. As of May 26th of this year, over
10 million missing, invalid, or duplicate Social Security numbers
have been identified.

To further address non-compliance problems related to refund-
able credits, during this filing season we performed additional
checks on returns claiming these credits to ensure that only those
taxpayers who were entitled to them received them.

Preliminary analysis of the returns that have been filed so far in-
dicates that these efforts have paid off. As of May 26th, the number
of EITC claims by filers with qualified children had decreased by
257,000 compared to this time last year.

Prior to the 1994 tax year, EITC claims had increased each year
since 1989. We believe that our efforts this filing season have kept
those who have not earned the Earned Income Tax Credit from
claiming it.

Also, through May 21st, approximately 800,000 fewer dependents
were claimed compared to this time last year. Thus, for the first
time in several years, the number of dependents being claimed did
not increase.

The reduction in the EITC claims and the number of dependents
claimed is particularly significant, Mr. Chairman, considering that
the number of individual returns that was filed through May 26th
is up over one million from this time last year.

In addition to enhancing our systemic filters to detect more ques-
tionable refund claims during this filing season, we substantially
increased the enforcement resources dedicated to examining ques-
tionable claims, as well as identifying fraudulent schemes.
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Electronically filed returns that had duplicate uses of Social Se-
curity numbers were rejected. By rejecting these returns, erroneous
claims and fraud schemes, that in past years had made it into the
system, were kept out. In addition, as of May 26th we had identi-

ed 2,679 fraud schemes, and we delayed $62.5 million that was
claimed on over 30,000 electronically-filed and paper returns.

Beginning last filing season and continuing through this year, we
have also delayed refunds with questionable EITC claims until we
could examine the returns. As a part of this initiative, from Janu-
ary of 1994 until April of 1995, we have examined over 370,000 re-
turns and $330 million in refunds were not paid because taxpayers
vw{ege r:i)t able to verify they were entitled to the EITC they had
claimed.

As we continue the examinations of more than 700,000 EITC re-
turns that are currently in our inventory, we expect comparable re-
sults. That is, the EITC claimed an error will never be paid.

Although the 1995 filing season has not ended, we have already
be planning our strategy to prevent all erroneous or fraudulent
refund claims, including those relating to EITC, for the next filing
season.

The information we have learned this filing season will be the
basis for modifying and refining our current procedures. We will re-
vise the standards for participation in the electronic filing program
and we will be adapting our fraud and error detection systems ac-
cordingly. If necessary, we will put in place new technology and ad-
ditional filters.

The administration, as Mr. Samuels indicated, has proposed leg-
islation that would significantly aid our administration of the
EITC. The legislation would require claimants to provide valid So-
cial Security numbers for themselves and qualifying children, and
to permit us to treat an EITC claim the same way we do math er-
rors when an SSN is not provided or a Social Security that is pro-
vided is not valid.

A procedure similar to the procedure that is currently used to
correct math errors is appropriate and needed. Although we do
have the technological capability to identify returns with obvious
mistakes, because the statutory deficiency procedures require mul-
tiple actions, and they are more complex than math error proce-
dures, we can only reach a limited number of taxpayers with our
current resources.

The proposed math error procedure would be used only in those
instances where a taxpayer’s EITC claim was not substantiated by
a valid Social Security number. Banks do not allow their customers
to withdraw money if they do not provide the necessary informa-
tion, including an appropriate account number and a PIN, and
Congress should require that we have the same resources so that
we, too, can prevent fraud and erroneous payments.

We are committed to stopping EITC non-compliance, but we are
also committed to assuring that all hard-working Americans who
earn the EITC are able to receive it. With the assistance of you and
your committee, we would greatly be able to enhance our efforts
and to achieve our important goals.

That concludes my remarks. I would be happy to answer any
questions.
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The CHAIRMAN. Thank you, Madam Commissioner.

Mr. Secretary, this chart that you have up here, can you explain
that to me, the budget resolution has confirmed in May, and the
budget resolution actual assumptions?

Secretary SAMUELS. Mr. Chairman, in May we were informed in
discussions with the budget—

The CHAIRMAN. Is this the Senate budget resolution?

Secretary SAMUELS. That is the Senate budget resolution. The
Budget Committee staff informed us that the cuts in EITC were
going to be made in a particular way, that is, that they were going
to keep the credit rate for families with two or more children at 36
percent, and the next increase is to go from 36 to 40.

The CHAIRMAN. In other words, you are assuming this assump-
tion will be adopted by this committee in that chart and we will
do what the Budget Committee tells us.

Secretary SAMUELS. No. This is an example so that the commit-
tee would understand, when it is evaluating options, of what the
consequences would be.

The CHAIRMAN. All right. Now, what is the second one, just the
resolution as adopted?

Secretary SAMUELS. Right. We determined, based on materials
that were placed in the Congressional record as part of the Senate
budget debate, that, in fact, the assumptions in the Senate budget
resolution were to, one, cut the credit rate for families with two or
more children, from 36 to 35 percent, and to cut the credit rate for
families with one child from 34 percent to 30.15 percent. So the
reason we wanted to put that up is because there was a lot of dif-
ferent discussion with numbers. S

The second column is what we understand, and we have con-
firmed this with the Senate Budget Committee, as to what they
were assuming. While this allows you to analyze in making your
decisions what their assumptions were, obviously this committee is
going to make the decisions.

The CHAIRMAN. I want to go to the third and fourth lines, now.
The Welfare Reform Amendment, 1996 law, and the Welfare Re-
form Amendment, 2000 law. Do I understand that is your presump-
tion of Senator Roth’s amendments? -

Secretary SAMUELS. That is our estimate of Senator Roth’s
amendment.

The CHAIRMAN. And you are suﬁgesting that Senator Roth would
introduce an amendment that will increase people’s taxes? Senator
Roth, listen to this. [Laughter.]

Secretary SAMUELS. Mr. Chairman, this amendment would in-
crease taxes in the first year, because it stops the indexing, by
$516. These are for taxpayers with two or more children. And in
the year 2000, it is $886 for taxpayers with two or more children.

The CHAIRMAN. Senator Roth, I am amazed at you. Raise peo-
ple’s taxes.

Senator MOYNIHAN. Mr. Chairman, I have to insist that the Sen-
ator considered, but did not offer it.

Senator ROTH. Well, Mr. Chairman, just let me point out that
EITC is basically an income redistribution, it is not a tax matter.
What we are really talking about is welfare.
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I think that it is important to understand that the EITC—I am
sorry I was not here at the beginning—is the fastest growing enti-
tlement in the Federal Government. It has grown approximately
1,427 percent from 1985 to 1995. Today, roughly one out of five
families is eligible for EITC. It is the only program where you get
a tax credit without having to pay any taxes. It is an income redis-
tribution, make no mistake about that. It is not a tax matter.

Middle class, as well as working poor, are eligible for EITC. Just
let me point out that, under the current law, beginning in 1996, it
will phase out at roughly $28,500. That is more money than many,
many college graduates, particularly in rural areas, are receiving.
What we are saying is, if they have a child they would be eligible.

The CHAIRMAN. My time is about up. [Laughter.]

Senator ROTH. That is all right. I will yield you some of my time,
Mr. Chairman.

But I think the important thing to understand is that roughly
30—40 percent of the payments have not been in compliance. This
is the biggest rate of fraud that we have had in any program. We
are concerned about food stamps. The fraud there is roughly 6-8
percent. But if the past is a prologue, Mr. Chairman, we are talk-
ing about 30-40 percent fraud. That could be as much as $37 bil-
lion in the next five years.

My time is running out, I gather. But make no mistake, this is
a program that needs—and badly needs—revamping. We are all for
helping the working poor, but there is no grounds, no justification,
for continuing a program as is that is resulting in the high amount
of fraud that this program has, and people who are working hard
and getting no benefits are helping to pay for this fraud. That
makes no sense, Mr. Chairman, in my judgment, and this program
is one that is badly in need of fixing.

The CHAIRMAN. I just wanted to say to Senator Nickles who just
came in, we are not on opening statements, we are on my ques-
tions.

Senator NICKLES. An interesting answer to your question.

The CHAIRMAN. Can you put up that-other chart now, the growth
in GDP and EITC. I will just ask this question quickly and then
go to Senator Moynihan.

If I read that correctly, is the administration predicting a GDP
growtgl, on average, of about 5.6 percent every year for the next 5
years?

Secretary SAMUELS. It is about 5.5, and it is in nominal dollars.

The CHAIRMAN. Oh. It is in nominal.

Secretary SAMUELS. Right.

The CHAIRMAN. Oh.

Secretary SAMUELS. Yes.

The CHAIRMAN. Is the EITC projection in nominal also?

Secretary SAMUELS. Yes.

The CHAIRMAN. All right. Well, then I understand. Because if we
are presuming a 2-3 percent inflation, we are assuming——

Secretary SAMUELS. Right. The EITC, when it is fully phased in,
which, as you know, was authorized by Congress, it will grow just
a little less than the GDP.
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The CHAIRMAN. I was fjust intrigued with the GDP and nominal
f}Eures. I thought, gee, if that is real growth, we have had nothing
like that since World War II.

Secretary SAMUELS. No. Basically, EITC will grow with the rate
of inflation plus population growth.

The CHAIRMAN. Right.

Secretary SAMUELS. That is what we project. That number is
slightly less than the GDP.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. Thank you, Mr. Chairman. Just two points.

One, may I say with conviction but not force, because I think it
is plain to the committee, the Earned Income Tax Credit is not a
mode of income redistribution, it is a mode of lessening the tax bur-
den of persons with low incomes who pay Social Security taxes, as
we call them, the Federal Insurance Contribution Act, on their first
dollar of income, who pay incomes taxes, all of whom at one point
or another will be paying excise taxes.

Could I ask Mr. Samuels, would he give us any estimate of the
proportion of the recipients of the EITC who might receive more in
a refund than they have paid in one or another form of tax?

Secretary SAMUELS. Senator Moynihan, about 46 percent of the
recipients have income tax liability, about 78 percent of the EITC
covers income tax and the Social Security taxes, and then above
that there are the excise taxes and other tax burdens. We do no
have a specific number because it is difficult—

Senator MOYNIHAN. There would be few, if any, persons who re-
ceive more in the way of refund than they have paid in the way
of taxes.

Secretary SAMUELS. Yes.

Senator MOYNIHAN. Yes. I think that is the fact. Try to get that
in a table, will you? Because we are going to hear this argument
again.

Just in the way of random observations on a spring morning, I
see on page nine of Ms. Richardson’s testimony, you would have
thought that enough human sorrow had come out of the Los Ala-
mos National Laboratory, but we now learn they are also helping
the government to collect taxes. You have five new anomaly detec-
tion pattern recognition tools, have you?

Commissioner RICHARDSON. That is right.

Senator MOYNIHAN. God help us all. {Laughter.]

Commissioner RICHARDSON. And they are working.

Senator MOYNIHAN. And they are classified.

Commissioner RICHARDSON. That is right.

Senator MOYNIHAN. Well, that is what you expect.

Could I just make one gentle request of Mr. Samuels, and one
specific one? You speak of the work disincentives involved with the

CA tax and food stamps. Do you have any quantification on that
or is that just something you have to assume to exist, the work dis-
incentives? It is in your testimony several times.

Secretary SAMUELS. I do not think I have any specific data.

Senator MOYNIHAN. Will you go back and ask around?

Secretary SAMUELS. Sure. (See p. 102.)

Senator MOYNIHAN. And could I make one other point? The ad-
ministration is beginning to talk about the Aid to Families of De-
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pendent Children, which we refer to as welfare, as somehow &
counter-cyclical economic program that is very much tied to em-
ployment and things of that kind, which I do not think is substan-
tiated. It may be important to know.

But you say you have been guided in the following four key
goals. One, to make work pay for those who might otherwise be on
welfare. I do not think you have any data that would argue this
exchange, as it were, the hedonic exchange. Work is not paying
enough, so I am going to go on welfare. They do not come out of
the work force, do they, or do you have data?

Secretary SAMUELS. Senator Moynihan, I think the point is that
the EITC helps individuals get off of welfare and onto work by
making work more valuable. We have a 40 percent credit rate.
That is really the point we are trying to make.

Senator MOYNIHAN. All right. Could you try to give us some data,
if you have some? I do not doubt that you do. It would help a lot,
and thank you very much. (See p. 102)

The CHAIRMAN. Senator Roth.

Senator ROTH. Thank you, Mr. Chairman.

First of all, let me point out that in talking about offsetting, the
figures given by the Secretary include the payroll tax paid by the
employer as well as the employee.

So let me point out again, Mr. Chairman, that one of my great
concerns is the high rate of fraud that has been experienced in this
program and the high rate of fraud that is still anticipated, if the
past is a prologue, according to the General Accounting Office. We
are talking about 30-40 percent. Those are extremely significant
numbers. '

And just let me point out that in a recent article by Gene
Steuerle at the Urban Institute, he says that “The Treasury was
responsible for adding to the EITC problems by encouraging fraud
in the program through the 1993 changes, and that the real issue,
designing policy that is administrable in the first place, is swept
under the table in the 1993 bill.”

I would like to ask you, Mr. Samuels, what are your proposals
to solve the serious problems that Mr. Steurele points out? What
are your comments on his thoughtful article?

Secretary SAMUELS. Senator Roth, if I could make several com-
ments. First, the administration—

Senator ROTH. I would ask that you keep it relatively short be-
cause our time is limited.

Secretary SAMUELS. Yes. I want to, first, make some comments
on the error rate. We think that a correct way to analyze the EITC
error rate is to look to amounts paid out in error, not the nuber
of returns that had errors in them, because you could have 100 per-
cent errors in return at a dollar per return. I do not think that
we——

Senator ROTH. You are not arguing, Mr. Samuels, are you, that
the fraud and abuse in this program is not a serious matter.

Secretary SAMUELS. Absolutely not. Absolutely not.

Senator ROTH. You are arguing that it is less than, say, for ex-
ample, food stamps?

Senator ROCKEFELLER. But listen to his answer, Senator.
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Secretary SAMUELS. Senator Roth, what I was going to draw your
attention to is that the IRS has finished its study of the 1,000 elec-
tronically-filed EITC returns in January of 1994 and, as you know,
that is a very limited study and is not typical.

The results of that study—and Commissioner Richardson can
elaborate—is that 26 percent of the amount claimed was in error—
not the amount paid out. If we had in place the law changes that
were in place for 1994 in 1993 and we had our matching in place—
but not our special screening, so it is not everything that we did—
we think that the amount would be reduced to 19.1 percent. That
is still not acceptable for us and we are continuing to work hard
on it. As I said, that number does not include the special screens
that were in place for this year, but we are absolutely committed,
as you know, to reducing the error rate on EITC and we will con-
tinue to do that.

Senator ROTH. Well, just let me point out, I know the Treasury
is always optimistic about the future, but, frankly, most commenta-
tors do not share that optimism. I want to congratulate Ms. Rich-
ardson for the steps that she is seeking to take, but the fact is, we
are enriching this whole program. The credit is going up to 40 per-
cent. In the judgment of many people, leading commentators on the
mater, this is becoming a greater incentive to fraud.

And you have two kinds of fraud. You have the fraud by the indi-
vidual who lies about children, or whether they are of age, resi-
dence, whether they really are making the earnirﬁs they claim,
and you also have the professional fraud. We literally have those
who have been making millions of dollars off this program by scam.

Senator BRADLEY. Could you cite one example?

Senator ROTH. Yes, I would be happy to. I was in West Virginia
about six weeks ago. I do not think I have the article here with me,
about a fellow that was imprisoned because of a scam.

Senator BRADLEY. Millions of dollars?

Senator ROTH. Yes, that is right.

Senator MOYNIHAN. Did he have a Cadillac?

Commissioner RICHARDSON. Senator Roth, I believe that was one
we addressed at the hearing before you in April that did not in-
volve—

Senator ROTH. Just let me finish. Thank you.

We had, before the Government Affairs Committee, a fellow by
the name of Hersch, a convicted felon, who admitted—to answer
your question, Mr. Bradley—that his scam alone had amounted in
the millions, and he said it was an invitation in the future to fraud.
He all but said he could hardly wait till he got out.

Senator BRADLEY. Could the IRS respond?

Commissioner RICHARDSON. I was not present when Mr. Hersch
testified, but I did later see it, I believe, on C-SPAN.

Senator BRADLEY. He was here under the Witness Protection
Program.

Commissioner RICHARDSON. As I recall, he said that had he been
trying what he tried this year with the filters and the fraud detec-
tion and controls we had put in, he would not have been able to
perpetrate the fraud that he was able to do.

Senator ROTH. But he also said that he felt that it was an open
door to future fraud as well.
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Commissioner RICHARDSON. Well, I guess I do not recall that
particular comment. But I do remember, he was very——

Senator ROTH. You can review the record.

Commissioner RICHARDSON. Right.

The CHAIRMAN. Senator Breaux, then Senator Bradley.

Senator BREAUX. Thank you very much, Mr. Chairman, and
thanks to our panelists.

To compare, to say, or to imply that the Earned Income Tax
Credit program is a welfare program is like saying Shaquille
O’Neill 18 a circus midget. It is just so farfetched. In my opinion,
the EITC is about work.

If you look at the history of the EITC and the bigartisanshi that
allowed it to come about, I just cannot understand why the debate
has become so0 partisan in the efforts to raise taxes on people who
are the least fortunate among us who are trying to work. I do not
understand why the debate has gone like it has.

When President Reagan called this prograin the best anti-pov-

- erty, best pro-family, best job creation measure to ever come out of

the Congress, our own Chairman, Senator Packwood, in 1991, said
that the Earned Income Tax Credit is a key means of helping low-
}ncome workers with dependent children get off and stay off of wel-
are.

The Chairman of the Budget Committee, Senator Domenici, in
1990, said that the EITC is a great way to help low-income families
with the cost of raising their children, and all of the debates we
are engaging in when we are talking about welfare reform is about
getting people to work. I agree with all these statements.

Senator Long, who is my predecessor in the Senate, said we need
to have something that encourages people to work, and this is it.
Does it have problems? Of course. Tﬂere is not a Federal program
designed that is perfect. Nothing we do is perfect. But you do not
throw the baby out with the bath water.

Let me ask you questions on the fraud issue. I think most of my
colleagues on the other side are saying, let us make massive
changes in this program and decimate it because there have been
some fraudulent claims made.

Let us try to put that in perspective, Mr. Samuels or Ms. Rich-
ardson. The fraud rate for people filing the Earned Income Tax
Credit, how does that compare with the fraud rate or the gap in
o}t;her" areas? What about self-employed people, what is the gap
there?

Secretary SAMUELS. Senator Breaux, let me make just one point.
When we talk about the error rate, there are unintentional errors
and intentional errors. They are not all fraud. I mean, people do
make mistakes in writing numbers down. I know some people who
are dyslexic. They make mistakes. We all make mistakes.

Commissioner RICHARDSON. There are some who are not who
make mistakes, too.

Senator BREAUX. These are also just claims as well, they are not

. actual payments.

Secretary SAMUELS. Right, these are claims. And I am not stgﬁ;
gesting that we do not have a serious problem, but when we

about this I think it is unfair to characterize this as a fraud issue.
It is an error rate problem and it is, in part, because the credit has
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been complcx and we are trying to simplify it. If you simplify it you
y:ill make it easier for peo;{; t% understand it and be able to claim
it.

So if you look at the tax gap numbers, the GAO came out this
week with a study, the results of a symposium they had. At the
end they have a table of the tax gap numbers. So for 1992, the
total tax gap is $127 billion.

Senator BREAUX. That is for all taxpayers?

Secretary SAMUELS. All taxpayers, including corporate and indi-
vidual. The tax credits of individuals, of which the EITC is one—
there are other tax credits—are about one percent of the total of
the tax gap.

Senator BREAUX. So 99 percent of the tax gap comes from people
who are non-Earned Income Tax Credit filers.

Secretary SAMUELS. Right. Right. And, for example, if you look
at the tax gap for non-farm sole proprietors for 1992, it is $30 bil-
lionl;IWe are not saying that that justifies not focusing on the EITC

roblem.

P Senator BREAUX. I understand that.

Secretary SAMUELS. But I think we should put it in context.

Senator BREAUX. I am trying to do exactly that. So the tax gap,
the shortage of income that should have been paid from sole propri-
etorships and non-farm is $30 billion?

Secretary SAMUELS. Was estimated for 1992, yes, sir.

Senator BREAUX. How much is the estimated tax gap for EITC?

Secretary SAMUELS. This is all the credits, was $1.3 billion.

Senator BREAUX. Versus $30 billion.

Secretary SAMUELS. Correct. And that also includes other credits.

Senator BREAUX. Mr. Chairman, I think the point is very clear.
Is there a {)roblem? Of course there is a problem. But, I let’s look
at the problem in comparison to other areas. Why aren’t we spend-
ing as much time looking at sole proprietorships who do not file the
right amount of tax returns, at the tune of $30 billion.

here are those who are tryingI to basically decimate a program
where the tax gap is $1 billion. I would suggest that the amount
of people who are now workinﬁland are encouraged to work as a
result of this program is something this committee must recognize.
I think, clearly the committee needs to improve it, yes, but protect
it also and improve it.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Bradley, then Senator Pryor.

Senator BRADLEY. Thank you very much, Mr. Chairman.

First, let me compliment Ms. Richardson. I think that the IRS
is doing a very good job of countering that fraud that did exist. I
think you said that you detected 10 million returns that had dupli-
cate Social Security numbers.

Commissioner RICHARDSON. Or 10 million instances where we
had erroneous Social Security numbers. Correct.

Senator BRADLEY. And those, of course, would be caught if you
had to file, as you do now, the Social Security numbers for the de-
pendents as well as the parents, right?

Commissioner RICHARDSON. Correct.

Senator BRADLEY. So that one of the largest areas where there
was not abuse has already been corrected. I mean, there were cases
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where several people were essentially filing a dependent and it was
the same child, and they were taking three or four different deduc-
tions. Now, that would be ended, is that correct?

Commissioner RICHARDSON. Right. Where we have spotted dupli-
cate numbers we have kept them from being used, and will con-
tinue to do that. '

Senator BRADLEY. In addition to that, in the GATT round, we
made some other significant changes to tighten up on eligibility.
We said that no EITC goes to a non-resident alien; is that correct?

Secretary SAMUELS. That is correct, Senator.

Senator BRADLEY. And did we not also say, because there was
the anomaly of some people receiving an EITC at the same time
they had a surprising amount of interest income, that if you have
interest income over about $2,300 that you cannot get the EITC;
is that correct?

Secretary SAMUELS. Senator Bradley, that was correct. That was
in H.R. 831.

Senator BRADLEY. Right. Are there other things specifically that
glztﬁd;ninistration has done to tighten up on Earned Income Tax

redit? ’

Secretary SAMUELS. Senator Bradley, since 1993 we have taken
over 12 legislative and administrative steps. One of the other parts
of the Uruguay Round legislation is that we are requiring Social
Security numbers for all children.

It was, up until then, just for children over the age of one, and
we were seeing, unfortunately, a surprising number of children
under one show up on tax returns. So we are now requiring Social
Security numbers, on a phased-in basis, so that when they do this
matching t:ley can catch erroneous or duplicate numbers. So, that
is a proposal.

We also have, as an administrative matter, stopped the so-called
Direct Deposit Indicator, which was used in the refund anticipation
loan business, because we determined that that facilitated abuse of
the system by people who were trying to claim their credit, get
their loan, and then disappear. Let me say, all of these, like the
DDI, have been controversial, but we are committed to the integ-
ritg of this program.

enator BRADLEY. And these changes have produced results?

Secretary SAMUELS. Yes. Actually, as Commissioner Richardson
has mentioned, the returns filed this year for taxpayers with quali-
Zing children are down 257,000. Also, the analysis that the IRS

id as part of this 1994 study show that the erroneous claims were
going from 26 to 19.1, showing that we are on the right path. We
are not finished; we have to keep going.

Senator BRADLEY. And could you once again, for the record, as
clearly as you can state, draw the distinction between claims and
refunds, these claims and what is called fraud?

Secretary SAMUELS. Senator Bradley, the amounts claimed are
tax returns filed claiming the EITC. We think that the rignt analy-
sis is to look at what the iovemment ultimately ans out in error
after it has applied all of the processes that the IRS has at its dis-
_ posal, which are audit processes, and these matching processes,

and their screens. So, there is a whole series of things that are

taken by the IRS.
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Senator BRADLEY. Commissioner Richardson?

Commissioner RICHARDSON. Senator Bradley, our 1994 study was
a very limited study for a very limited purpose. We are doing a
very comprehensive study for the 1995 filing season, analyzing a
broader range of returns. When that is completed at the end of the
summer we will have a much better handle on exactly where some
of these things are.

Senator BRADLEY. Well, my sense is that the administration is
getting control of this program and is making sure that those who
are not eligible for it shall not get the program.

Commissioner RICHARDSON. Absolutely.

Senator BRADLEY. And the reason you are doing that, is you
want the dollars to go to the eligible recipients who are working
Americans. You cannot get this program unless you are working.
It is for the purpose of offsetting your Federal tax liabilities, your
income tax liabilities, your Social Security tax liabilities, and your
excise tax liabilities.

When we increased the Earned Income Tax Credit in 1993 we
also increased excise taxes. For those who talk about the growth
of this program, in 1975 you could not get it if you earned more
than $8,000 a year. Now it is up to $28,000 or $30,000 a year.

So what do you expect is going to happen? You are giving a big-
ger tax cut to more people in America at low income levels who are
working and, therefore, you are going to lose revenue, just as, for
example, in other programs through the Tax Code we also lose
money. )

For example, Section 29 is a very interesting little provision to
help oil. I know Senator Rockefeller and Senator Nickles like this,
but just in terms of its increase. [Laughter.]

Senator BRADLEY. It is a bipartisan bill.

But, between 1985 and 1995, it grew from $80 million a year to
$1 billion a year, so we have to keep these growth rates in perspec-
tive.

The CHAIRMAN. Senator Pryor.

Senator PRYOR. Thank you, Mr. Chairman.

As we are pulling obscure sections out of the Tax Code it seems
this morning, and my friend, Bill Bradley, is talking about Section
29, we could also talk about Section 936. [Laughter.]

Senator PRYOR. But we will not go into that. I will not belabor
that point.

Senator BRADLEY. We have cut that 40 percent. I am ready to cut
them all 40 percent.

Senator PRYOR. Well, we are going to talk about that later.

Mr. Chairman, I think you know, and some of our colleagues
around the table know, I do not go around passing out many bou-
?uets to the Internal Revenue Service. I have not in the past. But

think it might be healthy for us to step back just a moment and
l((:)ok df.t what we have done in the history of the Earned Income Tax

redit.

The first thing is, the Internal Revenue Service did not pass the
EITC, we did. Congress passed it, we expanded it. We started it in
the mid-1980’s, and we expanded it in 1990 under President Bush.
It was bipartisan. I wish it had been bipartisan in 1993, but it was
not. But, at any rate, in the Congress we did what we did.
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The IRS is trying to now implement some very stringent safe-
guards to keep this program from being abused. Philosophically, I
think the program is sound. We cannot, as all of us know, defend
what abuse has taken place. I stand ready to work with both sides
of the aisle to try to correct this.

But I think something in Commissioner Richardson’s statement
needs to be borne out and reemphssized, and that is, from Janu
of 1994 through April of 1995, 370,780 returns were examined.
Now, as a result, $330 million in refunds were not paid because
those taxpayers basically were unable to verify they were entitled
to the Earned Income Tax Credit. That is on page eight of the
Commissioner’s statement.

I applaud you for what you are doing. I know this last filing sea-
son you made a lot of taxpayers very angry.-Or the Internal Reve-
nue Service did, not you, yourself, Madam Commissioner. But you
made a lot of taxpayers very angry. I think we probably had to go
through some of that to make sure that we are trying to bring out
and to do away with the abuse.

Do you have any predictions for next year’s filing season, how
this is going to go forward, how we are going to prevent some of
the chaos that we have created in the 1995 period?

Commissioner RICHARDSON. Senator Pryor, one of the things that
we had announced before the filing season that I think caused the
most concern to the largest number of taxpayers was the Social Se-
curity number verification. Where peoples’ names and numbers on
the Social Security records did not match what they had put on
their tax returns, we did have further contact with the taxpayers.
Now that the records in most of those instances have been cor-
rected, we should not have any concern, and those taxpayers
should not have reason to be concerned next year.

But what we will be doing next year is learning from what we
are studying this year and putting into place other filters that are
hopefully more refined and will not be quite as broadly based as
they were this year. I would expect a smoother filing season next
year. Based on the preliminary results, we feel that we have kept
a lot of fraud out of the system this year.

I mentioned in my testimony that we have 800,000 fewer depend-
ents who were claimed this year than at this time last year, yet
we have a million more returns that have been filed. So, I think
we clearly were successful on that front.

We have 257,000 fewer EITC claims for people with children, yet
the total number is up because this year the credit was expanded
to include people who do not have children. So I think the messaﬁe
that we sent to people is, we are very serious about making the
EITC work for the people who are entitled to it and not for those
who are not.

As you know from other conversations we have had, I am very
concerned about compliance across the board. We want our tax sys-
tem to work for evexg}?ody. Most people do pay their taxes on time,
and what they owe. They have a right to expect that we will assure
that everyone else does the same thing.

Se}rlxator PRYOR. Madem Commissioner, I want to thank you very
much.

I yield back the balance of my time, Mr. Chairman.
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The CHAIRMAN. Senator Nickles.

Senator NICKLES. Mr. Chairman, thank you very much.

First, I want to remind my colleague, Senator Bradley, I joined
with you to make changes in Section 29 because I thought it was
unfair, even though it affected oil companies. I just wanted to re-
mind you of that fact.

Most everybody around here says that we need to balance the
budget, and most of us at one time or another say that we need
to reduce the rate of growth of entitlements. There is no program
in government that is growing faster than the EITC. None. None.
. Just a few facts. In 1986, this program cost $2 billion; in 1990,
$6.9 billion; in 1995, it cost $25.3 billion; in the year 2002 it is esti-
mated to cost $36 billion. No program in government has grown
this fast. No program over the last 10-12 years has grown as fast
as the EITC. No program in government has as high a fraud rate
as this program. No program. No other tax provisions.

GAO says—and I am looking at their study—the most recent tax-
payer compliance study showed about 42 percent of EIC recipients
received too large a credit, and about 32 £ercent were not able to
show they were entitled to receive any credit.

Senator BRADLEY. What is the date of that?

Senator NICKLES. That was the most recent taxpayer compliance,
and that was in 1988.

Senator BRADLEY. That is before the changes.

Senator NICKLES. Let me make some further comments.

The 1994 1=Jtud{1 that the IRS alluded to showed that 29 percent
received too much EIC, and 13 percent were judged to have inten-
tional errors, which Senator Roth noted. It is the government’s
most fraudulent program and it is the most rapidly growing pro-
gram. It is unbelievable to think that we would have this kind of
expansion while you have such unbelievable fraud and abuse and
intentional errors. -

A couple of other comments. I heard some of my colleagues say,
hey, Reagan bragged on the EITC. Well, he bragged on it when it
was less than a $2 billion program. Now we have a program that
has grown significantly.

In 1990, the maximum benefit that anybody could receive was
$953. The maximum benefit in 1995 is $3,110. Next year, it goes
to $3,564 unless we are able to freeze it at the 1995 level. Senator
Roth and I have proposed doing that.

Still, more money is going to go out. I tell my colleague, Senator
Breaux, and others, who have said we are raising taxes, 99 percent
of this program is paid out in lump sum.

Senator BRADLEY. You mean, like a tax refund?

Senator NICKLES. Just a minute. Let me make my comments.
You have made yours.

Eighty percent of this is written as a check as opposed to a tax
credit. So, we call this a tax credit—correct me if I am wrong, Mr.
Samuels or Commissioner Richardson—but 80 some odd percent is
written out as a check, as a lump sum. So this is a lump sum cash
payment. The cost of EITC now exceeds AFDC, so it is a very large
cash payment program. It is a welfare program, it is an income re-
distribution program, and it is fraudulent.
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Senator Roth and I have proposed several changes. Denying
EITC to illegal aliens; would you all agree with that Proposal?

Secretary SAMUELS. That is in the administration’s budget, Sen-
ator Nickles.

Senator NICKLES. All right.

Would you agree with repealing the EITC childless benefit? And
also, I might mention to Senator Breaux, your predecessor, Senator
Llong, says that this program should not be given to childless cou-
ples.

Secretary SAMUELS. Senator Nickles, the EITC for workers who
do not have living with them qualifying children offset the em-
pleyee portion of FICA taxes and we think that if you look at that
group, that verf' low-income group, it is absolutely appropriate that
they get the EITC for working. These people are working. This is
not a welfare program, Senator Nickles.

Senator NICKLES. Well, it is a welfare program, Mr. Samuels.
What you just said then is significant. My daughter, who is a grad-
uate student, is entitled to receive EIC. I do not know if that is
what it is intended to do. Correct me if I am wrong, but a person
can have a million dollars in assets and still receive this benefit.

Senator BRADLEY. Not if it bears interest.

Senator NICKLES. I did not say if it bears interest. You can have
a million dollars in assets in a growth fund and not have an inter-
est payment. You can have a million in a farm and lose money and
maybe make the right amount of money, $14,000, and still receive
benefits. Is that not correct?

Secretary SAMUELS. Senator Nickles, we have addressed, I think,
in an appropriate way, the question of targeting the EITC.

Senator NICKLES. 1 do not want to lose all of my time. Am I cor-
rect that you can have a lot of assets and still qualify for the EIC?

Secretary SAMUELS. Under the pr(()gosal that was adopted in H.R.
831, you lose EITC if your interest dividends, net rents, and royal-
ties exceed $2,350.

Senator NICKLES. Well, I am aware of that. But you can have a
lot of assets. You can have a farm that is worth a million dollars
and not have any interest or dividend income. You can invest in
growth stocks that lost some money.

And you also have a situation where a lot of people, such as my
daughter, who is a graduate student, can work so many hours and
maybe have their income come in at just the right range and now
qualify for this benefit.

My point is that Senator Roth has done a very good job of point-
iﬁf out that this program is fraught with abuse, it is growing to-

ly out of control, it is a cash outlay program and it needs to be
reformed.

The reforms that we are talking about would just curb the
growth. It would still continue to be a $25 billion plus program,
and increase about $1 billion i)er year. To allow it to continue to
grow as it has is, I think, grossly irresponsible.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Rockefeller, and then Senator Graham.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

As I understand it, Mr. Secretary, the expansion in EITC re-
flects, as Senator Pryor indicated, a direct result of public policy in-
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stituted by the Congress, and I believe it began in 1986 with Presi-
dent Reagan. It was on a bipartisan basis at that point, and had
strong support from President Bush in 1990. It expanded again in
1993, so that we were in the process of phasing in those expan-
sions.

I am going to say something which I think will be taken as par-
tisan, and perhaps it is. But the vehemence of those who are em-
phasizing that the fraud in this program is just simply out of con-
trol when the evidence is that the fraud, thanks to this administra-
tion, is being sharply curtailed through 12 specific actions is trou-
bling. Many of the so-called fraud is a $1 mistake, or something of
that sort, which often happens. There is fraud and that is recog-
nized by all of us and we are trying to get rid of it.

But I have to confess, I just absolutely have to confess out of hon-
esty, that I wonder about this attack on EITC—which to me is one
of the finest things we do in this country in terms of rewarding
work as opposed to welfare. People could much more sensibly make
a case that they should go back on welfare because they get health
benefits, and many families on this ﬁrogram are probably not work-
ing for a company that offers health benefits. So, they are clearly
:lllloosing work over welfare. The country has decided to reward

at.

I honestly wonder whether my friends on the other side are be-
ginning to become so severely embarrassed about the cuts that
they have made in welfare, and in Medicare, and Medicaid that
they are attacking this in some forma as a way to try to cover that
up, or to distract public attention from that. I may be entirely
wrong. On the other hand, I may be partly right.

President Clinton was a member of the National Commission on
Children which I chaired for 4 years. He obviously was not Presi-
dent at the time. But that had three senior members of the Bush
administration on that commission, and, by a unanimous vote, 32
to 0, we approved an enormous program to support children and
families over the entire spectrum of their lives and we strongly en-
dorsed, on a bipartisan basis, the Earned Income Tax Credit. So I
would just ask, in your view, how does EITC reward work and how
do you believe that this, therefore, affects welfare?

Secretary SAMUELS. Senator Rockefeller, the EITC program is
the only program that does reward work in a way that, as your
earnings go up, you receive more credit. In most of the other pro-
grams, as your earnings go up you lose benefits.

In the E1TC-—and we have a graph here that I can put up so you
can see the structure of the program—there is a heavy work incen-
tive. There is a heavy work incentive in the phase-in stage. So, this
is an example of how the program is structured.

So if your income is between zero and $8,900, you will get a 40
percent credit on a fully phased-in basis, and then when you hit
the plateau you stay at the maximum amount. Then there is a
phase out.

With every program for low-income working Americans you want
to have to have phase-outs. So, in the phase-out period there is ob-
viously some work disincentive. We think, on balance, the work in-
centive in the phase-in part of the EITC will encourage work. It
has encouraged work.
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Senator ROCKEFELLER. Thank you, Mr. Secretary. I actually am
able to both talk, listen to one person, and hear B'xe Secretary, so
I did hear your answer.

It is interesting. In the 1993 budget it was called the greatest tax
increase in history. I looked at my State of West Virginia, which
is one terrific State. There are, in fact, individuals who will pay
more income tax because of that 1993 Act, 4,192 individuals who
will do that.

On the other hand, there are 105,000 West Virginia families
working in this range just above welfare who will have the benefit
of an Earned Income Tax Credit. One of the things that we recog-
nized—and Mr. Chairman, this will be my final sentence—is it is
really a twofold problem.

One, is that a lot of people do not know about the Earned Income
Tax Credit. One of the things that has been going on in govern-
ment is, people who deserve the credit did not apply because of the
complexity of the Earned Income Tax Credit forms. A lot of people
who deserved it, in fact, did not receive it.

So, that is another reason for the expansion and simplification.
On a bipartisan basis, signed by the Presidents, there has been
several key expansions on the EITC. I will not ask a question, I
will just stop there.

The CHAIRMAN. Senator Graham, then Senator Hatch.

Senator GRAHAM. Thank you, Mr. Chairman.

I would like to continue the line of questioning that Senator
Rockefeller commenced. If the purpose of this program is, in sub-
stantial part, to provide an incentive for persons to move from wel-
fare to what is admittedly low-income employment, what empirical
dglt% do we have that the program has, in fact, achieved that re-
sult?

Secretary SAMUELS. Senator Graham, there have been some
studies that have been undertaken, and I think that our analysis
of those, when you look at them all, and particularly when you
take into account the incentive of the Earned Income Tax Credit
for people who are not in the work force to get into the work force,
that is a very important point that some of the earlier studies did
not address. They just focused on people in the work force.

We think we have to look at pc:gile who are not in the work
force, the people who are going to take advantage of the phase-in,
and it is an important incentive for them. And, overall, it has been
a positive program for the purposes of encouraging people to work.

enator GRAHAM. But do we have some statistics of how many
people, what are the characteristics of those people, what has been
the staying power, once employed, of those persons?

Secretary SAMUELS. Right. In a 1994 stud&', Professor Sholtz of
the University of Wisconsin simulated the effects of the OBRA 90
changes on labor force participation and he found that the effect of
the EITC on participation decision could dominate other effects. He
finds that, by 1996, the EITC could result in an increase in labor
supply—that is, people entering the work force-~of 19.9 million
hours relative to 1993 law. So that was a 1994 study by a well-
known academic in this area.

Senator GRAHAM. Did that study indicate what the people who
represented that 19 million work hours would have done but for

!
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the Earned Income Tax Credit? That is, would they have been un-
employed?
ecretary SAMUELS. These are all non-workers.

Senator GRAHAM. And were they eligible for and receiving some
forms of public welfare?

Secretary SAMUELS. Yes.

Senator GRAHAM. Has there been a calculation of what that cost
was to the public that was offset, terminated, or reduced as a re-
sult of their employment?

Secretary SAMUELS. The transfer grogram participation rates
show that for a single-parent family, the mean annual benefit that
they were giving up was $6,844, and for two-parent families it was
$4,702. So this is the amount that they were receiving in income
transfer programs.

Senator GRAHAM. And what was the equivalent value of their
Earned Income Tax Credit?

Secretary SAMUELS. Their mean Earned Income Tax Credit for
single-parent families was $2,000 to $2,040, and fof two-parent
families, $2,842.

Senator GRAHAM. So would that indicate that there was to the
ublic a savings of approximately $2,000 plus for each of those
amilies as a result of the differential and what they are receiving

in public assistance as opposed to what they are now receiving in
the Earned Income Tax Credit?

Secretary SAMUELS. For the single-parent families, it is esti-
mated to be about 400,000 leaving the assistance programs. It was
a difference between $6,800 in mean annual benefit and $2,000 in
mean EITC payments, so it is actually $4,800 per family for those
400,000 families.

Senator GRAHAM. I was interested that there is quite a disparity -
among the States in terms of the percentage of participation. At
the top of the participation list is Mississippi, where some 29 per-
cent of the filers are Earned Income Tax Credit participants, to
Connecticut, where there are 5.5 percent.

What are the factors that contribute to that significant differen-
tial among the States?

Secretary SAMUELS. Senator Graham, I think that it is really a
uestion of two things. One, the economic conditions in particular
tates and the income levels in those States, and, two, the avail-

ability of information about the program. I do not know how much
that second component is a factor, but it is a factor.

The administration has been engaging in an outreach program to
make sure people who are entitled to the EITC know about it, but
I think it is principally economics. If you look at the average in-
come levels there is a correlation between the average income lev-
els and the EITC reci&ients. _

Senator GRAHAM. Well, I was wondering if there might not be
another factor which goes back to the first series of questions, and
that is the trade-off of welfare benefits versus Earned Income Tax
Credit. The Earned Income Tax Credit is relatively consistent
across the courtry; a person in Mississippi earning the same
amount as a person in Connecticut would get the same amount of
Earned Income Tax Credit.

Secretary SAMUELS. Correct. Correct.
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Senator GRAHAM. Whereas, there is a tremendous variation in
welfare benefits in the range of three, four, five to one, from high
benefit States to low benefit States.

To what degree do you think that that factor may affect the ex-
treme differentials of participation in the Earned Income Tax Cred-
it from State to State?

Secretary SAMUELS. We really do not have any data on that.

Senator GRAHAM. I wonder if you might look and see if there is
a correlation between the State set of benefits that are available
which aggregate into the numbers of 4,800, et cetera, that you just
gave, and the Earned Income Tax Credit participation.

Secretary SAMUELS. Yes.

Senator GRAHAM. Thank you.

The CHAIRMAN. Just to put Professor Sholtz’s records in perspec-
tive, I am going to quote from what the Joint Committee prepared
for us. “Estimates suggest that just under one-quarter of recipients
are in the phase-in range, over three-fifths are in the phase-out
range, and the remainder about one-sixth in the plateau range. So,
for the vast majority of individuals, the mar%inal effect of the credit
is unambiguously to reduce work incentives.

Senator HATCH?
hSe‘)cretary SAMUELS. Senator Packwood, can I just comment on
that?

The CHAIRMAN. Yes. Well, you threw out Professor Sholtz’s
name, so I thought I would——

Secretary SAMUELS. Right. We have considered, and 1 was care-
ful to say, the net benefit, because we recognize that there is a
work disincentive in the phase-out.

The CHAIRMAN. Yes.

Secretary SAMUELS. But we also think that the people in the
phase-out range are ones that are more well-established and con-
nected to the work force, and it is very unlikeg that they are going
to say that, I have reached the maximum credit and I am going to
stop working.

e think that probably where you get the work disincentive is
where you have a couple and both are working, and maybe one of
ge working spouses decides to stay home and take care of chil-

en. ‘

But I think that those people are more committed to the work
force. We recognize the work disincentive, but we think that it is
probably limited, and it is more targeted on people where there are
two working spouses.

The CHAIRMAN. I think your statement may be correct, because
there is an interesting caveat in this study, and I was going to read
it. We think everybody absolutely sits down and plots out to the
minute exactly how they are going to be affected by anything.

The Joint Tax Committee says that they “presume the individ-
uals correctly perceive the effect of the credit on their after-wage
income. Most of the EITC claimants receive their credit in lump -
sum at the time they file their returns. If they do not make the
connection between the amount they receive in credit and their
earned income, these estimates of labor supply effects may be in-
correct,” which I think is a fair caveat.

Senator HATCH?
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Senator HATCH. Thank you, Mr. Chairman.

Welcome to both of you. Commissioner Richardson, I personally
think you are doing a fine job down there. I know that you are
making a lot of chan%es that I think are good.

b %enator CHAFEE. That is always dangerous. The next word is
ut.

Senator HATCH. No, there are no buts there. There are not buts
there, in spite of the skepticism exhibited by Senator Chafee.

You just made a point that our chart here makes as well. Person-
ally, I support the EITC. I think basically across the board it does
a pretty good job, but there are flaws and you and I both know it.
We have got to work on it and try and resolve it. But here is one
of the biggest flaws, and this is a big program with the EITC be-
cause the EITC currently has a strong bias against marriage.

This exacznaple makes the case. John, who earns $11,000 a year,
is a divor father of one. In 1994, he wants to marry Marie, a
single mother of two, who earns $13,000 a year. As singles, under
current law they would receive a combined tax refund of $4,128. If
John and Marie were to marry, they would have to pay $581 on
their joint tax return. So this amounts to a marriage penalty of
$4,709, or almost 20 gercent of their combined income for 1994. Fi-
nancially, they would be crazy to marry—financially. Morally, it
wogl:;i be the right thing to do. At least, some think so today in our
society.

Senator CHAFEE. Can't two live cheaper than one?

Senator HATCH. I can say that Chafee comes from a bygone age,
is all I can s:K.

But, to make a long story short, %ou can see that it just is not
right, and I am concerned about it. Frankly, has the Treasury De-
Eartment studied the marriage penalty in connection with the

ITC? If so, is the administration considering any proposals to alle-
viate the EITC marriage penalty, or do you have any ideas for re-
form for us this year?

Secretary SAMUELS. Senator Hatch, we have been considering
this problem; it is one of concern.

Senator HATCH. It is your hope that the wife will just quit and
go and be a good homemaker?

Secretary SAMUELS. No. I think that the other side of the mar-
riage penalty is also that there are significant marriage bonuses.
For example, if Marie was on welfare and not working and she
married John there would be a siﬁniﬁcant——

Senator HATCH. Sure. I acknowledge that, but that does not solve
this problem.

Secretary SAMUELS. I understand. But I think, in looking at
these problems, one has to look at kind of probabilities that you
would have two geople in that situation. And I am not trying to
minimize the problem, but I think when you look at the people who
have been receiving EITC and the chances that you are going to
have two workers who are both custodial parents——

Senator HATCH. Now, philosophically, that is a nice thing. But if
it practicall'?r happens, and it does, do you have any ideas how we
can solve it

Secretary SAMUELS. Well, I think -that the problem is to solve
marriage penalties. This is an important example to show the ef-
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fects of marriage penalty. It is just not restricted to the EITC, it
is really a function of the low-income targeting of the EITC and
treatin% a cougge as a single economic unit. That is not restricted
to the EITC. So, if you are going to try to solve this problem you
could change phase-out rates and make them longer, but that, of
course, will increase the cost of the credit.

So we have been struggling with ways of trying to figure out how
to do this, given our fiscal and budget constraints. I think that
where we would come out is that the program design has to take
into account, obviously, competing considerations, and this is obvi-
ously one of the adverse factors that you have. To fix this without
pushing someplace else in the program and making it more expen-
sive is really the trade-off.

Senator HATCH. Well, there might be some way of alleviating
some of the pain. Instead of having them pay almost $600 when
they would have had $4,128, maybe there 1s some middle ground
or something that we could work out. I do not know.

Secretary SAMUELS. We are continuing to think about this issue.

Senator HATCH. You are the experts. We would like to have you
make suggestions in this area, because I am tired of this marriage

nalty and this incentive for people not to get married and just
ive together.

Let me just ask one other question. Is there any data available
showing how many taxpayers claim the EITC from year to year,
and how many of them claim it only once or twice? In other words,
can we see any evidence that the program has been successful in
lifting people out of poverty; do we have anything on that? :

Secretary SAMUELS. There was a report that was released yester-
day by a national commission that was studying the matter and
they found that, over a 10-year period—and we are still looking at
the report and analyzing it, but as I recall, their report was over
a 10-year period—you would see 39 percent of the families at one
point over that period might qualify.

That is because people have dips, unfortunately, in life and there
are times when you get sick, or you lose your job, or there is an
illness in the family and you have to take care of a sick relative,
so people would dip down. So, that is why there is 39 percent over
a 10-year period. I think that they found about 16 percent was an
average basis thrm:ﬁhout that period.

Senator HATCH. All right. Thank you.

Mr. Chairman, can my statement be made a part of the record?

The CHAIRMAN. Without objection.
di:[:'lihe prepared statement of Senator Hatch appears in the appen-

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Let me just say to Ms. Richardson and Mr. Samuels, I am in
favor of this program. I will confess, I am no expert in it. I note
that in our State we have not really taken a great deal of advan-
tage of it. I do not know why. :

o you make efforts to alert people of this? It seems like such
a bonanza for people to use. I take it, with the disparity between
the different States, it must, to some degree, be because they do
not know about it. Is that right?
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Commissioner RICHARDSON. Senator Chafee, I cannot speak to
the disparity among the various States; as Mr. Samuels said, it is
a function of the income people earn. But we have made a very ag- °

essive effort over the last several years to advertise the Earned

ncome Tax Credit, particularly the advanced Earned Income Tax

Credit, and I believe that last year, right after the filing season,
we sent letters to all taxpayers that looked to be eligible for the
Earned Income Tax Credit.

There were 14 million letters that were sent out to people last
year at the end of the filing season. This year, we have already no-
tified about 300,000 who look to be eligible for the credit, and we
will continue to do that as we process their returns.

We have had an aggressive advertising campaign and we have
worked very closely with a number of community groups and State
tax authorities to make sure that we can use their resources and
their contacts to let people know about it.

Senator CHAFEE. I just was looking at the New England States,
and the percentage of returns using it are very low. Connecticut,
which is a high-wage State, is understandably low at 4.9 percent;
Massachusetts is at 6 percent; my State is at 8.1 percent, but we
are a relatively low-waﬁe State; New Hampshire is at 7.1; and Ver-
mont is at 9.1. All of them are low, relative to the rest of the Na-
tion, why, I do not know.

I just want to say, I know that some of these GAO reports are
old, but they certainly are disturbing. This one here is not so old,
where it talis about a quick, 2-week study in 1994. You have seen
that, obviously.

Commissioner RICHARDSON. Right.

Senator CHAFEE. So, Mr. Chairman, I think this is a worthwhile
hearing. It is astonishing, the increased use of the EITC Nationally
and the corresponding increased costs. But if it is available, I cer-
tainly want to make sure that folks in my State are aware of it.

Thank you very much.

The CHAIRMAN. Senator Moseley-Braun.

Senator MOSELEY-BRAUN. Thank you, Mr. Chairman.

At the outset I want to apologize for just getting here. I was in
the Banking hearing on GATT and financial services, and Senator
D’Amato asked me to mention to you, Mr. Chairman, that he is not
here because he is chairing that hearing.

I have a written statement for the record, Mr. Chairman, that
goes into detail regarding my su%port of the EITC and my dis-
appointment, if not opposition, to the direction that has been taken
bﬂ the Budget Committee in reducing the EITC, or reducing the
eligibility for it. Of about 10 million EITC recipients, nearly half
of those recipients with children would be affected by that proposal
and would see their average EITC refund cut by $270. Families
with two or more children would be hardest hit by the proposal
that we have coming out of the Budget Committee.

I am sure that has been said already. I do not know how much
of what I have to say has been said, but I thought it was important
for us to recognize that, in light of the fact that we are in the proc-
ess of revising the safety net for poor children, in light of the fact
that we are undertaking to achieve balance with the budget and
deficit reduction, it is important that we are mindful that, as an
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American family, we are all in this together and that it is short-
sighted, in my opinion, to burden the poor the most with our deficit
reduction and budget balancing efforts.

If anything, we need to recognize that, by contributing to the
well-being in the welfare and the ability to continue to work that
the EITC provides, we really help our economy overall and assist
our efforts to achieve fiscal integrity and budget balance. So, I
strongly support EITC, I strongly support its implementation, and
I strongly support, frankly, the dissemination of information re-
garding the program.

I have been concerned, as has everyone else in this Congress, re-
garding the allegations and charges of error and fraud in the pro-

am, but I dares:{—-and this would get to my question, having to

o with the actual efforts that are being made in terms of out-
reach—from my sreliminary investigation and look at what is
going on hery, 1t does not appear to be so much a matter of fraud
as a matter of error.

Particularly given the fact that we are talking about the lowest
income working Americans, could it not be—and I would like your
response—that most of the gzoblems that we have had with the im-
plementation of EITC has been a function of inadequate informa-
tion or information that is not calculated to communicate effec-
tively with the people who may be eligible for participation in this
initiative?

Secretary SAMUELS. Senator Moseley-Braun, I think it is, at least
in my experience, clear that the complexity of the calculation
makes it difficult for low-income workers to calculate the EITC. We
have made significant efforts to try to simplify the form.

I know that before the form was simplified, it must have been
1992, I had the occasion of looking at the form for someone who
was clearly entitled to it, as far as I could tell. It was the first time
I ever looked at the form, and I had been practicing tax law at that
point for 25 years, and I frankly had to scratch my head and try
to figure out how it worked. It was not obvious.

I think that the changes that were made in OBRA 93 to try to
simplify the form, where we got rid of the two supplemental cred-
its, should go a long way to reduce the error rate when people just
make honest mistakes.

We are concerned about the error rate. As you know, we have
been taking numerous steps to try to make sure that the error rate
is as low as possible and that only those working Americans who
are entitled to the credit will receive it.

Senator MOSELEY-BRAUN. Ms. Richardson?

Commissioner RICHARDSON. Yes, Senator Moseley-Braun. To just
supplement what Secretary Samuels said, we are finding this year
that there have been fewer errors and I think that we will find, as
we conduct our study of the returns filed this year that have taken
into account the changes that you made in 1993, that we probably
wfiltlh halve fewer errors and fewer problems with the administration
of the law.

Senator MOSELEY-BRAUN. Well, if anythinﬁl—;and I see the light
is already yellow—one of the kind of over-arching issues that comes
before this committee is the interest of everybody in tax simplifica-
tion and making the whole process simpler, it would seem to me—
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and I am going to be very brief here—that this would be a wonder-
ful place to start.

I would ask if you have undertaken plans to revise, simplify, and
try to do even better than was done in 1993 with regard to the in-
formation that goes out on the EITC.

Secretary SAMUELS. I think we are committed t¢ making sure
that the information is disseminated. As Commissioner Richardson
mentioned, the IRS this year has already notified——

Commissioner RICHARDSON. Over 300,000 people we have noti-
fied this year who look like they are eligible for the credit. We have
very extensive volunteer programs. We had over 1,000, what we
call Volunteer Income Tax Assistance (VITA) sites, people out there
to help taxpayers prepare their returns, and we worked very close-
ly with the non-profit community and various community groups,

tate tax administrators, to try to make sure the information is out
there, and that it is clear. We will continue to do that.

Secretary SAMUELS. If I might just add, as the committee consid-
ers any adjustments to the program I would urge that you give
simplification great weight. Every time you start with another ad-
justment, it makes it more complicated for 21 million working
Americans to fill out the form.

Senator MOYNIHAN. Which is what we tried to do in OBRA 93.

Senator MOSELEY-BRAUN. Well, in closing, my only comment
would be, to the extent that we can revisit the form and try to
resimplify it even more, that would, I think, be constructive with
regard to the administrative of this important program. We would
not want to see it lost because the administration of it is awry.

The CHAIRMAN. Senator Roth.

Senator ROTH. Mr. Chairman, Senator Nickles and I are intro-
ducing a bill today to correct what we see as being some of the seri-
ous problems of this legislation. I think it is important to under-
stand, what we seek to do is not to do away with a program, but
to focus it on the working poor. There are some problems, serious
problems, with this program. Let me just illustrate what they are.

One, the program is not based on how many hours you work, but
on earned income. So let me point out that a lawyer who works 100
hours at $100 and makes $10,000 is eligible for the Earned Income
Tax Credit, whereas a poor person who works as a waiter and
works 2,000 hours at $5 is eligible for the same payment. To me,
that does not make sense. Why should the retired lawyer who may
work 100 hours be qualified for the credit? That is point number
one.

Senator BRADLEY. How do you correct that?

Senator ROTH. Well, we are making a study of that right now.
But I think what you do, is require a certain number of hours
being worked rather than basing it on earned income. Now, the
problem with that is, it complicates it. I know that. That is one of
the reasons we are studying it.

Second, it is also true that wealth does not rule out receiving the
Earned Income Tax Credit. One can be living in Beverly Hills in
a million dollar house and still be eligible. I think that is a serious
Froblem. Or one can be a 24-year-old student and earn $9,000 or
ess and be eligible. These are serious problems.

92-781 O - 95 - 2
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Furthermore, let me point out that certain kinds of income do
not count. For example, child support payments. There is an actual
case where a woman was being e(raid $5,000 a month for support
of the children and she continued to be eligible. This is an actual
case where it was designed to take advantage.

Now, we are not ing about peanuts. It is estimated that our
legislation would save something like $40 billion over the next 5
years. Mr. Chairman, we have some serious budget goals to meet
and it seems to me, if we can make savings here that are needed,
that that helps us when we address the problems of Medicare.

The CHAIRMAN. Further questions? Senator Bradley.

Senator BRADLEY. Mr. Chairman, I think that the relevant point
to make, and I take legitimate concern on the part of Senator Roth
and Senator Nickles. I hope they are not really attempting to sim-
ply eliminate this program, but to work with the administration in
correcting the abuses that have become clear in the program’s oper-
ation.

To the extent that either Senator has suggestions on the admin-
istration of the pmﬁram that both simplify and tighten up the pro-
gram, I am sure the administration would welcome their sugges-
tions.

But if we simply take the effect of their proposal that they are
introducing today, it is, as that chart illustrates, a tax increase of
substantial amounts on working families. It is a tax increase in
1996, on average, of $500 and a tax increase in the year 2000 of
$800. That is average, which means there are some that are going
to have a significantly larger tax increase.

My sense is that people do not understand the program, because
when they say, well, it does not offset income tax liability, they ig-
nore the fact that most people who earn under $28,000 do not have
a whole lot of income tax liability, but they have a whole lot of So-
cial Security tax liability, and they pay Social Security taxes, they
pay gasoline taxes, and they pay other excise taxes. And, as they
earn more money, they get reduced benefits in terms of food
stamps and other programs.

If the idea is to get peofple to work, one of the ways that you do
this is you relieve them of the tex burden that they incur at a level
that discourages work. Just as it is an incentive for somebody who
makes a lot of money to pay less tax if they invest in X, Y, and
Z, and therefore you give them a tax credit, or whatever, so if
someone is beginning to work you give them a break in order to
encourage them to work. This goes to nobody who is not working.

Proposals to tighten up, I think, are legitimate, proposals to es-
sentially emasculate it result in tax increases of nearly $1,000 per
person. I am sure that both Senators do not want to increase taxes
on only those people who earn under $28,000 a year, but that is
the effect of the proposal.

Hopefully, we will be able to have a reasoned discussion of this
and work to tighten it up and simplify it, which is a little bit like
that, but, nonetheless, an effort worth making.

The CHAIRMAN. Any other questions?

[No response.] :

The CHAIRMAN. If not, Mr. Secretary, Madam Commissioner,
thank you very much.
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Secretary SAMUELS. Thank you.

Commiissioner RICHARDSON. Thank you.

. The CHAIRMAN. Now, if we might, we have a panel of Robert
Greenstein, Marvin Kosters, Lynda Willis, and George Yin.

I think most people know of my admiration for Senator Moy-
nihan, but he had a wonderful expression that I cannot resist pass-
ing on that he said just a few moments ago. He said, is it not
amazing, 60 years ago this government was trying to figure out
how to create jobs for people to take, now we are trying to figure
out how to get people to take the jobs that have been created. It
is a difference in 60 years.

We will start with Mr. Robert Greenstein, who is the Executive
Director of the Center on Budget and Policy Priorities, who has
been before this committee numerous times.

STATEMENT OF ROBERT GREENSTEIN, EXECUTIVE DIREC-
TOR, CENTER ON BUDGET AND POLICY PRIORITIES, WASH-
INGTON, DC
Mr. GREENSTEIN. Thank you very much, Mr. Chairman. Let me

charﬁnrli(ght in.

I think there is probably broad agreement that the biggest prob-
lem with regard to the Earned Income Tax Credit is the error
rates. The IRS actions this year are very important, but, clearly,
more needs to be done.

I would like to note, as someone who administered the food
stamp program in the late 1970’s and tried to get the error rates
down there, and we succeeded in cutting them in half during that

eriod, that this year the IRS has made a C change in the credit.

rior to this year, like many other parts of the Tax Code, whatever
you put on the form was largely what you got. There was very little
checking before anything was sent out.

This year, that has c.Eanged sharply. I would note that in their
new study where they estimate that, had the procedures they have
put in place this year been in effect a year ago, that that study
would have found about 19 percent of the benefits over issued.

That does not include—because they cannot measure—something
very important they have done for the first time this year. They are
now taking those returns that fall into error-prone categories, pull-
ing them out, sending people a questionnaire, and asking for docu-
mentation and additional information before sending out the credit.

This is a longstanding ({)ractice in things like food stamps and
AFDC. It has never been done before in the Earned Income Credit.
Every State that started doing this in food stamps had a significant
reduction in the error rate, and I am hopeful that when the data
comes in that that will show further improvement here as well.

- I believe changes in the credit should focus on three areas: im-

proved compliance and reducing errors, what counts against the
wealth test, and possibly what counts against adjusted gross in-
come. I would urge against changes that would repeal parts of the

1993 expansion or de-index the credit and reduce benefits for hon-

est working families.

I' think we need to put in context the reasons the Earned Income
Credit has been expanded. As this chart shows, between 1977 and
1993 the poverty rate for families with children in which the family
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had worked grew by nearly half, and erodx;ﬁf wages for low-skilled
work reduced living standards, increased child poverty, lessened in-
cex;};‘ives to work, and decreased the gains from working relative to
welfare.

Since the mid-1980’s, there has been a bipartisan policy empha-
8is on increasing remuneration from low-paid work, with the EIC
as the principle polic{)instmment for doing that. President Reagan,
President Bush, and President Clinton were all a part of this.

Mr. Chairman, what I think is particularly important is that
these EIC expansions reflected a major policy shift. The EIC has
supplanted, to a large degree, both the minimum wage and welfare
as a way of aiding the working poor. As you know, the minimum
wage is now at its second-lowest level in purchasing power in 40
years. What is less well-known, and may ge of particular interest
to Senator Moynihan, is in 1972, before we had the EIC, 49 States
provided AFDC as a wage supplement to a mother with two chil-
dren earning three-quarters of the poverty line. Today, three States
do. We have moved away from AFDC, away from the minimum
wage, and toward the Earned Income Credit.

hat is a principle reason it has been expanded, as well as an
attempt to achieve a bipartisan goal, first, I think, stated in print
by the Heritage Foundation in 1989 that the EIC should be ex-
panded to the point where, if a parent works full-time year-round,
the children should not have to be raised in poverty.

What the next table shows it that these EIC expansions do not
look quite so large when placed alongside the changes in the mini-
mum wage and AFDC. What this table shows you is that, for a
mother who works 20 hours a week year-round at the minimum
wage, 30 hours, and 40 hours a week, that when the 1993 EIC ex-
pansion is fully in place, she will still be $1,500 to $3,000 worse
off than in 1972 because the erosion in the minimum wage and the
withdrawal of AFDC for working families is greater than the entire
Earned Income Credit.

In a nutshell, economic forces that push down wages for low-
skilled work, along with policy decisions in the minimum wage and
AFDC areas, led to a bipartisan consensus among policy makers to
increase the EITC substantially instead of doin% things in the
AFDC and minimum wage areas in order to avoid large reductions
in living standards of the working poor and of poor children.

A couple of comments on work and marriage incentives, and then
I will wrap up. Mr. Chairman, you noted an issue with work incen-
tives. Let me note that the research is pretty consistent here in
supporting something Robert Reischaeur stated a couple of years
ago, that the families the EIC encourages to work less are difterent
from the ones it encourages to work more. The research unambig-
uously shows—and this i1s mentioned in the Joint Tax Committee
report—that the work reduction is primarily among wives in two-
parent, two-earner families.

Reischaeur’s point at & 1990 symposium was it is not necessarily
a nefative for social policy if the EIC allows a wife in a two-earner
family to elect to spend more time with her children and less time
working. By contrast, the geople the EIC encourages to work more
1aire those working little, if at all, primarily in single-parent fami-

es.



33

. The Joint Tax Committee report you mentioned, and you men-
tioned Professor Shultz’s study. Well, when it says that the major-
ity of those on the credit are in the area where hours of work might
be rgi;xced, the Joint Tax Committee notes that is for those already
working. ‘

And there is an additional effect where those who are not work-
ing at all, the new research indicates the EIC significantly in-
creases work effort and draws into the labor market those who oth-
erwise would not work at all, and the increase in their work hours
is larger than the decrease which is primarily among wives in two-
earner families. o ‘

Finally, on the marriage front, I think this is a very tricky area,
a difficult area. There are marriage nenalties, they are significant.
The-other side of the coin, as Mr. Samuels noted, is there is a very
imgortant marriage bonus for a group we care a great deal about,
and that is mothers on welfare. We know that marriage is the
main route off of welfare.

In the absence of the EIC, a non-working mother who con-
templates marrying a man with low earnings risks losing AFDC,
some of her food stamps, most of her Medicaid. There is a huge
marriage penalty in the welfare sgstem. If she marries that man,
they can qualify for up to a $3,000 Earned Income Credit and it
- offsets a good part of that marriage penalty.

So what we have here, as in the work area, we have some mar-
riage penalty for people, both of whom are already working, mak-
ing $10,000, $15,000, who think about marrying, we have a mar-
riage incentive that reduces the marriage ﬁfnalty we would other-
wise have for welfare mothers who are t 'nkinf about marrying
and getting off of welfare and who, without the EIC, face punishing
penalties if they do marry.

So these are all among the reasons why I would recommend con-
centrating on compliance and on looking at areas where people
may not need the credit as much because of other kinds of income
they have and not on doing the 1993 expansions or removing index-
ing of the credit.

hank you. :

Senator MOSELEY-BRAUN. Mr. Chairman, before questions, and I
do not mean to nitpick, for the witness I would just want to point
out, because words are important and the words we use here are
important, without taking i1ssue with your testimony, except to say
that women who work in the home work. So you will probably
make it clear in the future when you refer to women in the home,
that you do not just say women who work versus women who do
not work, because they do work.

The CHAIRMAN. The most inept question around is, are you a
housewife or do you work?

Senator MOSELEY-BRAUN. Well, that is exactly why I raised the
point.

‘The CHAIRMAN. I understand. )

Senator MOSELEY-BRAUN. I did not mean to nitpick, but I think
it is really important that we recognize that women who work in
the home are working women. N

Mr. GREENSTEIN. If you viewed it that way it wouid strengthen
the point, the two-parent families.
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digl]‘he prepared statement of Mr. Greenstein appears in the appen-

The CHAIRMAN. Next, we will take Dr. Marvin Kosters, who is
:ﬂe director of Economic Policy for the American Enterprise Insti-

te.

Doctor?

STATEMENT OF MARVIN KOSTERS, PH.D., DIRECTOR OF ECO-
NOMIC POLICY, AMERICAN ENTERPRISE INSTITUTE, WASH-
INGTON, DC

Dr. KosTERS. Thank you, Mr. Chairman and members of the
committee. I appreciate this opportunity to discuss the Earned In-
come Tax Credit.

Basically, I believe that, given the problems with the program,
the best way to address them would be to cut back the size of the
program. It is not that I think the program is not a good idea; I
think thére is a role for the Earned Income Tax Credit.

But I think it has grown too big and has caused a number of
Eroblems, including the non-compliance and fraud %oblem and it

as increased the size of the marriage penalty. I think, probably
most importantly, the question of the influence on work of the pro-
gram has been over-simplified and somewhat misunderstood.

So, what I would like to do is to focus mainly on the question
of work incentives and talk a little bit about how it works.

First of all, given the cut-off level that is in legislation for next
year, the first question to ask is, among families with children,
what fraction are below that cut-off level? It turns out it is about
40 percent. That is to sz:{, about two out of five are in the income
rCanghe where they would be eligible for the Earned Income Tax

redit.

This is a large number compared to, for example, an 18.5 percent
poverty rate among families with children. This seems to be well
above what you might call the working poor, if you think of the
flcl)or in terms of the poverty rate that is usually used to define

em.

The second distinction is among those 40 percent below the in-
come cut-off, how many of these families have someone working?
It turns out that about three-quarters of them do.

That is, about 30 percentage points worth have someone working
and they would be eligible directly for their Earned Income Tax
Credit payments and would generally benefit from them. Those
above that income level, of course, would be paying higher taxes to
_finance it.

Those who are working are affected in different ways. Those
highest up in the income range are most discouraged from workinﬁ,,
those in a small, intermediate ranafe probably would not have much
discouratiement effect, but generally they would be discouraged. It
is only those at the bottom end of the range, where there is a 40
percent subsidy rate, where work could be encouraged.

Incidentally, this is a very large subsidy rate below $9,000 or so
in comparison with, for example, the combination™of the worker
and the employer’s payroll tax payment of 15.3 percent.

So what we need to recognize, and I think most academics who
have looked at this agree, that for those who are working, some

-
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three-fourths of that 40 percent below the income cutoff, work will
tend to be, on balance, discouraged. That is, there will be less work
among these people. )

Now, it may be that this is a good idea for some secondary work-
ers who would be involved in child care, but it does seem like an
oddly-designed program in that regard in that, with two depend-
ents, you would be more encouraged to work outside the home than
within the home. In any case, what I think nceds to be recognized
is that, for these families, a very large share of them would tend
to work less rather than more.

Now, there is a group, of course, who would be encouraged to
work rather than not work, and that is the other 10 percent, the
people not in the work force. Now, people concerned with welfare
reform have looked at what fraction of these people could be in-
duced to work. It seems that many people think that 50 percent or
so of those would be an ambitious and large number who might
consider working. So we need to recognize that some fraction of
this 10 percent might not be in a position to work. But others who
might be and some might choose work.

0, on balance, I think it is an open question whether there
would be more work in total with an EITC than without it. How-
ever, given that that is just not clear one way or another, what we
need to recognize is that, the higher we go up the income distribu-
tion, the more people are discouraged from working because the in-
come distribution, gets thicker toward the median. However, the
samlc{e 10 percent are the maximum who would be encouraged to
work.

It seems to me it would be desirable from that point of view to
cut back on the size of the Earned Income Tax Credit in terms of
the rate, in terms of the income cutoffs, in terms of the size of the
maximum benefits. This would, in addition to reducing the number
who are discouraged from working, also alleviate, to some extent,
the marriage penalty and it would reduce the incentives that are
now there for fraud. ;

I think there is really more soing on here than fraud, too. It is
a question of people who would do things that are perfectly legal
that they would not do in the absence of the program, given the
rather high subsidy rate. That is, they would be engaged in the
equivalent of taking in one another’s laundry, to some degree,
when doing their own would otherwise make more sense.

I want to make clear that I am not suggesting that the program
should be abolished. I think that just because it is a good program
does not mean that larger is always better.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Doctor.

[The prepared statement of Dr. Kosters ap‘gears in the appendix.]

The CHAIRMAN. Now we will take Lynda Willis, who is the Asso-
ciate Director for Tax Policy and Administration Issues for the

GAO.

STATEMENT OF LYNDA D. WILLIS, ASSOCIATE DIRECTOR, TAX
POLICY AND ADMINISTRATION ISSUES, GENERAL ACCOUNT-
ING OFFICE, WASHINGTON, DC

Ms. WiLL1S. Good morning, Mr. Chairman.
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The CHAIRMAN. Good morning. "

Ms. WiLLIS. I will submit my entire statement for the record. In
addition to the statement that we provided your people yesterday,
there are some changes this morning to reff;ct tge gata that was
released by IRS in terms of their final numbers.

We are pleased to be here today to assist you in your efforts to
look at the Earned Income Credit. My testimony is based on a body
of work we have done, including our current work for Senator Roth.

In my summary statement today, I will focus on a couple of
points. First, a reliable overall measurement of non-compliance
with EIC provisions has not been made since 1988, but non-compli-
ance is a problem.

The Internal Revenu~ Service studied EIC claims filed electroni-
cally during two weeks of January in 1994 and estimated that 39
percent of the returns claimed credit that they were not entitled to
receive, either in whole or in part; 26 percent of the refund amount
claimed was not due claimants.

When considering actions to address the EIC’s non-compliance
problem, the perspective of non-compliance problems and other pro-
grams may be useful. Whether the EIC non-compliance is higher
than for other programs depends in part on what the EIC is com-
pared to and what is considered in making the comparison.

Within the tax system, the EIC non-com?liance rate tends to be
high, but is not the highest. For instance, IRS believes that infor-
mal suppliers, self-employed individuals who operate on a cash
basis, do not report 89 percent of their income.

The self-employed, as a group, are estimated to under-report
their income by 64 percent. Of course, these examples are for non-
compliance in reporting income to pay taxes. In contrast, the EIC
is a refundable credit with most of the funds distributed classified
as Federal outlays. ) .

Among Federal outlay programs that are similar in size to the
EIC and serve similar populations, non-compliance rates appear to
be lower. According to State-reported data, in 1992 the food stamp
program over-issued food stamps to 17.6 percent of applicants.
Overall, food stamp over-payments in 1992 represented about 8.2
percent of total benefits paid under the program.

The AFDC program had over-payments representing 5.3 percent
of total benefits in that year. However, the lower non-compliance
rates for these programs are associated with administrative costs
that are many times higher than those of the EIC.

In 1993, AFDC administrative costs represented about 11.6 per-
cent of total AFDC expenditures, and food stamp administrative
costs represented about 12.4 percent of expenditures.

While EIC administrative costs are not compiled by IRS, based
on average processing costs for tax forms and assuming that all of
the costs of identifying and investigating fraudulent refund
schemes are EIC-related, and those are conservative assumptions,
we beiieve that the EIC administrative costs may not exceed 1 per-
cent of EIC program costs.

This filing season, IRS expanded its efforts to ensure taxpayer
compliance. Not surprising with a new initiative, some problems oc-
curred. The expanded SSN verification procedures for paper re-
turns identified many problem returns, but some that should have
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been identified were not. Computer problems also caused some re-
turns not to be selected when they should have been.

IRS also experienced some problems as it began checking for du-
plicate SSNs. These problems included difficulties in constructing
the data base to use in identifying duplicate SSNs, poorly orga-
nized computer listings that enforcement personnel found difficult
to use, and cumbersome procedures for coordinating the work of
different service centers.

It is still too early to assess the success of IRS’s expanded en-
forcement initiatives. IRS is conducting a more comprehenaive
study that should shed light on whether compliance has improved.
However, results may not be available until fall.

Although some improvement in EIC compliance levels may result
from IRS’s current efforts, in the long-run, sound enforcement of
EIC will require even better verification of recipients’ eligibility be-
fore refunds are made.

Turning to my second point, although EIC is intended to assist
the working poor, historically eligibility criteria have not consid-
ered all of the resources recipients may have to support themselves
and their families.

While the Self-employed Health Insirance Tax Act of 1995 added
new wealth-based eligibility criteria, if Congress wishes to revisit
this test it could consider adding additional forms of asset-derived
income, as well as changing the threshold.

Another approach to taking into account more of taxpayers’ re-
sources would be to add certain income to their adjusted gross in-
come when determining EIC awards. According to Joint Committee
on Taxation estimates, up to $2.1 billion could be saved in fiscal
year 1997 by recognizing certain non-taxed income, as well as child
support payments.

Both an EIC wealth test and an expanded definition of tax-
payers’ AGI make EIC more complex and add to the burden on tax-
payers and IRS. Also, since income information reported on tax re-
turns can only roughly reflect taxpayers’ actual wealth, using such
data to determine EIC eligibility could raise fairness questions.

Mr. Chairman, that concludes my prepared statement.

The CHAIRMAN. Thank you very much.

[The prepared statement of Ms. Willis appears in the appendix.]

The CHAIRMAN. We will conclude this morning with George Yin.
Senator Moynihan, I do not know if you remember, George used to
work for this committee.

Senator MOYNIHAN. Indeed. Welcome back, sir.

The CHAIRMAN. When I took over as Chairman he was here and
he was the best tax person we had. I wanted to keep him des-
perately and academia pulled him away. I said, oh, dear, who are
we going to get to replace him, until Diefendorfer said, well, we
have hired some woman named Lindy Paull.

Senator MOYNIHAN. Lindy Paull. I remember her.

The CHAIRMAN. So there was a silver lining to the cloud, George,
when you left. I is good to have you with us.
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\ \
STATEMENT OF GEORGE K. YIN, PROFESSOR OF LAW, UNIVER-
SITY OF VIRGINIA SCHOOL OF LAW, CHARLOTTESVILLE, VA

Mr. YIN. Thank you, Mr. Chairman. It is good to be back. I have
included in my written statement a range of reform options for the
EITC for the committee’s consideration.

In the few moments that I have today I would just like to discuss
two ideas listed in my summary sheet as points 1 and 2-A. I would
be happy, of course, to respond to any questions about any of my
suggestions, as well as the basic need for reform.

y first reform suggestion is to eucourage the committee to
rethink the wisdom of having the EITC benefit administered
through the tax system by the IRS, at least to the extent the pro-
gram overlaps welfare programs.

For many years, as you know, much favorable commentary in
academic circles has supported this idea, and I consider myself one
who, in the past, has generally favored it.

But, after 20 years of experience with the EITC program, I think
we have a nice test case oF that academic theory and I find myself
now thinking that, on balance, it may not be such a good idea to
provide such benefits through the tax system.

The advantages of that idea are plain enough. Administrative
costs are expected to be lower, we expect that providing such bene-
fits through the tax system is thought to ease participation with a
resulting higher participation rate, and it also eliminates the stig-
matizin% effect of receiving the benefit as a direct transfer.

But the disadvantages of delivering the welfare element of the
EITC through the tax system are also becoming increasingly evi-
dent. Let me just quickly mention three of them.

First, of course, is that non-compliance is simply going to be a
problem anytime you permit claimants to certify themselves as eli-
gible for the government benefit and basically never require them
to encounter any person face-to-face in making their claim.

The second reason is, the administrative costs of maintaining du-
plicate bureaucracies to basically accomplish the same end would
seem to be wasteful from the government’s standpoint. For exam-
ple, as the committee knows, Congress recently enacted a wealth
test for the EITC which represents an effort to estimate the recipi-
ents’ overall resources.

But those who administer direct expenditure programs for the
poor already have to do that, and do that in a much more precise
way. Why require the IRS to duplicate that task, and not as accu-
rately, at that?

As another example—and I think my example here, I believe, is
perhaps better than the one that Senator Roth was giving—con-
sider some of my law students. Not a retired lawyer, but a law stu-
dent who works during the summer at some Wall Street law firm
for 6-8 weeks. That is not uncommon. They find themselves eligi-
ble for the EITC.

Now, should they get it despite the fact of their high rate of com-
pensation, despite the fact that they are shortly going to be making
something like $80,000 a year or more right out of law school,
something I certainly never made.

The CHAIRMAN. Do they make it now?
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Mr. YIN. Well, right now they are law students. Should they get
it despite being supported by relatives and friends while in school,
and, if not supported, despite potentially being supported by very
wealthy families?

Now, let me make plain that I am not urging an anti-law student
rule, although that may be the unintended result of my testimony.
I am simply using it as an example to illustrate the kind of refine-
ments that might be necessary if Congress is really interested in
targeting the EITC to the truly deserving, and yet wants to main-
tain it through the tax system. Why require-this~duplication of ef-
fort to be undertaken by the IRS?

My final reason relates to the work incentive issue. I recently ob-
served a low-income taxpayer being provided tax return assistance
b]{ a VITA volunteer. The woman expressed concern that, because
she had had withheld only a small amount of taxes during the
year, she might owe the IRS some money.

Well, after examining her situation, the VITA volunteer pro-
ceeded to inform her that she was entitled to a $2,000 check from
the IRS. Now, I wish, Mr. Chairman and members of the commit-
tee, I could describe for you the look on that woman’s face.

Now, that was obviously a very pleasant piece of information for
the volunteer to convey and for the taxpayer to receive. But I kept
thinking about the work incentive effect of that $2,000. Did the
money have any effect on her decision to work or to continue and
increase her work effort, or was it perceived simply as some wind-
ffall frq’m the IRS gods which might, in fact, induce less work in the

ture?

In the few moments I have left let me mention, briefly, my sec-
ond reform suggestion. If the EITC benefit is going to continue to
be delivered through the tax system, I urge you to consider imple-
menting instead a small exemption amount from the payment of
Social Security taxes.

As the committee knows, the EITC originated, in part, as an ef-
fort to rebate to low-income workers the payroll taxes collected
from them. Instead of collecting those taxes and then trying to re-
turn those amounts to workers in the form of the EITC, it would
seem to me to make much more sense simply to refrain from col-
lecting the payroll taxes in the first instance.

Now, there are several advantages to this. First, it would greatly
simplify matters. No returns would have to be filed to get the bene-
fit, and we could expect high participation. The link between work
and the reward from working would be more evident because the
benefit would come in each paycheck rather than as a year-end
lump sum amount.

Finally, compliance could be expected to be high because no net
benefit would be transferred from the government to the taxpayers.

One last comment. I know that some would be concerned about
this proposal because it would seem to decouple the important link
between Social Security contributions on the one hand, and bene-
fits on the other. :

The important thing to understand though, is that that link has
already been decoupled by the EITC program. Low-income workers,
in effect, pay no Social Security taxes r the EITC is taken into
account. Yet, they are entitled to receive benefits. So r?y'proposal

I
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is simply to do exactly the same thing, but in a direct way, by sim-
pl;i‘not collecting those taxes in the first instance.

hank you very much.

[The prepared statement of Mr. Yin appears in the appendix.]

The CHAIRMAN. What did you say, though, about the worker
would notice a more immediate effect? I understand what you are
saying, they are going to get it each paycheck, but wou{d they
eventually notice it or would they assume tﬂat is their pay?

Mr. YIN. If they perceive it as simply being their pay, that is fine.
The important thing is, they are going to see that by working, their
bottom line paycheck amount that they take home and can spend
is higher, and that is exactly the reward that we want them to see
to induce them to continue to work, and indeed, to work more.

The CHAIRMAN. Theiy; will see it when you initially make the
changeover. How will they see it, if they are a new hire at $14,000
a year, and you can take that into account at the time, so their
paycheck was always what they get and they never realized about
the credit.

Mr. YIN. Well, I think, Mr. Chairman, of course the critical step
is going to be when they are first taking the job. And if the ques-
tion before them is, you know, they are ap;;li;ing for the job and
they say, well, you pay so much, but I know I have to pay so much
in taxes, and b{ah, lah, blah, what is the bottom line? If you can
tell them the bottom line is higher than it is now, it seems to me
that that, in and of itself, is a very important message to induce
them to take that job. _

The CHAIRMAN. Yes. But is the employer not more likely to say,
Mr. Yin, are you married? Yes. How many children do you have?
Well, I have two children. All right. The employer thinks you are
eligible for the payroll reduction, we will now call it, instead of
EITC. You will be making $15,800 a year. Now, it used to be
$14,000 and you would get a credit.

Mr. YIN. Right.

The CHAIRMAN. So the employee thinks, well, I am making
l$15,800 a year. He has no awareness of any kind of government
argess.

Mr. YIN. And I do not see any reason why he needs that aware-
ness. I mean, the point is simply, we are getting him the money
and we are getting him the money in a way that he can perceive
that he is getting a higher reward for his work.

The CHAIRMAN. All right.

Ms. Willis, let me ask you. I sense that you are saying maybe
we are being premature in judging the error rate, fraud rate, call
it what you want, because we are just-almost into the incubant
staﬁe of tracking this. Do I read you right?

8. WiLLIS. Mr. Chairman, the credit has been around for some
time, but until this year there has not been any real concerted ef-
fort on the part of IRS to deal with non-compliance. This year is
1 year. We do not even have the results back from the measures
that were put in place. We are optimistic, based on their design.

However, until we have the actual results back, and we see how
well they are implemented—and obviously implementation is as
important as design—we will not know how well they functioned
and what the error rate actually was.
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The CHAIRMAN. Well, now, here is where I want your judgment
on something, because you know we give great credence to these
kind of GAO studies or comments. Are you suggesting to us that
Rerhaps we ought to go slow because whatever past information we

ad probably will not be anything comgarable to what we are likely
to have in the next 6 months to a year?

Ms. WiLLIS. We will not have an up-to-date estimate of non-com-
pliance under current procedures until the end of the year.

The CHAIRMAN. I understand that.

- Ms. WILLIS. And the last one we had was 1988, and a lot has
changed. So I think to make changes based on 1988 data and a
1994 study raises some questions.

The CHAIRMAN. Thank you.

Senator D’AMATO. Mr. Chairman?

The CHAIRMAN. Yes.

Senator D’AMATO. Can I make an observation? Because I know
I rely on staff. They have all of these technicalities. But you said
non-compliance?

Ms. WILLIS. Yes, sir.

Senator D’AMATO. Is that a term of art? I mean, it seems to me
- that if we are talking about errors and fraud, that is not non-com-
pliance. I just choose to differentiate or distinguish the term that
18 used. I heard non-compliance. To me, non-compliance is some-
bod{l did not do something.

The CHAIRMAN. You mean, it would be like saying for 5 years you
have not paid your income tax and it is non-compliance.

Senator D’AMATO. Yes. I just have difficulty understanding the
use of that term.

The CHAIRMAN. Go ahead.

Ms. WILLIS. Allow me. Senator D’Amato, IRS does not measure
fraud in this particular instance. When they did their 1994 study
they measured non-compliance, which includes unintentional er-
rors, mistakes. It is a broad category. They divided out of that a
category in their preliminary estimates for intentional non-compli-
ance, which is about the closest thing that we have to a measure
{;)r fraud, but non-compliance is much bigger than fraudulent be-

avior.

Senator D’AMATO. All right. Very well.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Let me pursue for just a moment what Sen-
ator D’Amato has raised. One of the great distinctive features of
the American revenue system is the self-assessment. The American
citizen tells the government how much he/she owes and the govern-
ment takes their word for it.

A British subject does not tell the Queen how much he owes her,
she tells him or her and Inland Revenue makes out your income
tax and says, here it is. You are free to appeal. You can apf»eal all
you like. You can appeal for 50 years; you never win, as lawyers
will tell you over there.

We have a very high compliance rate, do we not? We take sam-
ples regularly and there is a measure of fraud, but a small fraction
of the population of filers pay less than they owe and about the
same fraction psys more and it turns out to be because the forms
are complicated. is that not about right?
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Ms. WILLIS. Well, Senator, while we have a high compliance rate
based on worldwide standards, if you look at the numbers, the vari-
ation in compliance among different groups is great. We testified
before the House Ways and Means Committee earlier this week to
that effect. Wage earners, where you have withholding and report-
ingto IRS—

enator MOYNIHAN. Again, your self-employed.

Ms. WILLIS. Yes. It gets down to where you do not have income
that is readily identifiable by IRS, where there is not third-party
information reporting, your compliance goes down a great deal for
informal suppliers.

Senator MOYNIHAN. Well, I guess my point is, and I just want
to associate myself with Senator D’Amato, if we have 28 percent
non-compliance in this area where people are filing income tax re-
turns, that is very high, is it not? '

Ms. WILLIS. It 1s high.

Senator MOYNIHAN. Is there anﬁ other group of people who file
zlvho are so high? By definition, the people working off the books

o not.

Mr. YIN?

Mr. YIN. Senator, if I could, I think, as Ms. Willis said, withhold-
ing does a lot to get the compliance rate uY in the general popu-
lation. In areas where there is not withholding—sole proprietors
are a perfectly good example of that—I think their compliance
rates are not nearly as high as for the general population. So we
see a common problem, if you will. The EITC rate is clearly high,
but, in selected other areas, there are also, unfortunately, high
rates of non-compliance.

Senator MOYNIHAN. Mr. Greenstein?

Mr. GREENSTEIN. If I could just add here, I think this year the
IRS crossed the rubicon in a sense with the EIC. It has moved
away from being purely self-certification like the rest of the Tax
Code, and in a sense half-way, or a part of the way in between the
way the rest of the Tax Code works and the way means-tested as-
sistance programs work.

If you look at a year ago, you could drive three Mack trucks
through. They did not check all Social Security for children claim-
ing the EIC, they did not check to see if any child was claimed
twice, you could write “applied for” in some cases for a child’s So-
cial Security number. All of that has been closed off.

But what is perhaps more important, and you did not hear too
much about it earlier because the IRS is somewhat reluctant to
talk about it, is they have a new procedure they put in place this
January based on the year-ago study, where they identify cat-
egories of EIC filers that were found in the January 1994 study to
have high error rates. If you fall in that category, they pull your
return and they investigate further.

Senator MOYNIHAN. Right.

Mr. GREENSTEIN. They send a form out—this is unprecedented—
where they ask for additional information, accompanied by docu-
mentation that comes back in.

Senator MOYNIHAN. I have got you. This is the Los Alamos Na-
tional Llaboratory, with five new anomaly detection pattern recogni-
tion tools. \
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I would say that we did make changes in OBRA 93 that seem
to be coming in effect. The Chairman made the point, if we are
going to respond to this problem let us respond to the problem as
it exists now rather than the one we ran into 6 years ago. But this
was a little discouraging to find that much going on. Maybe we are
in a new situation, and we will keep in touch with that.

Thank you, Mr. Chairman. Th you all.

Dr. Kosters, did you want to say something?

Dr. KOSTERS. No, sir.

Senator MOYNIHAN. All right. Thank you.

The CHAIRMAN. Senator Rockefeller.

Senator ROCKEFELLER. Mr. Chairman, first of all, I would ask for
the Chairman’s indulgence. I, unfortunately, have to %(:) give a
speech, which is not, in my view, a great blessing for anybody. But
I have to do that at 12:00.

Senator MOYNIHAN. Think of your audience.

. Senator ROCKEFELLER. I am thinking about the audience, Sen-
ator Moynihan.

We have two nominees coming up that I really wanted to be here
to talk about, to introduce and to question. One of them is Ira Sha-

iro, who was my first administrative assistant when I came to
ashington as an entirely green Senator.

The CHAIRMAN. And you want to question him?

Senator ROCKEFELLER. Well, to his advantage.

The CHAIRMAN. All right.

Senator RNOCKEFELLER. And, second, Marilyn Moon, who is up for
another very important position, with whom I worked on the Pep-
per Commission. I would just like to put those statements in the
record of that hearing, if that is all right.

The CHAIRMAN. Without objection.

Senator ROCKEFELLER. That would be it. Thank you, sir.

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. I just was reviewing
some of the testimony here. I thought the points that Mr. Green-
stein made were extremely interesting. We have got quite a per-
plexing situation developing in our country where we have got an
increasing number of people working for very, very low wages, com-
paratively speaking.

I worri'l about whether our societg is getting divided into two

oups; thos ol

fr e who are educated and doing very well and those who,
presume through lack of education and lack of skills, are down
at the bottom of the heap. Once upon a time you could iet by with
that if you had a strong back and a willingness to work, but that
does not seem to apply anymore.

I was interested in the statistics you showed. I voted against the
increase in the minimum wage, but on page two of your testimony,
Mr. Greenstein, you talk about the power of the minimum wage.
Did you give this in your oral testimony?

Mr. GREENSTEIN. Just for a second or two.

Senator CHAFEE. Yes. It is at its second-lowest level on a con-
stant dollar basis, since 1955, and by next year it will be at its low-
est level since 1955. I am not sure what is magic about 1955. I
think it would be interesting what happened before that. But, in
any event, I think that we should be concerned about this.
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This is not directly related to the Earned Income Tax Credit, nec-
essarily, although I think that the Earned Income Tax Credit has
had an important mitigating effect, as you point out, in boosting
the after tax income of these individuaf;. I know it is something
that you have worried about, Senator Moynihan, and I am glad to
have a chance to lcok at this testimony.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Senator Moseley-Braun.

Senator CHAFEE. Yes, go ahead. I have a little time left.

Mr. GREENSTEIN. I was just going to briefly comment. In fact, if
you look at the debates on the House and Senate floor, particularly
when the largest EIC expansion took place—and that was not
1993, it was 1990 in the reconciliation bill—there is extensive dis-
cussion among a number of people supporting that expansion that
this is a preferable way to go than raising the minimum wage. 1
think one can make an argument that one might not need as large
an EIC as we now have if we had a higher minimum wage, or if
we had a different configuration in the way AFDC works.

But, essentially,-we made policy choices on a bipartisan basis
over 20 years to say we are not going to use AFDC as a way to
supplement the wages of the working poor; and we are going to let
the minimum wage erode, and we think the EIC is a better policy _
instrument.

Part of my concern is if we ns'w say, hey, the EIC is too large,
we are going to cut it back, we are kind of like pulling the rug out
unless we are revisiting the other policies at the same time, which
I do not see us doing.

Senator CHAFEE. Well, I think it is important that we consider
all of these things, the minimum wage, the Earned Income Tax
Credit, the AFDC. They all, as you point out, tie together. That has
been helpful to me.

The CHAIRMAN. Senator Moseley-Braun.

Senator MOSELEY-BRAUN. Thank you very much, Mr. Chairman.

I would like to pick up a little bit on the point that Senator
D’Amato raised when he talked about the non-compliance word,
and Ms. Willis was, I think, very clear in pointing out that there
is a distinction between non-compliance and fraud.

It may be, since we do not yet have an adequate measure of
which is which, we are kind of groping as to how much of the non-
compliance is actually fraud, inadvertent error, or error just from
the administration of the program.

So I would like to focus in on the latter part, which is the admin-
istration of the program issue. Professor Yin, in his written state-
ment, had a number of suggestions, the second of which was tu re-
quire that the EIC be calculated based on earnings that are re-
ported on the W-2 form only. I think that, in some regards, that
may respond to Senator Roth’s concern about people, the lawyers
that you mention work 100 hours a year.

If it were limited or required that the only income to qualify
would be that income reported on W-2 forms, that might be a pro-
cedural step in the direction of addressing the non-compliance is-
sues or what is perceived as fraud in the administration of the pro-

gram.
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Really, I guess I am posing the question to the panel, do you see
that the suggestion of using the \5—2 form as a ngeans of v);riﬁca-
tion, that that would reduce the allegations and the concern about
fraud in the administration of this program?

Ms. WILLIS. Senator, I would like to respond to that. IRS cur-
rently matches the W-2 information to the EIC returns.

Senator MOSELEY-BRAUN. After the fact.

Ms. WILLIS. After the fact.

Senator MOSELEY-BRAUN. Right.

Ms. WiLLIS. Because they do not have technology to do it in a -
more timely fashion. So, until they have the technology, the capa-
bility to do it more timely, to tie the refund—and I am not saying
that we would not support this—or tie the EIC to W-2 matching
would delay it by several months in terms of the people receiving
it. It also would eliminate from the program those people who are
not wage earners, the people who are self-employed individuals
who do not have W-2s to file.

Mr. GREENSTEIN. If I could add a note here, one would need to
weigh, as Lynda just said, the degree of the delay against the de-

ee of improvement it would give you, the longer the delay the
ess the perceived tie to work and the less the work incentive effect.

But I really wanted to make a related point, which is, to the de-
gree that IRS can move forward with tax system modernization,
that will help enable a number of mechanisms such as this to be
g.?ni on the compliance front and substantially reduce error rates

rther.

It has been a disappointment to me that in the appropriations
process in recent years the IRS’s requests for tax system mod-
ernization have been chopged back. The IRS’s computer systems
are not what they need to be to administer these kinds of systems
and we badly need to get that modernization in effect so that we
can move to more matching systems. The more that they are com-
Futerized, the more matching we can do on a timely basis, the

ower we will get that error rate.

The CHAIRMAN. Senator Roth, then Senator D’Amato.

Senator MOSELEY-BRAUN. Mr. Chairman, I did not get a chance
to hear from Professor Yin, whose suggestion it was in the first in-
stance. If you would not mind, I would like to hear his response.

The CHAIRMAN. George?

Mr. YIN. Thank you, Mr. Chairman. Thank you, Senator
Moseley-Braun.

I would just like to make one comment about the delay aspect.
I think I would certainly concede that until the IRS has the mecha-
nisms in place to be able to do the matching prior to sending out
the money, you are going to have s. ne amount of delay. I guess
Ms. Willis said it would be a few moi:ths in time, and perhaps that
is correct.

But I think, in a sense, that delay is kind of an odd concern on
the part of the committee, and the reason why is that, as I am sure
the Senator knows, there is another grocedure to get the EIC dur-
ing the course of the year. It is called the Advance Earned Income
Credit program, where taxpayers can apply and actually get little
bits of the EIC each month in their payvcheck. Very few taxpayers _
subscribe to that program.

-
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Now, there are a lot of reasons for that. ] assume many of them
do not know about it. There are all kinds of reasons. But certainly
one reason I think many analysts have suggested is that taxpayers
are affirmatively electing to get the money in a lump sum, just as
many taxpayers who pay taxes affirmatively elect to overpay their
taxes during the year so0 they get a refund back at the end of the
year, so this is very common.

Now, if that is the case, then it seems to me, you know, the con-
cern about, well, delaying that lump sum which they have elec-
tively chosen to already delay a year, if delaying it another two or
3 months to get a handle on the non-compliance issue, it seems to
me that, yes, it is a concern, but I woul? not consider it an over-
riding concern.

The CHAIRMAN. Senator Roth.

Senator ROTH. I would, first, say to my distinguished colleague
from Illinois that, as part of my bill, I do have matching of the W-
2 forms as part of a change.

I think we all agree that ceriain steps that have been taken by
the Internal Revenue Service hopefully will provide increased com-
pliance. At the same time, I think there is fairly broad consensus
also that, as we raise the credit to 40 percent, it increases the in-
centive for fraud. Would you agree with that, Professor Yin?

Mr. YIN. Yes, most definitely. In that regard, I would tend to dis-
agree with those who have suggested that the recommendation to
freeze EIC levels at 1995 levels, or what have you, is unrelated to
fraud and non-compliance generally.

I will say that, at least in my view, all of these are second-best
solutions. I think there are first-best solutions, as I mentioned in
my testimony. But if you are going to continue the program as it
is now, you are not going to make the kind of more major reform
that I would view as more of a first-best solution, then I think
freezing it at 1995 levels, or, indeed, I would even suggest reducing
it even a little bit further, will have a positive impact on the non-
compliance rate. '

Now, does that mean there are some deserving gle;)ple who are
going to get less money than they should? Yes, definitely. Are we
concerned about that? Yes, of course. I am very concerned about it,
and I assume every member of the committee is concerned about
it.

But there is a balance here, and the balance is simply getting the
money to deserving people, but trying to stop sending money to
those who are not deserving. It seems to me, a proper balance
would be to cut back on the size of the program somewhat.

Mr. GREENSTEIN. Could I add a word on that?

Senator ROTH. I have limited time.

Ms. Willis, we have had a number of calls from the IRS regard-
ing concerns that they have about the IRS. One report was about
some EITC refund claims that came from likely illegal aliens, an-
other call was from an investigator who was helping to research
the fraud and error rates of the EITC. He told us a story about the
taxpayer and how, even though the taxpayer clearly had filed a
fraudulent return, the IRS and Justice Department decided to pay
the refund rather than fight it in court.
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Now, I would like to have you advise me about those cases. One
of my concerns is, if that is our approach to enforcement, is that
not going to increasingly invite fraud? I mean, it is, of course, a dif-
ficult and expensive process to pursue one of these cases. On the
other hand, we have had widespread non-compliance. Could you
comment? -

Ms. WILLIS. Senator, while the statate under which we have ac-
cess prohibits us from discussing individual cases, what I can say
is that when you have inconsistent application and when the com-
pliance efforts are not provided across the board, you have more of
an incentive for people to be non-compliant.

I think that is one of the reasons why IRS needs to be as efficient
as possible and make sure that it is able to follow up on, and has
the resources to look at, those cases and track them through.

Senator ROTH. Well, my time is up.

The CHAIRMAN. Senator D’Amato.

Senator D’AMATO. Thank you, Mr. Chairman.

I am wondering if Professor Yin could heép me. First of all, I am
intrigued, and it seemed to me that he offered a methodology of
dealing with the non-compliance issue. See, I can learn to use those
technical phrases. That would be—and if I am wrong, Professor, I
want you to tell me that—to have Cpeople who fall within the ability
to claam an Earned Income Tax Credit not to pay those dollars in
to the system. I guess most of them come from the FICA tax, is
that ri%ht?

Mr. YIN. Yes, that is correct.

Senator D’AMATO. So that if you are going to qualify, let us say
for the garticular circumstance of the taxpayer that would get an
Earned Income Tax Credit refund of $1,000, let us say, they just
would not pay that $1,000 in, whether it would be through the in-
come tax or the FICA system, right?

Mr. YIN. Well, that is right. I do not know how the numbers
would play out, but the notion is that some part of that $1,000
check that they are getting is a reimbursement to them of the
FICA taxes that were withheld out of every paycheck, just like all
working Americans. -

Senator D’AMATO. Now, would rou not then just about eliminate
all of the so called non-compliance?

Mr. YIN. Well, I would not go that far.

Senator D’AMATO. Well, again, you certainly would not add, you
would reduce this dramatically.

Mr. YIN. Yes, absolutely. Well, I believe that to be the case.

Senator D’AMATO. Now, the advantage to that is, the people are
getting their money immediately. They are not waiting. Politicians
will not like it because they do not %et the opportuni%l to send a
check out and say, ha, ha, look what I am giving you. They are not
giving them anﬁ'thing, they are giving them back the money that
we said they should be able to keep because they should not be
paying taxes if they are earning at a certain level.
ow, there is one complicating factor—there may be more, but
least in my own myopic view that I see—and that would be if you
are taking money from what would otherwise go into the Social Se-
curity fund, it would seem to me that that is simple. That is just
a mechanical transaction at the end of the year.
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Let us su&iose there was $5 billion that came from FICA. You
would just take the money from the general Treasury, which you
do now, and instead of sending it out in all these little checks and
then these in office get this great kick because, you know, ha, ha,
I sent you a chreck. Right?

Mr. YIN. Yes. The Senator is absolutely right.

Senator D’AMATO. They would just transfer that $5 billion, let us
say, from the general Treasury into the Social Security system.

r. YIN. The Senator is absolutely right. The EITC program ob-
viously costs a substantial amount of money, and all we are saying
is, shift that money over to the Social Security trust system to
make sure that that system remains as solvent as it is now.

Senator D’AMATO. So, Mr. Chairman, there are probably some
other wrinkles, but it would seem to me that that might be a man-
ner by which to substantially aid in compliance and we meet the
objectives and the philosophy of encouraging working people to
work. In other words, do not put that tax on them.

Mr. GREENSTEIN. I was just going to say, there are a few other
wrinkles that are tricky. For example, if you simply say we are not
going to collect a certain amount of the payroll tax, you would end
up probably significantly increasing the effective benefit from what
you are replacing the Earned Income Tax Credit with for workers
without children—employers do not know people’s filing status—
and you would be reducing it for families with children.

Another issue, is the way the current Earned Income Credit is
structured in order to encourage work. For families with two or
more children, it is a 40 percent credit up to about $9,000, meaning
that since you pay about 15 percent in payroll tax and you lose 24
percent in food stamps for each additional dollar you earn, this is
designed to offset that to keep those work incentives high and draw
people into the labor market. You would have less of that under
this effect.

The final issue, is that unless you had some mechanism, and I
do not know how the employer would know the total income of the
filing unit, the employer would not know other earners in the filing
unit, so if you simply said the first $10,000 in earnings are not sub-
ject to the payroll tax for anybody, you would have substantial tax
cuts for people at $100,000 or $200,000 a year in your effort to deal
with issues for people with $10,000 or $15,000 a year. So, I think
this would be a very complicated shift that would have a lot of
wrinkles in it.

The CHAIRMAN. There is nothing that is wrinkled.

Senator D’AMATO. I said it was a little simplistic. But, anyway,
thank you Mr. Chairman.

The CHAIRMAN. Folks, thank you very, very much. You were very
patient while we went through the first panel. Thank you.

[Whereupon, at 12:15 p.m., the hearing was concluded.]



APPENDIX
ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF ROBERT GREENSTEIN

I appreciate the opportunitg to testl? before the Committee today. I am executive
director of the Center on Budget and Policy Priorities, a non-profit public policy or-
ganization that examines federal and state fiscal policies with an emphasis on poli-
cies affecting low- and moderate-income families. ded by foundations, the Center
has been e in analfzing issues related to the earned income credit for a num-
ber of years. t year, I also served as a member of the Bipartisan Commission
on Entitlement and Tax Reform.

In my testimony today, I would like to make several points.

o The EITC’s biggest problem involves error rates. Pro in reducing errors
was made in the 1 reconciliation bill, but more needs to be done. In the last
several months, the IRS has taken some badly needed and overdue steps that
hold promise for making si?iﬁcant reductions in error rates. Legislation that
the ury Department submitted with the budget also should help reduce er-

rors,

¢ While seeking to reduce EITC error rate problems, we also should be mindful
that the E has considerable strengths. It addresses one of the key trends
that has caused a substantial increase in child poverty in recent years, the ero-
sion of wages for low-paid work. It also helps substantially in making work
more remunerative than walfare. It is an important building block for welfare
llr.efor';r;n thalt‘;. places some limitations on cash assistance and seeks to move fami-

@8 to wor

¢ Certain reforms in the EITC eligibility structure are desirable. The imposition
earlier this year of a “wealth test” on the EITC was a sound move. Some addi-
tional types of income should probably be counted in determining whether a
filer meets this test. Proposals to bar EITC receipt for tax filers in which either
thc:egarent or the qualifying child is residing here illegally also should be en-
a

¢ Some proposals, however, need to be regarded with considerable caution and
would unwise. A proposal to end the indexing of the EITC, for example,
would cause large increases over time in the tax burdens of millions of low-in-
come working families whose wages are simply keeping pace with inflation and
would conflict with the goals of work-based welfare reform. Rolling back the
EITC changes enacted in 1993 also would be undesirable, reducing the advan-
tages of work over welfare, making it more difficult for workers to escape pov-
erty, and raising tax burdens for some.

In short, we need to be mindful of the strengths of the EITC as well as of the
areas where it has weaknesses that need strengthening. We need to improve the
integrity of the EITC, hut we need to do so in ways that do not lessen the credit’s
positive effects. )

THE BASIS FOR THE EITC

The need for, and Frowth of, the EITC in recent years is closely related to the
erosion of wages for low-paid work. Between 1977 and 1993, the poverty rate for
families with children in which the family head works grew bly pearly . In 1977,
some 7.7 percent of such families were poor; by 1993, some 11.3 percent were. More
than 60 percent of all poor families with children contain a worker.

Moreover, a study by Northwestern University economist Rebecca Blank, a former
staff member of the Eresident’s Council of Economic Advisers in the late 1980s,
found that wage erosion exceeded all other factors in importance in explaining why

(49)
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poverty rates did not decline more during the economic recovery of the 1980s. In
addition, Census data show that the proportion of full-time year-round workers paid
a wage too low to lift a family of four to the poverty line rose by one-third between
1979 anld9 913993, from 12 percent of full-time year-round workers in 1979 to 16 per-
cent in . _

.Eroding wages for low-skilled work reduce living standards and increase child
poverty. They also lessen incentives to work and decrease the gains from working
relative to receiving welfare. Starting in the mid-1980s, these trends led to a bipar-
tisan policy emphasis on increasing the remuneration from low-wage work, with the
EITC as the principal policy instrument for accomplishing the task.

President Reagan proposed a major EITC expansion in 1985, which was included
in the 1986 Tax Reform Act. Congress passed a further expansion in 1990, with
. strong suRport from the Bush Administration. President Clinton proposed a final ex-
pansion that Congress passed in 1993. :

These expansions signaled an increased reliance on the EITC and a decreased re-
liance on the minimum wage as an instrument of wage policy. The purchasing
power of the minimum wage is now at its second lowest level since 1956. By next
year, it will be at its lowest level since 1955.1

These expansions also reflected another policfy shift the EITC has supplanted
AFDC as a means for supplementing the wages of poor single parents with children.
In 1972, before the EITC was created, 49 states provided AFDC as a wage supple-
ment to a mother with two children whose earnings equal 75 percent of the poverty
line. Today, just three states do. Policymakers have largely opted to move these
f?\miﬁl:ile'f‘c out of the welfare system and instead to reward their work effort through
the .

The EITC expansions also were designed to help offset the effects of a series of
increases in the payroll tax. One of the EITC’s purposes has always been to help
offset regressive payroll taxes. Payroll tax hikes took effect in 1980, 1981, 1982,
1984, 1985, 1986, 1988, and 1990.

Similarly, the EITC expansions also were intended to help offset increases in re-
gressive excise taxes. Excise taxes were most recently raised in 1990 and 1993.

Finally, the EITC expansions were designed to attain a goal that has enjoyed
strong bipartisan support that if a parent works full-time year-round, the parent
should not have to raise his or her children in poverty. This goal has been espoused
across the political spectrum. For example, the volume that the Heritage Founda-
tion published in January 1989 to guide the incoming Bush Administration called
for expanding the EITC sufficiently to bring families of four with a full-time worker
to the poverty line.

Specifically, this goal is that wages from full-time year-round work at the mini-
mum wage (net of payroll taxes) should lift a family of four to the poverty threshold
when combined with the EITC and food stamps. When the 1993 EITC expansions
are phased in fully, the nation will be close to attaining this goal and would reach
it with a modest increase in the minimum wage.

EITC growth rates over the past decade thus do not reflect unanticipated cost in-
creases; the rate of recent EITC growth is due to explicit policy decisions by Con-
gress and three Presidents to expand the credit for the reasons just cited. Nor do
the recent growth rates signify that the program is spinning out of control. Once
the EITC expansions phase in fully, EITC growth will slow sharply to a little more
than four percent per year. -

/

10ver time, too much pressure will be placed on the EITC if it has to carry all of this load
and the value of the minimum wage continues to erode. A modest strengthening of the minimum
wage would be desirable.

i/
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IS THE EITC OUT OF CONTROL?

Some have said that EITC costs are rising uncontrollably. A budget task force headed
by Senator Judd Cregg stated in a March 1995 report that the EITC is “out of control” and
that there will be “significant long-term fiscal hemorrhaging unless action is taken to contain
[the EITC]” and to “restrain its unsustainable rates of growth.”

The EITC was expanded bott: at the request of President Reagan in 1986 and on a
bipartisan basis with strong support from President Bush and Congressional leaders of both
parties in 1990. President Clinton proposed a final expansion in 1993. The 1986 and 1990
expansions each phased in aver several years, creating high rates of EITC growth in the late
1980s and early 1990s. Similarly, the 1993 expansion is phasing in now.

Once the 1993 expansion is phased in fully, substantial EITC growth will halt. The
Congressional Budget Office forecasts that after 1997, the EITC will grow at a rate of less than
4.5 percent per year. This modest growth is due to inflation and population growth, and it
will be smaller if the Consumer Price Index is modified in a fashion that reduces the
meas ired inflation rate. Even without changes in the CPI, the CBO forecast indicates that as a
percentage of the Gross Domestic Product, EITC costs will decline after 1997. Thus, the EITC
will not contribute to projected long-term increases in the deficit as a percentage of the Gross
Domestic Product. This is very different from the situation in programs such as Medicare and
Medicaid where rapid rates of growth persist indefinitely and do not result primarily from
specific federal decisions to expand the programs.

Moreover, the EITC expansions do not look quite so large when placed alongside
the near-elimination of AFDC as a wage supplement to single mothers working at
least half-time and the large drop in the buying power of the minimum wage. An
analysis conducted by the Department of Health and Human Services shows that
when the EITC expansion enacted in 1993 is phased in fully, the disposable income
of a mother with two children who works half-time throughout the year at the mini-
mum wage will be nearly $3,000 lower than it was in 1972, after adjusting for infla-
tion. (Disposable income includes wages, AFDC, food stamps, and the EITC, minus
federal income and payroll taxes.?) '

The HHS analysis found similar results for single parents with two children who
work 30 hours a week throughout the year at the minimum wage as well as for
those working 40 hours a weei. (See Table 1.) In both cases, the family’s disposable
income will be at least $1,600 below 1972 levels, after adjusting for inflation, when
the 1993 EITC expansions take full effect. In short, single parents working at the
minimum wage will have less disposable income than they did in the early 19708
before the EITC was created.

2These res reflect average weighted AF ()C benefits across the 50 states. Figures for 1972
are adjusted for inflation using the CPI-U-X1 rather than the regular CPI, which rises more
rapidly. Had the regular CPI been used, the decline in disposable income would have been even
larger. All figures are expressed in 1994 dollars.
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Table1 . o

Average Disposable Income For a Mother and Two Children
From Wages, AFDC, Food Stamps, EIC, and Federal Taxes
(in 1994 dollars)

Number of Hours Worked Per Week At Minimum Wage Throughout the Year

Year 20 Hours 30 Hours 40 Hours
1972 $13,827 $14,976 $16,057
1980 11,772 13,199 14,145
1990 10,082 10,735 11,804
1995 (with EIC at fully phased-in 1996 levels) 10,925 12,505 14,462

Change in Average Disposable Income
for a Mother and Two Children

1972-1995 -$2,902 -$2,471 -$1,595
21% -16% -13%

Source: Department of Health and Human Services

The EITC expansions thus should be seen as part of a larger set of economic and
policy develogments. Economic forces pushing down wages for low-skilled work
combined with policy decisions in the minimum wage and AFDC areas confronted
policymakers with a need to increase the EITC substantially to avoid farge reduc-
tions in the living standards of working poor and near-poor families with children.

BENEFICIAL ASPECTS OF THE EITC

The 1986, 1990, and 1993 EITC expansions reflected decisions to helg‘cushion the
erogion of wages for low-paid work, while placinilleas emphasis on the minimum
wage and AFDC as mechanisms to accomplish this goal. The expansions also re-
flected the desire of policymakers to make work more remunerative than welfare
and bring families with a full-time working parent closer to the poverty line. Fi-
nally, these expansions reflected a recognition that with its faults, the EITC re-
mains one of the soundest of the low-income transfer programs.

In designing means-tested programs, policymakers face a dilemma. If a means-
tested benefit phases out as a household’s income rises, the rogram inevitably will
create some work disincentive effects (since the benefit will decline as earnings rise)
and probably also some marriage penalties (since some single workers who have in-
comes low enmégh to qualify may become ineligible if the! marr{ and their income
rises). These effects can be avoided if the benefit is made available at all income
levels, with no reductions in the benefit as income rises, but that would make the
benefit prohibitively expensive. Policymakers thus face trade-offs in designing
means-tested programs.

The EITC differs from most other means-tested transfer programs in two crucial
respects. First, it is limited to those who work; those who do not work may not re-
ceive it. It thus helps to make work more remunerative than non-work rather than
the other way around.

Second, unlike welfare benefits that decline as soon as income begin to rise and
can thereby disco 9&30?19 from entering the labor force the EITC increases as
earni rise gf mﬁ (for a family with at least two children). It does not begin
to decline until a family’s income surpasses $11,620 (in 1996) and then declines
much more gradually as earnings rise than public assistance benefitsdo. =~

Moreover, the major EITC benefit the E for families with children is limited
g patgenta that live with their children. Absent parents do not receive major EITC

nefits.

The result is that the EITC rewards work and encourages those who are not
working to enter the labor market. It also distinguishes the working poor from the
non-working poor and custodial parents from absent parents. As Burtless of
the Brookings Institution has noted, the EITC probably has stronger beneficial ef-
fects and more modest adverse side-effects than most or all other programs to boost
the incomes of low-income families.
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CURRENT EITC ISSUES

I would like to turn to several current issues relating to the EITC. These include
quesﬂc_ms relating to error and fraud in the credit, work incentives, and marriage
penalties.

EITC ERROR RATES

EITC error rates are too high and need to be brought down. In discussing efforts
to reduce error, I would offer a caveat. Congress needs to be careful not to institute
reforms that make the EITC significantly more complicated for taxpayers and the
IRS. Congress also should avoid changes that the cannot administer or enforce.
Such steps would be likely to increase the error rate further.

We need to be mindful both of the progress that has been made in reducing error
rates as well as of the task that remains. In 1990, staff of the Senate Finance Com-
mittee, the House Ways and Means Committee, the Treasury, and IRS worked on
a bipartisan basis to craft reforms to reduce the error rate.uﬂl se reforms were en-
acted into law in that year’s reconciliation bill.

The changes made in 1990 included a major overhaul and simplification of EITC
eligibility rules, including the elimination of complex rules that were responsible for
a significant share of the errors prior to 1990. (As a result, data on EITC error rates
for years before 1990 do not reflect current conditions.) The 1990 reforms also in-
cluded the introduction of a new form—Schedule EIC—that taxpayers must file to
receive the credit and that provides the IRS with key information relevant to EITC
eligibility it had not previouslé' obtained. Today, the IRS denies the credit to fami-
lies that do not file Schedule EIC; in the past, it awarded the credit to families that
appeared eligible whether the families indicated they were applying for the EITC
or not.

Thege changes were significant. The IRS audits in 1985 and 1988 that found the
EITC error rate to be high discovered that one of the princigal reasons for the high
error rate lay in a series of arcane IRS rules on household filing status that few
low-income families could understand and that the IRS could not enforce.3

The EITC law was rewritten in 1990 to address these {)roblems. The 1990 law
drOpg\ed the complex test and arcane rules that were large y unenforceable, replac-
ing them with new rules the IRS could administer. In September 1993, the GAO
commented favorabl{ on these changes, noting that “OBRA 1990 resolved the major
administrative problems associated with complicated filing status and dependency
determinations . . . .” The GAO added that e OBRA changes made it easier for
IRS to administer the basic credit because there are no longer different eligibility
rules for different filing statuses . . . .Because this issue was the largest source of
taxpayer errors in the pre-OBRA ?eriod, the change should substantially reduce the
number of erroneous EITC claims.”4

The changes in the 1990 law also led to a new requirement that families file
Schedule EIC to obtain the credit. Prior to 1991, families needed only to file the
1040 or 1040A form to get the EITC. No specific EITC questions had to be an-
swered, and no EITC-specific information provided. The EITC worksheet the IRS
had designed was printed in the instructions section of the 1040 and 1040A tax
booklets and was not submitted to the IRS. The result was that IRS did not receive
some basic information needed to make accurate EITC eligibility determinations.

The changes enacted in 1990, however, addressed only part of the problem. Much
more remained to be done. This was shown by a frequently cited, but sometimes
misunderstood, IRS study of tax returns filed in January 1994.

3Under these rules, a single parent with children could legally file as a head-of-household only
if she provided more than half of her household's support. In determining whether she provided
more than half of the household’s support, the parent was supposed to calculate the household’s
total support and include in it any AFDC ;;:Xments, child support payments, and the like the
family received. The parent was then supposed to calculate the portion of overall household sup-
port that she herself provided, and in so doing, the parent was not supposed to count any in-
come from AFDC or other public benefit dpay'ment.s. imilarly, the parent was not supposed to
count, as support she provided, any child support payments she received. If, after completing
these calculations, a single parent found that more than 50 percent of the household’s support
came from sources other than herself, she was supposed to submit her tax return as a single
filer rather than as a head-of-household.

Most parents assume a single filer is someone who lives on his or her own, not a parent who
heads a famil{ with children. As a result, large numbers of sin%le garents who were sup
to file as single filers submitted their returns as heads-of-households instead. This contributed
to EITC error rates since heads-of-households were eligible for the credit but single filers were

not. -
¢ General Accounting Office, Earned Income Tax Credit: Design and Administration Could be
Improved, September 1993, pp. 58-69.
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The IRS study found that approximately 25 percent of the EITC benefits claimed
by those whose returns were examined were claimed in error. This does not mean,
however, that the EITC loss rate was 25 percent. The IRS found that about 25 per-
cent of the EITC benefits claimed on the tax returns it examined were claimed in
error, not that 26 percent of the benefits actually paid were erroneous. The IRS de-
tects some erroneous claims made on tax returns and avoids making overpayments
on them. Hence, the actual overpayment ratc in January 1994 would have been
somewhat lower than 26 percent. (In other means-tested programs that collect data
on error rates, the error rate is the percentage of benefits paid in error, not the per-
centage of benefits erroneously claimed on program applications.)

Unfortunately, the IRS study was not designed to determine what proportion of
EITC benefits actually were issued in error. The IRS conducted the study to deter-
mine the extent and nature of erroneous claims on tax returns so it could deploy
its resources most effectively in processing the returns and catching the errors.

The 25 percent figure may also overstate the error rate in January 1994 for an-
other reason. The 1,000 tax returns examined in the study were not representative
of EITC returns filed in 1994. The returns examined in the study were limited to
returns filed electronically during the first two weeks of the 1994 tax filing season.
Electronic filing has been more susceptible to refund fraud than conventional tax
filing, and some families that file in January do so before they have received all of
their W-2 forms. In addition, some of the characteristics of the 1,000 filers examined
in the study do not match those of EITC filers overall. Many experts believe that
EITC error and fraud are likely to have been higher among returns filed electroni-
cally in the first two weeks of the filing season than among EITC returns overall.

RECENT ACTIONS TO COMBAT ERROR AND FRAUD

Since the time the study was conducted, the IRS has instituted a series of new
procedures to address problems the January 1994 study identified. A new study is
In progress to measure the effect of these procedures.

n 1994, the IRS checked little of the information on tax returns containing an
EITC claim before sending out EITC checks. That has now changed sharply. In ad-
dition to verifying the Social Security numbers of all adults claiming the EITC, the
IRS now also verifies the numbers of all children in EITC families before sending
EITC gayments to make sure the claims are valid and no child is claimed twice.
(In 1994, the IRS did some checking of Social Security numbers, but the checking
was less rigorous and less comprehensive. For example, last year the IRS did not
check to ensure that no child was claimed twice, and on many returns, the IRS did
not verify children’s Social Security numbers at all.) The IRS also now pulls EITC
returns falling into any of several error-prone categories, sends these families a

uestionnaire, and requires families to provide additional documentation verifying
their claims before E?t’alyment is made.

Several million EITC returns have been delayed this gear due to apparent dis-
crepancies found in Social Security numbers or while EITC claims are verified.
Nothing remotely on this scale has been done before.

In addition, during the first half of the 1994 tax filing season when the study was
conducted, some filers could claim that they had applied for Social Security numbers
for their children but had not yet received the numbers. These filers could still be
awarded the EITC. This procedure created an opportunity for abuse. It has since
been fixed, Today, such EITC claims are denied.

Also, the GATT legislation enacted last fall includes a provision requiring Social -
Security numbers for infants who are claimed on a tax return. Until now, parents
have not had to provide Social Security numbers for children under the age of one.
This new provision, which takes effect in tax year 1995, will eliminate another po-
tential problem area. To the extent that some problems involving Social Security
numbers may remain, they would apparently be resolved by legislation the Treasury
Department has submitted to Congress to strengthen the IRS’ powers to deny ques-
tionable EITC claims.

Finally, the IRS has altered procedures relating to “refund anticipation loans.” In
the past, EITC applicants that used a commercial tax preparer were usually able
to walk out the door with a check in the amount of their EITC benefit within a cou-
ple of days after they filed their tax return. Under the new procedures, checks are
no Jonger provided on such a rapid basis, and use of refund anticipation loans ap-
parently has fallen sharply. Those attempting to abuse the s}y;stem who sought 1n
the vast to “take the money and run” can no longer do so. As the IRS Commissioner
has noted, until this year refund fraud schemes were assisted by the easy availabil-
ity of refund anticipation loans.
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Several conclusions emerge from this discussion. First, error rates found in stud-
ies of the EITC during the 1980s do not reflect current conditions in the EITC. They
portray conditions before both the changes enacted in 1990 and the further changes
the instituted this year.

Second, the move this year to check and verify various items of EITC eligibi’}ig'
before payment is made represents an important change in handling the EITC.
Prior to 1991, the IRS did not even get the basic EITC eligibility information now
contained on Schedule EIC. Until this frear, the IRS made fi‘mited use of the infor-
mz:_ti:nt it did receive before it made EITC payments. This has now changed in im-
portant ways.

In my view, these changes are likely to have a significant effect. In most means-
tested benefit programs such as AFDC and food stamps, experience has shown that
error rates are higher when little verification is done and that verification can lower
error rates substantially. In my own experience as Administrator of the Food and
Nutrition Service at USDA in the late 19708, my agency and the Inspector General
found that where verification was lax, error rates were elevated. The Inspector Gen-
eral and the agency I headed often directed states with high error rates to expand
efforts to veri?' information on applications. We consistently found this caused error
rates to fall. I believe the same results will be found to result from the new IRS

procedures.
THE EITC AND WORK INCENTIVES

Important issues are sometimes raised about the EITC and work incentives.
Based on economic theory, it is generally assumed that the EITC encourages work
among those working little or not at all.

It is also assumed that the credit acts as a modest work disincentive for other
families, primarily those whose income exceeds $11,620 (in 1996) and whose EITC
benefits are consequently reduced as their earnings rise.

The issues relating to the credit's effects on work incentives are sometimes mis-
understood. The effect of the EITC on the level of work performed by families whose
incomes exceed $11,620 is not clear. For the EITC to discourage these families from
working more, the affected families would need to understand how the EITC is re-
duced as their earnings rise that is, they would need to be cognizant of the EITC’s
effect on their “marginal tax rate.” It is not clear that many families know this.

Furthermore, if the EITC does have some work disincentive effects on families
whose EITC benefit falls as their earnings increase, these effects may not be ad-
verse from society’s standpoint. Both Robert Reischauer, then the director of the
Con%:essional Budget Office, and Henry Aaron, Director of Economic Studies at the
Brookings Institution, emphasized this point at an American Enterprise Institute
g?rm osium on the EITC in 1990. Reischauer and Aaron noted that the families the

ITC encourages to work more are likely to be quite different from the families the
EITC may encourage to work less. The families encouraged to work more are heav-
ily made up of single parents who work little if at all, precisely the group whose
work effort we most want to boost. By contrast, the fumilies whose EITC benefits
decline as their earnings rise families with incomes over $11,620 include large num-
bers of two-parent families. Reischauer and Aaron stressed that a major part of the
EITC’s probable effect in inducing modestly less work among families in this income
range is its effect in enabling a parent usually the mother in two-parent working
families to work a little less 8o she can spend more time with her children.

Reischauer emphasized that this should not necessarily be regarded as an adverse
outcome and *hat it may be desirable from society’s standpoint for a parent in two-
parent working families to be able to spend more time with her children. He cau-
tioned that lumping increased work effort among single mothers who otherwise
would work little or not at all with reduced work effort among married mothers in
two-parent working families who wish to spend more time with their children can
confuse rather than illuminate debates on the EITC's effects.

Reischauer and Aaron’s point is supported by academic research and a General
Accounting Office analysis. The GAO estimated that the percentage reduction in
hours worked as a result of the EITC is four times greater among wives in two-
parent families than among husbands in such families. In addition, the GAO's esti-
mates showed little percentage change in work effort among single parents.®

In addition, the GAO and earlier studies examined the EITC’s effects on those al-
ready in the {abor force. New research by one of the nation’s leading EITC experts,
Professor John Karl Scholz of the University of Wisconsin, indicates that the EITC

8 General Accounting Office, Earned Income Tax Credit: Design and Administration Could Be
Improved, September 1993.
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has a strong positive effect in inducing single mothers outside the labor force to
enter the labor force and begin working. The research suggests that the increase
in the number of hours worked by parents whom the 1993 EITC expansions will
draw into the labor force will exceed the decrease in hours worked by those (Frin-
cipally _wivees in two-parent families) who may work somewhat less because of the

sion.

other recent piece of recent academic research, examining the EITC’s effects on
work effort among single mothers, produced similar results. It concluded that the
EITC succeeds in increasing work amoni single mothers who previously have been
out of the labor force and accomplishes this without diminishing work effort among
single mothers whose EITC benefits decline as their earnings rise.”

THE EITC AND MARRIAGE PENALTIES

The issue of the EITC and marriage penalties is another complex area. The EITC
penalizes marriage for some and rewards it for others. It does not represent an un-
ambiguous marriage penalty.

The most common example in which the EITC can penalize marriage involves a
single working mother with one child who is considering marrgin a man who earns
modest wages but does not live with a child or receive the EITC. The EITC that
such a couple would receive if they marry could be lower than the EITC the mother
currently gets. If a single mother with one child who earns $5,000 working part-
time marries a male earning $10,000, the EITC benefit in 1996 would drop %8')2.8“
she marries a man eamin% 16,000, the EITC would decline $881.

If the mother earning $5,000 has two children, marrying a man earning $15,000
would cause a smaller EITC loss about $200. And if such a mother marries a man
eaminislo 000, the EITC benefit would increase about $850.

On the other ﬁand, if the mother earns $10,000 herself and has two children, the
EITC benefit loss becomes larger. For example, if she marries a man earning
$10,000, the loss is $1,760.

e EITC thus can penalize marriage. It also can reward marriage substantially.
The EITC offers a sizable marriage incentive to a single mother who has no earn-
ings and receives AFDC. Since marriage is one of the principal routes out of welfare,
it 18 particularly important to encourage marriage among this group.

In the absence of the EITC, a non-working mother on AFDC who contemplates
marryinsra man with low earnings risks losing a great deal. If she marries, she and
her children will become ineligible for AFDC and also lose some of their food
stamps. In addition, she likely will become ineligible for Medicaid. Depending on her
children’s ages and her husband’s earnings, some or all of her children may lose
Medicaid coverage as well. The marriage penalties embedded in the welfare system
are stron%c

The EITC helps to offset these losses and ease these penalties. By marrying, the
couple will gain an EITC benefit of up to $2,157 if they have one child and uflto
$3,664 if they have two or more children (when the 1993 expansions phase in fully).
This will partially and in some states, wholly make up for the mother’s loss of
AFDC benefits when she marries.

For poor single mothers with little or no earnings, the EITC thus significantly
lessens the marriage penalties the welfare system creates. It can provide these
women an incentive to marry and leave welfare. This point is sometimes overlooked
when the EITC and its effects on marriage are discussed. It is not accurate to speak
of the EITC as simply penalizing marriage. It penalizes it for some and rewards it
for others, including the group for which there is the greatest concern for encourag-
ing marriage, single mothers on welfare.

Proposals to Alter the EITC

In the last six months, two pieces of legislation have been enacted that tighten
the EITC, weeding out families with a limited need for it and enabling stronger ac-
tions to be taken to curb errors and fraud. Legislation passed last fall in connection
with ratification of the GATT treaty includ rovisions to bar nonresident aliens
from receiving the EITC. Previously, some of these individuals could qualify based

¢John Karl Scholz (University of Wisconsin, Madison), testimony before the Senate Committee
on Governmental Affairs, April 5, 1986; and Stace Dickert, Scott Houser, and John Karl Scholz
(University of Wisconsin, Madison), “The Earned Income Tax Credit and Transfer Programs; A
Shlde of Labor Market and Prosra.m Participation,” November, 1994.
7Nada Eissa (University of California, Berkeley) and Jeffrex B. Liebman (Harvard Univer-
si?). “Labor Suppl&ul:esponae to the Earned Income Tax Credit,” December, 1994.
All in this analysis are for 1996, when the EITC expansions enacted in 1993 are

phased in fully.
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on their earnings in the United States, even tho they could have additional in-
come outside the United States about which the Internal Revenue Service had no
knowledge. The GATT legislation also required Social Security numbers to be pro-
vided for children under age one 8o a tax filer could not claim the EITC (or a larger
personal exemption) on behalf of a fictitious infant.

Second, legislation enacted in April 1995 made households ineligible for the EITC
if they have more than $2,350 in income from interest dividends, rents and royal-
ties, and tax-exempt interest. This provision is designed to eliminate EITC benefits
for households with substantial assets. Between them, these two pieces of legislation
reduced EITC costs by several billion dollars over five years.

Some additional steps would be useful in reducing errors. In particular, legislation
the Treasury Def)artment has submitted to strengthen the IRS’ ability to deny ques-
tionablle EITC claims would represent an important addition to IRS’ error-fighting
arsenal.

In addition, the IRS is currently conducting a study of EITC errors in tax returns
filed in 1995. These findings should lead to additional administrative actions to com-
E:l: errors and may also suggest some additional legislative steps that might be

en.

It also may make sense to consider a progosal made several years ago by Senator
Packwood to modify the rules for claiming the personal exemption for a child so they
match the rules for determining when a child is a “qualifying child” for EITC pur-
poses. Under current law, some parents can claim a child for the personal exemp-
tion but not for the EITC. Other"rﬂarenta may claim a child for EITC purposes but
not for the personal exemption. The inconsistencies in federal tax law between the
rules for claiming the personal exemPtion and the rules for claiming the EITC cause
errors in both areas of the tax code. I believe the General Accounting Office has rec-
ommended conforming the rules goveming the personal exemption for a child to
match those used in the EITC, as Senator Packwood proposed.

I am concerned, however, that a number of EITC proposals now emerging in Con-
88 are not compliance provisions and are not designed to reduce error rates.
ese proposals would reduce EITC benefits largely through broad-scale benefit re-

ductions, not through new procedures to improve the accuracy of EITC payments.

Some of these proposals would affect millions of honest families in which a parent
works for low wages. These include prososals to repeal ’I?cart or all of the 1993 EITC
changes and a proposal to repeal the indexing of the EITC for inflation.

REPEALING PART OR ALL OF THE 1993 EITC EXPANSION

The budget resolution the Senate approved in May assumes partial repeal of the
EITC expansions enacted in 1993. Those expansions substantially increased the
EITC for families with two or more children and also established a small credit for
very poor workers without children.

The 1993 provisions were designed to attain the bipartisan goal that families (or
at least, families of up to four people) should not have to live in poverty if a parent
works full-time throughout the year. As noted, this goal was endorsed across the
political spectrum in the years before 1993.

Accordinfly, the 1993 law set the EITC for a family with two or more children
at the level that would bring a family of four with a full-time minimum wage work-
er to the poverty line if the family also received food stamps (and if the minimum
wage kept gace with inflation, as President Clinton had earlier recommended).

e 1993 expansions also were designed to reduce the work penalties built into
the welfare system and to make low-wage work more remunerative than public as-
sistance. When families leave welfare for work, they lose cash welfare pﬁments,
some of their food stamps, and, ultimately, some or all of their family’s Medicaid
coverage. The increased EITC payments help to offset this loss and make the overall
compensation package from working compare more favorably with continued reli-
ance on public assistance.

The 1993 EITC expansions helped to gromote work in another way as well. Pa_{-
roll taxes consume 15.3 cents of each additional dollar a poor family earns® whi
food stamp benefits consume 24 cents. For families with two or more children and
low-wages, the EITC will fully offset these adverse effects, providing a 40-cent credit
for each additional dollar earned when the 1993 expansions are in full effect.

9 Most economists believe that employees effectively pay both the employer and the employee
share of payroll taxes, with the employer’s share of the tax being passed through to emplo;rees
in the form of lower wages.
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In these ways, the 1993 EITC changes helped to pave the way for welfare reform.
The EITC expansions laid the groundwork for tough reforms in the welfare system
that substantially tighten work requirements placed on public assistance recipients.

The 1993 law also aided very poor workers without children. It created a small
EITC that provides a maximum credit of a little more than $300 and an average
credit of about $170 for poor workers between the ages of 25 and 64 who do not
live with children and have incomes below about $9,500 (in 1996).”

A small EITC was extended to these workers partly because their federal tax bur-
dens had escalated sharply since 1980, as a consequence of a series of regressive
payroll and excise tax increrses. A Congressional Budget Office anaiysis showed
that between 1980 and 1983, the average federal tax burden of the poorest fifth of
non-elderly households rose 38 percent. (Stated another way, the proportion of in-
come consumed by federal taxes rose 38 percent among these househclds.) This
dwarfed the increase in tax burdens borne by any other group of households in any
income category. (See Table 2.) By 1993, the percentage of income that the poorest
fifth of non-elderly households without children were paying in federal taxes was
double the percentage of income paid by the poorest fifth of families with children
and more than five times the percentage paid by the poorest fifth of elderly house-
holds. (See Figure 1.)

Table 2

Changes in Federal Tax Burdens, 1980-1993

Change in the Percentage
of Income Consumed

Household Category by Federal Taxes

Non-elderly households without children
poorest fifth +38%
middle fifth 5
top fifth -3

Families with children
poorest fifth -19%
middle fifth 1
top fifth 1

Aged
poorest fifth 2%
middle fifth -14
top fifth -1

. All households

poorest fifth 4%
middle fifth -2
top fifth -3

Source: Congressional Budget Office data published in House Committee on Ways and Means, 1992
Green Book, pp. 1526-7.

The sharp increase in the tax burdens borne by these households occurred pri-
marily because of a series of increases in Social Security, gasoline, and other excise
taxes. For low-income families with children, these regressive tax increases were
generally offsat through EITC expansions. For poor workers without children, no off- '
setting actions were taken before 1993.

Accordingly, the 1993 law established a modest EITC that offsets the Kayroll tax
these workers pay on their first $4,230 in income. The credit starts phasing out
when income surpasses about $5,300 and falls to zero when income reaches approxi-
mately $9,600. (These are the 1996 parameters.)
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Figure 1
Percentage of Income Consumed by Federal Taxes
For Different Low-Income Groups, 1993

Percentage of Income Consumed

15%

Poorest Fifth Poorest Filth Poorest Fifth Poorast Fifth

of Non-Eldery of Familes of Elderty ol AY
Housseholds With Households Households
Without Childran Chidron

Source: Congressional Budgel Office Data published in Houss Commities on Ways and Means, 1992,
Green Book, pp. 1526-7

In addition to offsetting a portion of these tax increases, the EITC for poor work-
ers without children also has the effect of nearly completing a piece of unfinished
business from the 1986 Tax Reform Act. One of the Act's goals was to eliminate in-
come tax burdens on workers below the poverty line so thef' were not taxed deeper
into poverty. The 1986 Act accomplished this goal for all filing units except non-el-
derly single individuals. Prior to the extension of the EITC to these workers, a sin-

le worker beﬁan owing federal income tax when his or her income was about

1,300 below the poverty line. The EITC has raised the income level at which these
workers begin owing income tax close to, although not all the way to, the poverty
line. (Single working individuals remain the one group of workers who begin owing
federal income tax while they are still in poverty.)

The EITC for very poor workers without children thus has provided needed tax
relief for a group of low-income workers who generally receive little aid from other
government assistance programs and who otherwise would pay a substantial per-
centage of their very small incomes in federal taxes.

THE SENATE BUDGET RESOLUTION

The EITC changes assumed in the Senate budget resolution would repeal the
small EITC for workers without children. These changes also would cancel entirel
the final phase of the EITC expansion for families with two or more children, sched-
uled to take effect in tax year 1996, and scale back the EITC benefit structure in
place in tax year 1995.

Poor workers without children would face a substantial increase in their federal
tax burdens; the payroll taxes they pay on their first $4,230 of earnings would no
longer be offset. In addition, their federal tax burdens would rise to higher levels
than these burdens had reached before the 1993 law took effect, because these work-
ers would be affected by the gasoline tax increase enacted in 1993. The Treasury
Department estimates that 4.4 million workers would face an average tax increase
of $173 if the credit for workers without children is repealed.
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Nearly eight million families with two or. more children also would be affected,
losing a maximum of $445 (and an average of more than $300). In addition, about
two million families with one child would lose up to $244 each.

As a result of these cha:fes, the number of families in which a parent working
full-time at a low wage would fail to escape poverty would rise somewhat, while the
extent to which work paid more than welfare would be somewhat diminished.

Some families with children would face absolute cuts in their EITC benefits under
this Fro?oaal. The EITC they would receive for 1996 would be smaller than their
benetit for 1995.

For example, a family with two children that earns $8,600 in 1995 about what
full-time year-round work at the minimum wage pays will receive an EITC of $3,060
for 1995. Under the changes assumed in the Senate resolution, its EITC for 1996
would decline to $2,975. Its EITC would be reduced while its minimum wage earn-
ings remained frozen and prices for necessities rose. Similarly, a mother with one
child who works nearly 30 hours a week at the minimum wage and earns $6,000
would see her EITC fall from $2,040 in 1995 to $1,809 in 1996, a reduction of $231.

Few of the low-income workers who would be adversely affected by these changes
would benefit from any of the tax cuts currently under consideration. CBO data
show that because the proposed children’s tax credit is not refundable, the one-third
of the children in the country with the lowest incomes would not benefit from it.
If a children’s credit is enacted for families with incomes of up to $250,000 while
the EITC is scaled back, the effect will be to grant a children’s credit to families
at relatively high income levels while withdrawing part of a credit for families with
children that are working at low wages.

THE EITC AND INFLATION ADJUSTMENTS

A proposal also has been advanced to end indexation of the EITC. Curiously, this
proposal would undo a Relgéan initiative. It was President Ronald Reagan who pro-
posed in 1985 that the EITC be indexed.

The an proposal was designed to fix a problem in the EITC benefit structure.
If the EITC is not indexed, millions of working poor and near-poor families find that
if their earnings simpl{ keep pace with inflation, their EITC benefits decline each
year while their payroll taxes climb. The result is the imposition of steadily increas-
ing tax burdens on working families that have experienced no increase in purchas-
ing power, a phenomenon that was widespread in the late 19708 and early 1980s.

A family’s EITC benefit begins to phase down when the family’s income passes
a certain income level. For every dollar that a family with two children earns above
$11,620 (in 1996), the EITC is reduced 21 cents. This $11,620 income threshold is
indexed for inflation. If the indexation feature is repealed, a family with income at
or above $11,620 whose income rises at the rate of inflation will find its EITC falls
even though the family’s gurchasing power has not increased.

Such a family also will owe more in payroll taxes. For each dollar its earnin,
rise, the family’s payroll taxes will increase 7.65 cents while its EITC drops 21

cents.

The effects of failing to index the EITC would grow with each passing year. If a
family’s income simply kept pace with inflation and EITC indexing had ended, a
family with two or more children and income of $12,000 in 1996 would, five years
later, receive an EITC $460 smaller than the credit it had received in 1996. The
famify’s EITC would be more than $1,000 lower than it would have been had the
EITC continued to be adjusted for inflation. And while its EITC was falling, the
family’s payroll tax would have climbed $167.

In real terms, the purchasing power of such a family’s EITC would decline bg 27
percent in the five-year period. For some working families, the decline would be
steeper. Families that earn $20,000 and whose wages simply keep pace with infla-
tion would find that the purchasing power of their EITC would declined more than
50 percent over five years if indexation ended.

orking poor families at lower earnings levels also would be adversely affected.
Consider a family that works 40 hours a week throughout the year at $4.50 an
hour, making $9,000 a year and living several thousand dollars below the poverty
line. If indexing is eliminated, the purchasing power of its EITC would erode while
its payroll taxes increased, causing the family to be nudged steadily deeper into pov-

erty.

hynding indexation of the EITC would be an unwise course to follow. It would re-
sult in substantial increases over time in federal tax burdens for large numbers of
l%wl'i-ix_)come working families that have experienced no increase in their standard-
of-living.
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It also would make millions of working poor families with children poorer over
time and turn a steadily increasin%number of near:ﬁc:or working families into poor
families, by pushing them below the poverty line. The Treasury Department esti-
mates that by 2000, nearly 18 million tax filers would be adversely affected by this
proposal and would lose an average of more than $600 apiece in that year.

nding the indexation of the EITC also would be inconsistent with the goals of
“making work pay” and promoting work over welfare. If the EITC is not adjusted
for inflation, the gain from working at a low-wage job rather than relying on welfare
will erode as the real value of the EITC declines over time.10

Finally, ending EITC indexation would be inconsistent with other Congressional
action being taken this year. There is no discussion of ending the indexation of other
features of the tax code such as the personal exemption, the standard deduction, or
the tax brackets. If EITC indexation ends, families at higher income levels would
continue to be shielded from the effects of inflation on their tax burdens while work-
in%goor and near-poor families faced substantial tax increases. Moreover, the House
of Representatives has passed legislation to index capital gains tax benefits, the es-
tate and gift tax, and depreciation deductions used primarily by large corporations.
It is difficult to discern how ending EITC indexation fits in with these other policies
unless the principle is that affluent investors and large companies need protection
against the effects of inflation on their taxes but low-income working families do
not.

Congress also may pass a number of other tax cuts that disproiortionataely benefit
households at higher income levels and large corporations, such as reductions in
caﬁiéal gains tax rates and an easing of the corporate alternative minimum tax. If
E indexation is ended while various tax cuts are approved, many low-income
working families will face increases in their tax burdens while those at higher in-
come levels and large corporations receive tax reductions.

Proposals such as repealing %rt of the 1993 EITC changes or endinfg EITC index-
ation have a common feature. They would leave low-income working families facing
eroding wages for low-skilled work, a sharply lower minimum wage in real terms,
and the near-elimination of cash welfare assistance for families working more than
half-time with reduced help from the earned income credit. The policy instrument
supported for years by many who oppose raisinF the minimum wage and advocate
gt:tting public assistance programs would itself be scaled back or partially with-

awn.

THE “WEALTH TEST”

Several other EITC pro&oaals warrant comment. In April 1995, Congress passed
legislation denying the EITC to families with more than $2,350 in income from in-
terest, dividends, rents and royalties. The Clinton Administration had proposed a
similar provision, with a limit of $2,600, adjusted for inflation.

Three issues have been raised concerning this provision. Should additional forms
of income should count inst it? Should the $2,350 level should be lowered?
Should the $2,350 level be indexed? ] :

Unless there are administrative problems or complexities that make such a course
of action unwise, additional forms of income probably should count against this
limit. Senator Roth has proposed counting estate and trust income, net passive busi-
ness income, and net capital gains income. This proposal appears to make sense as
it would deny the EITC to families without a significant need for it.

On the other hand, I would not recommend lowering the threshold from $2,350
to $1,000, as Senator Roth also has roposed. A threshold that low would disqualify
some poor and near-poo: working families that are saving for legitimate reasons,
such as to send a child to college, purchase a home, or meet a medical emergen
(an increasing concern as the number of low-income working families that lac
health insurance rises). Prudent policy would not force such families to choose be-

10Failure to index the EITC also would weaken the credit's effectiveness as a work incentive
in another way. Currently, families eaining $10,000 or $11,000 a year do not face an increase
in their marginal tax rates when their earnings rise with inflation. But if the EITC is not in-
dexed, such families soon will be pushod above the point where their EITC ins to drop 21
cents for each additional dollar earned The marginal tax rate these families face thus would
risé 21 percentage points.

A substantial number of families at this income level already face substantial marginal tax
rates because they receive other benefits such as food stamps or housiny benefits that decline
as eammﬁu rise. To raise the marginal rates of these families an additional 21 percentage points
due to failure to index the EITC could increase their combined marginal tax rates to levels ap-
proaching 100 percent in some cases.

92-781 0 - 95 - 3
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Ev\lr%eél ll_os§;1g their EITC and consuming enough of their savings to remain below the
imit.

_Reducing the threshold in this manner also would pose equity problems. It would
disqualify a growing number of working families with limited incomes who are sav-
ing so they can purchase a modest home, while retaining EITC eligibility for those
who have already purchased a home and no longer need the same level of savings.

A preferable approach would be to reduce the 52,350 limit modestly to $2,000 and
index it for inflation. (Whether the level at which the threshold is at, the level ought
to be adjusted for inflation. Otherwise, the credit will ultimately be denied to fami-
lies with a strong need for it as the limit erodes over time.) This would generate
approximately the same level of savings over the next 10 years as the provision that

ongress passed in April 1995, while insuring that as the years pass, the limit does
not squeeze out a steadily increasing number of low-income working families with
a legitimate need for the credit.

COUNTING SOCIAL SECURITY AND CHILD SUPPORT PAYMENTS

Senator Roth has also proposed that Social Security, tax-exempt interest, non-tax-
able pension distributions, and child support be counted as part of adjusted gross
income (AGI) for purposes of determining eligibility and benefit levels for the EITC.
Counting Social Security in this manner has both advantages and drawbacks.
Counting child support would be unwise.

Unlike the proposal to count child support, the Iroposal to count Social Security
could be administered by the IRS. Those affected would primarily be two-parent
families in which one parent works while the other is disabled and receives Social
Security disability benefits, elderly individuals who are raising a grandchild and
who work and have modest earnings, and families containing a child receiving So-
cial Security survivors benefits. There may be concerns about reducir:F the EITC of
such families. I am interested in seeing data on who the affected families are before
reaching a judgment on this provision.

I would note that if EITC savings are sought, this approach is preferable to re-

aling part of the 1993 law or ending indexation; those steps would hurt poorer
amilies and diminish the fains of work over welfare in ways that counting Social
Security would not. It would be difficult to justify such a proposal, however, if the

rovision enacted in 1993 that makes 85 percent of Social Security benefits taxable
or more affluent beneficiaries were repealed. If that is done and Social Security also
is counted as part of AGI for EITC purposes the effect will be to reduce tax burdens
on Social Security beneficiaries at high income levels while raising tax burdens on
beneficiaries at lower income levels.

Counting child support as part of AGI for EITC purposes is another matter and
would be tite unwise. This change, which would reduce the EITC for many di-
vorced working mothers, would pose both administrative and tax equity problems.

The Internal Revenue Service has no information on the child support %ayments
that a custodial parent receives, and it lacks a reliable means of securing this infor-
mation. Such a proposal would be difficult for the IRS to enforce and almost cer-
tainly would result in hiFher error rates as a consequence. The difficulties of admin-
i&t’gnng a requirement of this nature were recently noted by the General Accounting

ce.

Counting child support in the manner also would cause double-counting of income.
Non-custodial parents already pay income tax on the income from which child sup-
port payments are made. Counting child sug‘port payments as part of AGI and low-
ering the EITC as a result effectively taxes this income twice, )

Finally, such a policy change could lead to a reduction in child stl:ﬂ)ort collections.
Since some of the non-custodial parent'’s szﬁfort payments would effectively be
taxed away, some nen-custodial parents would have a reduced incentive to make
child support payments.

Conclusion

While steps have been taken in recent years to reduce EITC error rates, more
needs to be done. Some other EITC changes also warrant consideration.

We should not, however, lose sight of the EITC's virtues. The EITC is boosting
the incomes of millions of poor an near-goor families with children that are work-
ing and staying off welfare. With the steady erosion of wages for low-paid work over
the past 20 years and the likely continuation of this trend in the future, the EITC
plays a critical role. It also provides an important underpinning for welfare reforms
to move families from welfare to work and helps to offset regressive taxes that low-
income workers face. It is part of the welfare reform strategies of policymakers such

an Governor Engler of Michigan. -
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In addition, the EITC has helped ch the federal income tax system from a
system that pushes working poor families deeper into poverty to a system that helps
Lift them out. An analysis by the Department of Health and Human Services has
found that in 1984, the tax syaten‘lwﬁushed 1.8 million people living in families with
children below the poverty line. en the recent EITC expansion is fully phased
in, the tax system will lift more than two million such people out of poverty.

The EITC has been substantially eet(i,ghtened this l:“year to reduce errors and attach
fraud. Further improvements are needed. But the EITC’s mission remains as impor-
tant as ever. Deep reductions in the EITC benefits of honest low-income working
families would not represent sound policy or be a desirable part of an EITC reform

agenda.

PREPARED STATEMENT OF ORRIN G. HATCH

Mr. Chairman, thank you for holding this hearing today on the Earned Income
Tax Credit (EITC).

The EITC began ns a refund of payroll taxes paid by low:: income taxpayers and
to encourage work—objectives that I am for. Since its8 inception, however, the EITC
has been greatly expanded. In fact, the cost to the government is projected to sky-
rocket from $1.5.6 billion in 1993 to $28.4 billion in 1996. This is not a small pro-

gram.

Currently, a large portion of the cost of the EITC benefits are going toward trans-
fer payments to taxpayers. In 1994, of the more than $20 billion spent on the EITC,
about $4.6 billion was for actual rebates of tax and an additional $17.2 billion was
for grants to EITC recipients. Nearly 80 percent of the benefits of the EITC program
do not go toward refunding taxes but toward direct grants to millions of taxpayers.
This is a great shift from the original purpose of this program.

While I support the idea of alleviating the payroll tax burden on the working poor,
the EITC program may be running out of control. Not only is the cost escalatin
at a great pace, but also a large number of recipients are receiving payments bas
on fraudulent claims. While I applaud the Internal Revenue Service for taking some
sfeps to stop this fraud, I think we can do a great deal more to end fraudulent EITC
claims.

Mr. Chairman, I would like to mention another serious problem with the EITC:
the current EITC has a strong bias aﬁainat marriage. Let me share an example.
John, who earns $11,000 a year, is a divorced father of one. In 1994 he wants to
marry Marie, a single mother of two, who earns $13,000 a year. As singles, under
current law, the{ would receive a combined tax refund of $4,128. If John and Marie
were to marry, they would have to pa‘y $681 on their joint tax return. This amounts
to a marriage penalty of $4,709, or almost 20 percent of their combined income for
1994. Financially, they would be foolish to marry.

Mr. Chairman, the marriage penalty paid by low-income families is mostly due
to the fact that many singles can qu ig for the EITC on their separate incomes.
When married, however, the tax code combhines the spouses’ incomes to determine
EITC eligibility. This often places the couple above the income threshold for EITC
and creates a tremendous disincentive for marriage. Mr. Chairman, this is an im-
ﬁgrtant area in which the EITC falls far short of its goal to strengthen working fam-

ies, '

I hope the witnesses today will address these problems and the Committee can
work to find a solution that will ensure the financial viability of the EITC program
in a way that benefits working families.

PREPARED STATEMENT OF MARVIN H. KOSTERS
IMPROVING THE DESIGN OF THE EARNED INCOME TAX CREDIT

Mr. Chairman and members of the Committee: Thank EYou for this oppprtunitg to
give mzd views about the earned income tax credit ({ne EITC) and how it could be
improved.

e EITC has become a major income transfer program. It redistributes income
to low-income people who work, with almost all of its benefits going to workers with
dependents. Since it began in 1975, the program has been greatly expanded, most
recently in 1993. Provisions enacted then will not be fully phased in until next year.

The argument most freouently made for redistributing income through the EITC
is that it encourages work. Although some are encouraged to work by the EITC, oth-
ers face incentives o work-less-and their numbers have increased as the program
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has grown. In addition, the expansion of the EITC has led to higher marriage pen-
alties and increased incentives for uneconomic activities and fraudulent claims. For
these reasons, I believe the most direct and effective way to improve the design of
the earned income tax credit is to scale it back sharply.

The Scope of the EITC

The projected cost of the EITC in 1996 is $26 billion in budget outlays and offsets
to personal income tax cimyment:s. This is roughly comparable to the costs of food
stamps ($27 billion) and housing assistance ($27 billion). The cost of medicaid is
much larier ($96 billion). The federal share of family au{)port payments (AFDC) is
considerably smaller ($18 billion), but when state and local expenditures are in-
cluded the total is somewhat larger (about $33 billion). The EITC has become a
ma{‘or component of total federal expenditures to redistribute income to families
with low incomes.

A brief description of how the EITC works is necessary to discuss its effects. I
will describe its application to a family with two dependents when current law is
fully phased in next year. At incomes of up to about $8,900, the credit provides a
subsidy of an additional 40 cents for each dollar earned, up to a maximum credit
of about $3,660. Families in the relatively narrow income range between $8,900 and
$11,600 are eligible for the maximum credit. The credit is reduced by 21 cents for
each additional dollar earned where the credit is phased out in the income range
between about $11,600 and $28,500.! Families with one dependent receive a smaller
maximum credit and are subject to correspondingly lower subsidy and phase-out
rates. Low-income workers without dependents are also eligible for a small credit,
but I will not discuss how they are affected.

Eligibility of families with children for the EITC depends on their income level
and work status. The data that I use to see how many families are affected and
how they are affected are from the Current Population Survey. This information on
households with children that are likely to comprise tax filing units is shown in the
table at the end of this statement.

The point that is illustrated very clearly by the information in the table is that
a large fraction of families with children have incomes below the EITC income cut-
off level. About 40 percent of families with children have incomes low enough to

ualify for EITC payments. To see how the program extends into the middle class,
the 40 percent proportion eligible for the E can be compared with the poverty
rate for families with children, which was 18.5 percent in 1993. All of the families
in these two bottom income «1uintiles in which someone is working are directly af-
fected by the EITC. The families in the other three quintiles are affected indirectly
by the need to pay higher taxes to finance the EITC payments.

Effects on Work

To examine the effects of the EITC on work incentives, it is necess to distin-
Fuiqh further between families by their work status and income level. Low-income
amilies with no one workin%are unambiguously encouraged by the EITC to con-
sider working. For them, the EITC amounts to a bonus for working as long as their
income remains below the eligibility cutoff, but th% receive credit payments only
if they are induced to work and generate earnings. These families below the income
cutoff with no one working account for only about 10 percent of all families with
children. Among these families the EITC definitely has a positive effect on work in-
centives; it encourages those not working to consider work.

Families with someone alread¥ working but with income below the level at which
they become ineligible for the EITC account for another 30 percent of families with
children. These famijlies are eligible to receive credit payments without any change
in their work behavior. The program may induce them to modify their work choices,
however, and the work incentives they face depend on their income levels.

For families with the lowest incomes, the amount of the credit increases as they
work more and earn more, and they are accordingly encouraged to work more
through this “substitution effect.” However, the credit payment they receive would
permit them to maintain or even increase their income without working as much,
and this “income effect” discourages work. The total effect of these incentives is un-
certain for working families in the lowest income range where the credit is being
phased in. Whether they will work more or less depends on how their work behavior
responds to the subpidy rate—the amount by which the credit payment increases
as earnings increase—and the amount of the credit payment. These working fami-
lies with the lowest incomes account for about 7.4 percent of all families with chil-
dren as shown in the table.

Families with somewhat higher incomes receive the maximum credit in an income
range that includes an additional 3.8 percent of families. They receive no additional
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encouragement to work through the substitution effect, while the additional income
they receive from the credit produces an incentive to work less. Families in this in-
come range will tend to work less.

For families with still higher incomes, where the credit is being phased out, the
reduction in the amount of the credit ptln:yment as they earn more monegois equiva-
lent to an additional tax on earnings. For them, work is discouraged both by the
reduction in net earnings from additional work, and by the additional income from
the credit payment they still receive; the (negative) substitution effect is reinforced
by the income effect. Families in this income range face the strongest incentives to
work less, and they account for about 19.56 percent of all families with children.

These data indicate that the work incentive effects of the EITC are either nega-
tive or neutral for about three times as many families as those with positive work
incentives. More than twice as many families face work incentives that definitely
discourage work compared with those who are encouraged to consider working.

There i8 really no controversy among analysts about the appropriateness of this
analytical framework or about the direction of incentive effects that are at work.
Studies that have examined the implications of the EITC among working families
E:nerally conclude that their work effort is likely to be reduced compared with work

havior in the absence of the program.2 Less work in response to negative work
incentives among working families could be offe=t by greater incentives to work
among families with no one working. I know of only one study that examines the
question of whether enough of those who are not working might be encouraged to
work to offset a reduction in work among those who are already working.3 This
study concludes that fairly generous assumptions about work choices are necessary
for the EITC to actually encourage work instead of on balance discouraging work.

Can anything be done to improve the balance? In my view, the EITC discourages
work for too many families, too far up the income distribution. Among adult high
school graduates (26 years old or more), half earned less than $18,000 in 1993, and
half of college graduates earned less than about $31,000. These earnings levels can
be comp with EITC eligibility up to incomes of $28,600 in 1996. For all adult
workers, b7 percent earned less than $25,000 in 1993. Credit payments under the
EITC extend farther up the earnings scale than can reasonably be viewed as cover-
ing only the working poor.

ucing the maximum amount of the credit, reducing the income limits for eligi-
bility for the credit, and reducing the subsidy and implicit tax rates would reduce
the number of working families for whom work is discouraged, while the number
of low-income families with no one working would be unchanged. Downsizing the
EITC would reduce the strength of positive work incentives for families with no one
working, but negative work incentives for the smaller number affected would be cor-
respondingly reduced. In addition, of course, less income would be redistributed, and
tl}:gldtrans ers that remained would be shifted toward lower income families with
children.

Another approach that could be considered is reducing the income cutoff level and
phasing out payments more quickly. But unless the size of the maximum credit
were also reduced, this would increase the implicit marginal tax rate on earnings
and strengthen incentives to cut back on work for the remaining families. If the
credit payment is large, there is really no escape from the dilemma of a punitively
high implicit tax rate or extension of payments to a large number of families higher
up the income distribution.

The Marriage Penalty

It has long been recognized that tax liability under the individual income tax is
often higher for two individuals who are married than it would be if they were sin-
gle instead. Marriage neutrality cannot be achieved under an individual income tax
system with progressive marginal tax rates and equal taxation of married couples
with the same incomes. Unti recentl{, however, marriage penalties have not been
a problem for families with relatively low incomes because t %either aid no taxes
or their tax liabilities were small and rates were very low. The EITC brought the
marriage (Yenalty to low-income families, and the big expansion of the credit in the
1990s made it a significant problem. 4

The marriage penalty is particularly severe for people who—if th:{ were not mar-
ried—wouid each be eligible for the maximum credit. Marriage would eliminate one
maximum credit payment and bring the cm(xiple well into the income range where
the remaining credit is being phased out. Under the most adverse circumstances the
marriage genalty could amount to over $5,000, which for the family affected would
be about 25 percent of the combined income of the married couple. Such a tax pen-
alty creates an economic disincentive for marriage, and it reduces economic rewards
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from employment for married secondary workers compared with their unmarried
counterparts.

The marriage penalty could be reduced by introducing a two-earner credit, based
on the same logic as the two-earner deduction in the individual income tax law from
1981 to 1986. This would, of course, increase the cost of the Xrogram. The problem
could also be ameliorated by reducing the size of the EITC. A significant reduction
in subsidy and phase-out rates and in the maximum credit amount would greatly
reduce the importance of the marriage penalty.

Incentives for Waste and Fraud

The high subsidy rate for earnings at low family incomes produces incentives to
en ane in both legal and illegal activities to take advantage of payments under the
EITC program. Because the earnings subsidy rate very substantially exceeds payroll
tax liabilities, the EITC makes some work attractive that would not otherwise be
undertaken. In other words, it encourages activities that could be characterized as
taking in one another’s laundry when doing one’s own would make more sense. Ac-
tivities of this sort could be perfectly legal, but they would contribute little to eco-
nomic well-being and mainly produce transfers for EITC recipients.

The rewards produced by credit payments and subsidy rates that are high in pro-
fortion to income have also apparently stimulated illegal activities. Audits by the

RS have shown a high incidence of credits claimed that are in excess of amounts
for which families were eligible, and many credit payments for which families were
ineligible. Efforts have been made to make the program more easily administrable,
and this might help to reduce errors. But the subsidy rate and the size of credit
gayments have also been increased substantially, increasing incentives to make

audulent claims. 3

Assuring compliance with EITC provisions poses a particularly awkward problem
for the IRS. Its activities have been oriented primarily to identifying hidden or
under-reported income, not to looking for ways in which income from earnings might
be exaggerated. Earlier tax reforms removed many low-income families from the tax
rolls, but the EITC has swept many low-income families back in. Auditing many re-
turns, each with a relatively small dollar amount at stake, is quite expensive in re-
lation to the revenue impact of errors and noncompliance that are identified. The
IRS may also be reluctant to press ioo hard to recoup overpayments, and it ma
find them very difficult to collect. Yet, unless reasonable compliance can be assured,
the IRS is likely to be seriously embarrassed and the EITC Rgrogram discredited.

In oonsiderinﬁ the auditing and compliance role of the IRS for the EITC, it should
be recognized that a large bureaucracy to administer welfare and other social serv-
ices is already in the field. This bureaucracy is often criticized for devoting too much
attention to documentary paperwork and auditing, and too little to counseling and
hel;;ling families in other ways t. improve their circumstances. It makes little sense
in this context to establish a separate, parallel bureaucracy ir the IRS to administer
another program to supplement incomes of low-income famil:~;, many of whom also
receive benefits under other programs.

As in the case of work incentives and the marriage penalty, the compliance prob-
lem is greatly exacerbated by the size of the EITC. Smaller subsidy rates and credit
payments would reduce incentives to claim credits to which the family is not enti-
tled. If the size of the EITC were significantly reduced, whether the beneficiaries
received partial payment of their estimated credit contemporaneously with their
paycheck, or in a lump sum at the end of a tax year (as most now choose), would
also be a matter of less consequence.

Summary

The three Eroblems with the EITC that I have described have become more sig-
nificant as the program was expanded. Although intended to encourage work by
helping to “make work pay,” the EITC discourages work for too many, too far up
the income distribution. As it is currently structured, the EITC imposes a significant
marriage penalty on low-income working people. And serious compliance problems
have become evident in administering the EgTC. All of these problems would be
greatly ameliorated by making the EITC less generous.

Since payroll taxes absorb a significant portion of earnings for workers with low
incomes, a strong case can be made for relieving those with the lowest incomes from
the burden of these taxes while maintaining comprehensive program coverage. An
EITC that is significantly more generous, however, introduces more disincentives to
work, builds el:f a significant marriage penalty, and invites fraud. I believe that we
have expanded the program too much and that we are now placing too much reli-
ance on the EITC under the guise of improving incentives to work.
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I think the EITC should be cut back to dimensions no larger than before it was
most recently expanded. I believe that the EITC has become too generous. I do not
argue that income transfers to families with the lowest incomes should necessarily
be reduced. The goals of providing income support to families with the lowest in-
comes would be better served, however, by ing back the EITC and rlacing more
reliance on other income support programs. These other programs should also be re-
formed, of course, to place more emphasis on making work a condition for eligibility
when this is appropriate.
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Effects on Work Incentives and Proportions of Families
Affected by the Fully Phased in Earned Income Tax Credit

wi i Percent of
by Income Range and Families
EITC Eligibility

with Children

Income
Effect

W iv
Substitution Total
Effect Effect

All Families with Children
38,895 thousand 100%

Families with Incomes Too High
for Eligibility for the EITC
23,163 thousand 59.6%

Families in Income Range
Eligible for the EITC

—Families with Someone Working:

* Income Range Where Credit is
Phased Out (Credit Payment
Declines as Income Increases)

7,594 thousand 19.5%

» Income Range Eligible for the

Maximum Credit Payment
1,489 thousand 3.8%

« Income Range Where Credit is
Phased In {Credit Payment
Increases as Income Increases)
2,871 thousand 7.4%

—Families with No One Working:
+ Eligible for Credit if Somcone

Decides to Work
3,774 thousand 9.7%

-

Source: Estimates are based on the March, 1992 current population survey data reporied in The Eamed Income Tax Credit
EITC, Cyment Law and the Clinton Proposal. Thomas Gabe, Congressional Research Service. May 25, 1993. The
assumptions used to develop these tabulations differ in several ways from circumstances that will prevail in 1996,
but these differences are not likely to affect estimates of proportions of families very much because both family
incomes and thresholds for EITC cligibility move up proportionately with inflation.
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PREPARED STATEMENT OF MARGARET MILNER RICRARDSON

Mr. Chairman and Distinguished Members of the Committee:

I appreciate the opportunity to be here today to discuss the IRS's efforts to im-
prove the administration of the Earned Income Tax Credit (EITC).

The EITC is a credit that is available only to low and moderate income workers
who have earned income and meet certain income thresholds. The amount of the
credit increases if the worker has one or two qualifying children. The EITC is de-
qi‘fned to make work pay and to lift workers out of poverty in the most efficient and
administrable manner possible. Since becoming Commissioner over two years ago,
1 ized the need to improve the administration of the EITC and to ensure that
the EITC is available only to those hard working Americans who have earned it.

To improve the EITC's effectiveness, in 1993 the Administration s:sported a pro-
posal to simplify the credit by eliminating the two supplemental credits for health
Insurance covgge and for taxpa&t‘a‘rs with children under 1 year of age. The pro-
posal was ena as part of the nibus Budget Reconciliation Act of 1993. In the
1994 GATT legislation, the EITC was denied to nonresident aliens and prisoners.
Taxpayers are requireti to provide a taxpayer identification number for each EITC
qual ifging child, regardless of age. Also, members of the Armed Forces stationed
abroad are now eligible for the credit, and the Department of Defense is required
to report to both the IRS and military personnel non-taxable earned income paid
during the year that is included in computing the EITC.

The Administration has submitted additional legislative proposals which are still
Eending legislative action. The proposals include a provision that would deny the

ITC to undocumented workers, and a provision that would authorize the IRS to
use simpler and more efficient procedures when taxpayers claiming the EITC fail
to supply valid social security numbers.

In addition to these im&({)é'tant legislative initiatives that will aid in the adminis-
tration of the EITC, the » beginning with the 1994 filing season and continuing
through this year’s filing season, has taken several steps to improve the administra-
tion of the EITC. A preliminary analysis of returns filed so far this year indicates
that our efforts have paid off.

This morning, I would like to share with you what the IRS has learned about
EITC cor'}l‘éliance, describe for you the IRS’s actions during this filing season to im-
prove EITC compliance, and discuss with you our future plans.

FILING SEASON STUDIES

During the 1994 filing season, as part of our efforts to gain a better understand-
ing of the characteristics and extent of EITC compliance, the IRS performed a small
study of electronically filed returns over a two week period. The study of 1069 re-
turns selected in the last two weeks of January was designed to provide the infor-
mation needed to put controls in place quickly for the rest of the 1994 filing season
that would prevent and detect EITC compliance problems, including fraud. This
study is now final, and a detailed report of this study is attached as an Appendix.

Information from this 1994 filing season study was used to develop additional con-
trols to stop EITC noncompliance, including fraud, for the 1995 filing season. In ad-
dition, to expand our understanding of EITC compliance, we are conducting another
study thi%gaaar. This study involves a statistically valid, random sample of approxi-
mately 2, refund returns filed electronically and on pa‘fer throughout the 1995
filing season claiming the EITC. Results from the 1995 study will be used to expand
our understanding of issues identified during the first study. The field work and
analysis of results will be completed this fall, and we will be pleased to share the
results with this Committee.

To improve compliance in all areas, including EITC, the IRS must continually as-
sess emerging trends and constantiy revise prevention mechanisms. Strategies,
which are perfectly satisfactory today, may be useless tomorrow. The study of re-
fund returns filed during this filing season will provide valuable information to bet-
ter hone our strategy for next year's filing season and beyond.

FISCAL YEAR 1995 INITIATIVES AND RESULTS

As part of our continuing efforts to improve comglianoe, the IRS implemented nu-
merous systemic verifications and enhancements for the 1995 filing season. These
initiatives include increased verification of taxpayers’' social security numbers
(SSNs); additional checks of returns claiming credits, including the EITC; suitability
checks and increased monitoring of Electronic Return Originators (EROs); and in-
creased compliance resources devoted to preventing and detecting erroneous and
fraudulent refund claims before the refunds are paid. In addition, an important part
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of our strategy included delaying refunds that, as a result of computer analysis and
fraud identification profiles, a%peared erroneous or perhaps fraudulent. This addi-
tional time for review helped us check questionable claims and detect fraud
schemes, including duplicate uses of SSNs.

Closer Scrutiny Of Returns

Internal IRS studies and the report of an outside expert confirmed that erroneous
or fraudulent refund claims, including EITC claims, often involved the use of incor-
rect or invalid SSNs. As a result, during the 1995 filing season the IRS has devoted
substantial resources to ensuring that taxpayers claiming refunds used the proper
SSNs. A correct, valid SSN must be provided for the taxpayer, spouse, and depend-
ents before an electronically filed return will be accepted. Xs of K‘Iay 26, 1995, over
4.3 million occurrences (not returns) of missing, invalid, or duplicate SSNs have
been identified on electronically filed returns resulting in the affected returns being
rejected and, thus, prevented from entering the filing system electronically.

e checks of SSNs are not limited to electronically filed returns, however. We
are also checking paper returns for missing, invalid, or duplicate SSNs. As of Ma
26, 1995, over 6 million SSN errors were i&entiﬁed on returns filed on paper whic
resulted in correspondence with the taxpayer and a delay of the refund.

We spent a lot of time both before and during this filing season urging taxpayers
to use correct SSNs for themselves and their dependents. The importance of using
accurate SSNs this filing season was emphasized in many ways, including a mes-
sage to that effect on the cover of all tax gackages and through many public an-
nouncements. Although the verification of SSNs caused delays for some taxpayers
legitimately claiming refunds this year, once the SSN is corrected, these taxpayers
should not experience deluys in future years because of SSN problems.

To further address roncompliance problems related to EITC and other credits,
such as motor fuel excise tax credits, during this filing season, we performed addi-
tional checks on returns claiming ihese credits to ensure that only those taxpayers
who were entitled to such credits received them. On some returns, refunds were de-
layed to allow us additional time to verify claims prior to issuing the refunds.

At the beginning of this filing season, the IRS estimated that 82 million individ-
ual returns claiming refunds would be filed in 1995 and up to eight percent of these
refunds could be delayed as a result of the screens and filters put into place.
Through May 26, 1995, 78.9 million refunds have been issued—75.7 million were
issued for the full amount of the refund; 3.2 million were partial refunds. Only 4.2
million refunds have been delayed in their entirety—numbers that are consistent
with our original estimates.

A preliminary analysis of returns filed so far this year indicates that our efforts
to &erfom\ additional checks of refund claims and to verify SSNs have paid off. As
of May 26, 1995, 17.3 million returns have been filed claiming the EITC. While the
total number of EITC claims has increased by 3.2 million over last year, this in-
crease is solely attributable to claims by filers without qualifying children who were
first eligible to claim the EITC in 1994. If the EITC filers without qualifying chil-
dren are disregarded, EITC claims have decreased by 257,000 from last vear. We
pro?ect that by the end of the filing season, EITC claims with qualifying children
will decrease by 100,000—200,000 over last year. Because prior to the 1994 tax
year, EITC claims had increased each year since 1989, it agfem's our efforts th.is
filing season may have kept those who had not earned the 'Z from claiming it.

Additionally, through May 21, 1995, the number of dependents claimed for tax
year 1994 when compared to the number of dependents claimed in tax year 1993
(based on returns filed through the same period last year) has decreased by approxi-
mately 800,000. We believe that, if this pattern continues, when the 1995 individual
returns have been filed (including extensions) either fewer dependents or no more
than the same number of dependents will have been claimed for 1994 as were
claimed in 1993. If so, this would be the first time in several ye:rs that, the number
of dependents being claimed did not increase. Qur preliminary analysis shows that
this result is probably due to the fact that non-existent or non-qualiging‘dependents
claimed in prior years were not claimed this year. The reduction in EITC claims and
in the number of dependents claimed is particularly significant when you realize
that the number of individual returns filed through May 26, 1995 has increased

over last year.

" We at the IRS recognize that we must balance our efforts to detect and prevent
EITC noncompliance with the need to ensure that those hard working Americans
who are eligible for the EITC receive it. This filing season, although we performed
additional checks to ensure fraudulent or incorrect claims did nct get into the sys-
tem, we also sent over 300,000 notices to taxpayers who appeared to qualify for the
EITC but who had failed to claim it on their 1994 tax returns.
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Our screens are designed to detect erroneous or suspicious returns. Unfortunately,
some tax%yers who have filed complete and accurate returns also had their refunds
delayed. We regret the inconvenience caused them, but I believe that most tax-
payers want us to maintain the integrity of the tax system by making certain that
only those who are entitled to refunds get them—even if additional time is needed
to verify the accuracy of refunds claimed.

Enforcement Activities

In addition to enhancing our f;;Iy;'s’temic filters in order to detect more questionable
refund claims during the 1995 filing season,| we substantially increased the enforce-
ment resources dedicated to examining questionable claims as well as identifying
fraudulent schemes. Criminal Investigation {Division resources in our Questionable
Refund Detection Teams were increased by (11 percent and Examination resources
were increased by 277 percent—over 1,700 enforcement staffyears are being devoted
to detecting and preventing refund fraud. |

This filing season, electronically filed returns that had duplicate uses of SSNs for
dependents and EITC qualifying children wgre rejected. By rejecting these returns,
erroneous claims and fraud schemes that in /past years made it into the system were
kept out. In addition to these systemic screens, as of May 26, 1995, we had identi-
fied 2,679 fraud schemes, delaying $62.6 niillion claimed on over 30,000 electronic
and paper returns. :

Beginning last filing season and oontinuinithis filing season, we have delayed re-
funds with questionable EITC claims until the returns can be examined. As a part
of this initiative, from January 1994 through April 1996, 370,780 returns were ex-
amined. As a result of these examinations, $330 million in refunds were not paid
because taxpayers were unable to verify that they were entitled to the EITC
claimed. As we continue the examinations of more than 700,000 additional returns
with questionable EITC claims that are currently in the Examination Division in-
ventory, we expect comparable results—EITC claimed in error never being paid.

FUTURE PLANS

Although the 1995 filing season is almost at an end, under the direction of Mr.
Brown, the Filing Fraud Executive, we have already begun lannin% our strate
to prevent all erroneous or fraudulent refund claims, including EITC claims, for
next filing season.

Valuable information learned this filing season will be the basis for modifying and
refining our current procedures. We will revise the standards used to screen EROs
and adapt the systemic screens used to detect fraud and errors during this filing
season, if necessary, we will put in place new technology and additional filters.

To identify more sophisticated fraud schemes, we are working with the Los Ala-
mos National Laboratory to design software which detects anomalies and matches
gattems in large data sets. Five new anomaly detection/pattern recognition tools

ave been tested at the Cincinnati Service Center this filing season. Preliminary re-
sults indicate that these tools will significantly enhance our ability to detect filing
fraud schemes,

While we will continue to enhance our detection and prevention efforts, the key
to im?roving our ability to detect increasingly sophisticated fraud schemes is our
Tax Systems Modernization Program. Without modern technology—hardware and
soﬂ:ware—aspplying expert systems analysis to large databases 18 virtually impos-
sible. Tax Systems Modernization will not only provide the computing power and
capacity needed to apply sophisticated fraud detection systems, but, equally as im-
poriant, it will also provide more timely access to information.

In addition to enhancing our technological capabilities, the Clinton Administration
has proposed lggislation to aid significantly our administration of the EITC and es-

cially our eftorts to improve EITC compliance. This legislation would require

ITC claimants to provide valid SSNs for themselves and their qualifying children
and permit the IRS to treat an EITC claim in the same way it does math errors
when an SSN is either not provided or the SSN provided is invalid. i

Under current law, if the IRS detects an EITC claim with a missing or invalid
SSN, before the refund claim is denied, it is subject to multiple actions under the
statutory deficiency process, a process that typically takes about 8 months. The pro-
posed procedure would authorize the IRS to recompute a t.axJ)asvser's tax liability if
a tax return contains an EITC claim with a missing or invali N. Before any ad-
justment is final, the IRS would send the taxpayer a notice asking for a correct
SSN. If the taxpayer did not respond within 60 days (under statutory deficiency pro-
cedures taxpayers get two notices, a 30-day notice and a 90-day or statutory notice)
the taxpayer’s refund would remain adjusted.
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A procedure similar to the procedure currently used to correct math errors is a
propriate and needed. Although the IRS has the technological capability to identi
returns with obvious mistakes, because the statutory deficiency procedures require
multiple actions and are more complex than math error procedures, we can onl
reach a limited number of taxpayers with our current resources. The proposed mat
error procedure would be used only in those instances where a taxpayer's EITC
claim has not been substantiated by a valid SSN. Banks do not allow their cus-
tomers to withdraw money without providing all the necessary information, includ-
ing abl; at%gfopﬁate account number and a PIN. Congress should give the IRS com-
parable tools.

CONCLUSION

Mr. Chairman, the IRS is committed to stopping EITC noncompliance, while at
the same time ensuring that all hardworking Americans who earn the EITC receive
it. The assistance of you and your Committee in enacting the Administration’s pro-
posals to aid in the administration of EITC would greatly assist our efforts to
achieve these two important ﬁoals.

Mr. Chairman, this concludes my prepared remarks. My colleagues and I would
be happy to answer any question you or other Committee members may have.

Attachment.
Appendix
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1994 Earned Income Tax Credit Compliance Study

L Introduction

The Internal Revenue Service undertook this study early in the 1994 filing season
in order to identify ways of reducing refund fraud associated with the Eamed Income Tax
Credit (EITC) during the remainder of the 1994 filing season. This information was also
viewed as critical for designing new fraud control interventions for the 1995 filing
season. Although the initial scope of the study was focused on identifying apparently
fraudulent or intentionally overstated claims for EITC, it became evident that the results
provided broader information on taxpayer understanding and compliance with EITC
qualification requirements.

It is significant that this compliance study was the first of its kind conducted by
the Service. As noted in the following sections, the validation of sampled EITC claims
was very different from traditional IRS compliance measurement programs. Therefore,
its unique character offers valuable information on taxpayer compliance but these “first-
time” results provide limited comparability to previous studies because of the difference
in methodology.

It is also important to understand that this study was never intended to provide an
overall assessment or measurement of EITC compliance for the entire filing season.
Because the study only included early filers on the electronic filing system, it cannot be
interpreted as representative of all electronic filers or all paper filers claiming the EITC
during the 1994 filing season. For this reason, the Service recognized the need to design a
more comprehensive compliance study for the 1995 filing season. The 1994 study did
not seek to measure or quantify “fraud™ in the EITC, but sought to provide useful
information about the types of errors or abuse that could be used by persons to file
fraudulent or overstated claims with the IRS.

IL Sample Design

The study sample was drawn from tax returns claiming the EITC and filed
electronically during two early weeks of the 1994 filing season (January 14 thru
January 28, 1994). A computer program was written to select every 1,001st EITC retumn
with the 517th return as the initial starting point for sampling in each of the five IRS
processing centers that receive electroaically filed retums. This systematic sampling
procedure ensured that the number of returns sampled at each center would be
approximately proportionate to their EITC filing volumes during the sampling period. In
order to maintain geographic balance in the sample, the sampling rates were manually
adjusted in some centers. This systematic method of sample selection was designed for
simplicity.
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The total sample selected was 1,068. During the field validation phase, additional
cases were dropped from the sample. These deleted cases included retumns where the
EITC schedule was attached but no EITC amount was claimed, returns filed from
overseas military addresses (FPO/APQ), and returns where the taxpayer had died or
could not be located.! The final sample count used for the analysis was 1,059.

Returns that were filed electronically in the 1994 filing season were subject to a
variety of validity and consistency checks before being “accepted” by the IRS. This
included checking all Social Security Numbers (SSNs) listed on the return and matching
the dependent's birth date to the Social Security Administration record. If any SSN was
invalid, the return was rejected and could not be inchided in the sample. The sample
included returns with “SSN applied for” for a child under one yvar of age.

As noted previously, this sample was not designed to provide representative data
for all EITC filers during the 1994 filing season. However, to examine how the early
electronic filers claiming the EITC differed from all EITC filers, data from the sample
was compared to the Statistics of Income Sample of 1993 filers. (Table 1 summarizes this
information.)

" Sample period - Between January 14 and January 28, 1994, the electronic filing
system accepted 1,273,000 tax returns claiming the EITC. The average EITC
claimed was approximately $1,163. Head of Household (HOH) claimants
comprised about 78.8% of the total. Married Filing Joint (MFJ) filers accounted
for 20% of the total and the remaining 1.3% were filed by Single filers with
dependents.

Filing Season - For the 1994 filing season, 15,117,000 returns claiming EITC
were filed according to the 1993 tax year Statistics of Income data. The average
EITC claim was estimated to be $1,025. HOH Filers represented 63.7% of EITC
claimants, MFJ and Single filers accounted for 32.9% and 3.4% respectively.

The sampled EITC returns filed electronically during the last two weeks of
January 1994 differed from EITC claims filed during the entire filing season in the
following categories:

1 The cases that were dropped from the sample because the IRS could not locate the taxpayer were
limited to situations where the taxpeyer could not be located, nor could information on the return be coafirmed
or validated from other sonrces. In other cases that were retained in the sample, the taxpayer could not be
located but information was validated by employers, preparers or other family members.

EITC Compliance Study: Tax Year 1993 June 1995 Page 2
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» During the filing season, 64% of EITC claimants are head of households,
compared to 79% duriny; the last two weeks of Junuary. -

» During the filing season, 13% of EITC filers claim Schedule C income. In the
EITC study, oaly sbout 1% of filers claimed Schedule C income.

» Dut'ng the filing season, about 15% of filers claiming the EITC have adjusted
grors incomes below $5,000. In the EITC study, about 8% of the sample huve
adiusted gross income b:low $5,000.

IIL Methodology for Determining Errors

A. Tte initial step in building c:ase files from the sampled returms was conducted in
thi; service centers. Transcripts of the taxpayers' prior filings were obtained and
asiociated with the sample return. The cass file was then transmitted (usually
witlin 3-5 days of the filing of the return) 0 a Special Agent (criminal
investigator) for contacts o verify the EITC claim.

B. The Special Agent assigned the sample veturn was required to contact the
taxpayer, the electronic t eturn originator/transmitter, the tax return preparer (if
different from the electronic retun originator) and, the employer (if W-2 wages
were the source of EITC. qualifying ircome). The agent was also instructed to
contact other third parties if needed .0 validate the EITC claim These contacts
were made face-to-face at the residence or business location ratker than requiring
the taxpayer or witness to appear 3 IRS offices. The agent was required to :
complete his/her inquiries within stven days, so that the findings could be used to
make necessary changes in the 1994 questionable refund screening procedures.
The agent tested the nccuracy of ¢jualifying eamed and adjusted gross income, the
filing status of the taxpayer and the existence and qualifications of qualifying
children reflected on the EITC schecule. If the agent believed the claim was
incorrect, he/she also made & subjective assessment of the reason for the error
(2.8, the error was part of a frsudulent refund scheme, the error was made
intentionally or was due to unintntional error/misunderstanding). When the
agent considered his/her inquiries complete, they telephoned an experienced agent
who acted as the national coordinator on the study. This senior agent reviewed
the findings to exsure completeness of the inquiry and consistency with the other
inquiries being conducted across the country. If satisfied, the senior agent
approved the retumn of the file to the originating Service Center.

EITC Compliance Study: Tax Year 1993 June 1995 . Page 3
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C. After the file was returned to the originating Service Center, it was reviewed. If
the return was deemed “part of a scheme,” it was controlled as a fraudulent refind
claim, and no refund was issued. If the claim needed adjustment (L.g., the claim
was classified as having an intentional or unintentional error), the return was
referred to the Examination Division for a correspondence audit with the
toxpayer. If the claim were viewed a3 correct, the refund was released. Copies of
these files were then forwarded to the Cincinnati Service Ceater for transcription
into the sample database.

-D. All completed sumple files were transcribed into a database for analysis. During
this initial stage, tax examiners reviewed all case files to determine if they agreed
with the Special Agent's assessment. The tax examiners' assessments of the cases
were included in the data base. Subsequently, tax examiners reexamined the case
files to determine the reasons for taxpayers' errors. Based on this more
comprehensive review of the facts reported in the case file, the tax examiners
changed their assessments in some cases. The database also contains this
information.

Over the following months, data inconsistencies and errors were identified and
corrected. The results from correspondence audits were added to the fifes as these
,contacts were completed. Also, additional comparative information was added to the
database as it became available. For example, information reports (W-2s and 1099s filed
with the Service) were matched to the sample files during the fall of 1994. Returns were
also matched 10 the duplicate use SSN file to identify cases where other persons had also
claimed the qualifying child.

Lastly, all cases were reviewed to assign “best and final™ codes to the case file.
‘When ccmplete information was still not available from the Examination Division, the
tax examiner made a “best and fina, determination on the basis of the available
evidence. These determinations were used for the purposes of the study only and did not
affect the taxpayer's receipt of the refund.

IV. Calculation of Error Rates

A Overclaims  The following results represent the estimated number of taxpayers
in ths sample period population who claimed more than the correct credit. The error
rates are reported as values and percentages of dollars. These statistics are weighted

figurcs.
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B. Underclaims The following results represent the estimated number of taxpayers
in the sample period population that claimed less than the correct EITC. The error rates
are reported as values and percentages of dollars. M:tlﬁsﬁumweigbteiﬁm

UNDERCLAIMS TOTAL S
CLAIMED

VALUES | $1480,000,000
PERCENTAGES 100%

V. Estimate of “Net” Overclaim Rate

The estimates shown in Section IV, provide information on the amount of EITC
claimed erroneously by taxpayers whose retums were accepted by the IRS. In some
cases, the IRS would have detected erroneous claims by using conventional enforcement
techniques (2.g. matching of returns to information reports). These estimates also do not
reflect legislative and administrative changes which were implemented in 1995 in order
to reduce errors. Since the study was conducted, the IRS has begun to reject electronic
retumns which either do not include a taxpayer identification number for EITC qualifying
children or use a social security number for a child which has already been used by
another taxpayer. In addition, the Schedule EIC no longer includes the supplemental
credits for health insurance. These provisions were repealed in the Omnibus Budget
Reconciliation Act of 1993, partly because of concerns by the IRS that it could not easily
verify eligibility for the supplemental credits prior to the payment of a refund.

The overclaim rate can be adjusted to refiect the potential effects of conventional
IRS enforcement activities and legislative changes which were in effect during the 1995
filing season. Adjustment for these actions would have reduced the estimated amount of

2 38.8% of the 1,273,000 returns overclaimed EITC.
6.1% of the 1,273,000 returns underclaimed EITC.
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overclaims by $104.3 million (from $386.3 million to $282.0 million), reducing the
dollar overclaim rate from 26.1% to 19.1%. As a consequence of certain IRS
enforcement activities and legislative changes, the dollar amount of overclaims would
have been reduced by about 27%.¢ '

Notably, this “net” estimate does not reflect the full extent of increased 1995 IRS
enforcement activities. During the 1995 filing season, the IRS implemented new
screening tests to detect questionable EITC claims. The screens were designed to
identify returns with problem refunds which would not have been ideatified through
more generalized detection methods, such as matching returns with information reports.
In designing these new screening tests, the IRS has used the results of the 1994 EITC
compliance study, as well as other information, in order to better identify problem
refunds. During the 1995 filing season, such refunds may be subject to delays of up to
eight weeks, while IRS further investigates. The net estimates do not reflect the effects
of the new screening tests.

4 In 1990, the IRS found that enforoement activities reduced the gross income ax gap betwoen 7.3 aad 26 percent
for tax year 1987.

EITC Compliance Study: Tax Iear 1993 June 1995 Page 6
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TABLE 1

C:..+.parison of Weighted Sample Characteristics of 1993 EITC Claimants

Total Returns 1,273,000 -  100.0% 15,117,000 100.0%
Filing Statua
Married, Filing Joint 254,000 20.0% 4,979,000 32.9%
Head of Household 1,003,000 78.8% 9,622,000 63.7%
Other 16,000 1.3% 517,000 3.4%
.
Less than $5,000 107,000 8.4% 2,281,000 15.1%
$5,000-510,000 319,000 25.1% 3,819,000 25.3%
$10,000-515,000 453,000 35.6% 4,010,000 = 26.5%
$15,000-520,000 318,000 25.0% . 3,500,000 23.2%
Greater than $20,000 75,000 5.9% 1,507,000 10.0%
Source of Income :
Wages and Salaries 1,270,000 99.8% 14,301,000 94.6%
Schedule C Business Income *) 1.2% 1,980,000 13.1%
Interest 36,000 2.8% 2,713,000 17.9%
Unemploymeat Compensation 79,000 6.2% 2,110,000 14.0%
EITC Suppiement
Health Insurance Supplement 287,000 22.5% 2,953,000 19.5%
Youung Child Supplement 147,000 11.5% 1,803,000 11.9%

(*) Estimate is not statistically reliable because of small sample size.

EITC Compliance Study: Tax Year 1993 June 1995 Page 7
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AND ERROR-RIDDEN EITC PROGRAM.

WASHINGTON -- “We must plug the multi-billion dollar leaks in this
program and get it back on its original course,” stated Senator William V. Roth, Jr.
(R-DE) as he introduced legislation Thursday aimed at curbing rampant fraud and
error in the Earned Income Tax Credit Program, the fastest growing income transfer
program in the federal government.

“There is no question that the goat of the EITC program, to encourage the
poor to work and to get off welfare, is a worthy goal, and one with which I agree.
However, as hearings ! held in April confirmed, there are huge loopholes in the
program that make it a boon for tax cheats and rip off artists,” Roth stated. Roth and
NiTcéles‘ bill was introduced Thursday as the Senate Finance Committee took up the
EITC.

“Under the current EITC program, a part-time lawyer who works 100 hours
per year at $100 per hour can get the same benefits as a fry-cook who works 2,000
hours per year at $5 per hour. A wealthy Beverly Hills resident who receives
hundreds of thousands of dollars in alimony, yet earns less than $10,000 in income
can qualify, while a family of four with an income of only $30,000 will pay the taxes
which ultimately pay those benefits. And those are examples of people who receive
the benefits legally,” Roth said. .

Under the Roth/Nickles bill, the growth rate of the EITC program would be
slowed and the top income eligibility level would be reduced to more closely reflect
need and reduce fraud. The bill also would deny the tax credit to illegal aliens and
include nontaxed sources of income and substantial amounts of wealth to
determine eligibility. The measure also would repeal the 1993 extension of the
credit to taxpayers without children. According to the Joint Committee on
Taxation, the Roth/Nickles bill would save $39.4 billion dollars over five years.

“Hislorically, the EITC has been plagued with a fraud and error rate of 30
percent and 40 percent, making it the most fraudulent welfare program on Uncle
Sam's books,” Roth stated. “In contrast, other federal transfer programs, like food
stamps or AFDC, are considered to have fraud and error rates that are too high if
they exceed 6 percent to 8 percent. Since the program’s inception, the taxpayers
have lost about $25 billion. And the GAO confirmed to me in my hearings that the
American taxpayer could lose as much as $37 billion over the next five years if fraud
and waste is not controlled in the EITC.

“The primary sources of fraud in the program are people who falsely claim
they have children or understate the age of their children, people who fabricate jobs,
and married couples who claim to be divorced, bul it doesn’t stop there. The
taxpayer is also ripped off through scam artists who run organized schemes filing
false EITC claims -- sometimes amounling te. more than a nillion doilars,” hoth
stated.

“Both the working poor who receive the tax credit and the taxpayer who pays
for it, deserve an Earned Income Tax Credit program that works -- efficiently and
effectively,” Roth said.
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EITC REFORM PROPOSALS:

1. Deny the EITC to Illegal Aliens: Under this proposal, only individuals who
are authorized to work in the U.S. would be eligible for the EITC. Taxpayers
claiming the EITC would be required to provide a valid social security
number for themselves, their spouses, and qualifying children. Social
security numbers would have to be valid for employment purposes in the
US. In addition, the IRS would be authorized to use the math-error
procedures, which are simpler than deficiency procedures, to resolve
questions about the validity of a social security number. Under this approach,
the failure to provide a correct social security number would be treated as a
math error. Taxpayers would have 60 days in which they could either
provide a correct social security number, or request that the IRS follow the
current-law deficiency procedures. If a taxpayer failed to respond within this
period, he or she would be required to refile with correct social security
numbers in order to obtain the EITC. Effective date of enactment. (From
President Clinton’s FY 1996 Budget proposals)

in fi Syr 10 Yr
~ 1995 1996 1997 1998 1399 2000 Total Total
Math-error procedure — 007 137 .142 .142 144 0571 1301
Require SSN'. work-related
for primary and Secondary ~ 7
Taxpayers - 004 082 .08 .88 .091 0350 0858

2. Repeal the Childless Portion of the EITC: In the 1993 Budget Reconciliation
bill, effective beginning in 1994, the EITC was expanded to include taxpayers
with no qualifying children for the first time. Since about 8£% of the EITC is a
“budget outlay,” and therefor primarily a welfare program, and since welfare
programs have traditionally been aimed at helping children rather than able-
bodied adults, this part of the program should be eliminated. In addition, this
part of the EITC provides for a maximum credit of only $314 in 1995, and
begins to phase-out at as little as $5,140, and therefor is of such insignificance
as to offer little or no real work incentive. Since the EITC is designed

. primarily as a “work incentive,” this part of the program should be
eliminated.

ICT Revenue Estimate (in billions of dollars, in fiscal years) S5yr  10yr
1995 1996 1997 1998 1999 2000 Total Total
Repeal of childless EITC — .031 616 .641 .669 .702 2659 6.636
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i Just since 1988, the EITC
expenditures have grown five-fold. In addition, fraud and error rates have
consistently remained in the range of 30 to 40% of expenditures for about 15
years — since studies began on the issue. Until 1990, the credit was limited to a
maximum rate of 14%, but since that time the max:mum rate of the EITC
under the law has been increased to a maximum of 40% beginning in 1996 --
or almost three-fold. When the level of the credit was closer to the payroll tax
level (7.65%/15.30%) there was considerably less incentive for tax cheats and
fraud artists to game the system, however, as a result of the dramatic increase
in the level of the credit, the fraud incentives are significantly higher. Under
current law, the size of the benefit available from the program no longer bears
any relationship to taxes owed by the person making the claim. Accordingly,
given our self-assessment tax system, it is just too easy to file a fraudulent -
claim that is virtually undetectable by the IRS. Suspending the rate of the
credit at a maximum of 36% (reducing it slightly to 35% in 1996) will
discourage fraud artists, and also slow the growth of this program, which is by
far the fastest growing entitlement in the federal budget.

In addition, the phase-out range for the credit has increased from 20,264
in 1990, to a scheduled level of $28,524 in 1996 ~for an increase of over 40% in
just 6 years, which is more than twice the rate of inflation over the period.
Because this growth is unprecedented during a period of high budget deficits,
the outlays for this program’s growth should be suspended, to allow true
inflation to catch up. If later Congress’ should decide to increase the size of
the program, when budgets allow, then the inflation growth factor in this
welfare program could be voted on at that time. Under this amendment,
EITC indexing would be suspended indefinitely.

i 5yr  10yr
1995 1996 1997 1998 1299 2000 Total Total

Freeze EITC rates and
phaseout at 1995 Level - - 192 3918 5.625 7.457 9.407 24.835 91911

40

; As a result of the President’s budget
proposals and concems from several Congressional offices, changes were
passed as part of H.R. 831 to attempt to restrict the EITC to truly low-income
working Americans. Under current law, many wealthier Americans can
claim the EITC resulting in the unfair result of poorer Americans paying taxes
to pay welfare benefits to those wealthier than they are. Substantial progress
was made by denying the EITC to taxpayers with aggregate “disqualified
income” exceeding $2,350. This income includes: 1) interest and dividends, 2)
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tax-exempt interest income, and 3) net income from rents and royalties.

This proposal would go further in tightening this loophole by adding
net estate and trust income, net passive income from business assets and net
capital gains to the wealth test. In addition, the current level of $2,350 equates
to financial assets of about $40,000 based on a 6% simple annual realized
return, which is much higher than asset/wealth tests for other welfare
programs. For example, under the AFDC program, if a family has more than
$1,000 in assets they lose their welfare benefits. While under this proposal, a
threshold of $1,000 of income would equate to a presumed value of
underlying assets of about $16,700 (assuming a 6% simple annual realized
return), which although generous compared to the AFDC rules, would be
more appropriate than the current wealth test. The value of homes, cars and
other personal assets would still remain outside of this asset test. If this
wealth test is not substantially improved, the result will continue to be that
taxpayers with significantly less wealth will be paying taxes into a system
which will redistribute the income to those with greater wealth under this
welfare program, resulting in more unfairness in the income tax system than
otherwise would exist.

in fi Syr 10yr
1995 1996 1997 1998 1999 2000 Total Total

Add estate & trust income,
net passive business income

& net capital gains income - 006 .115 .123 .136 .150 0529 1468

Reduce threshold to $1,000 - 019 385 400 427 464 1696 4.200

5.

Faimess Requires Equal Income Tests; Under the EITC, the credit is phased-

out as the taxpayer receives more “earned income,” or as the taxpayer’s
adjusted gross income (AGI) increases. The phase-out ranges for both tests are
the same. In addition to earned income, AGI includes income from other
sources, such as investments, alimony and unemployment. However, AGI
does not include other sources of income that nevertheless provide financial
support and economic income to families. In general, welfare programs like
the EITC should not be paid to beneficiaries who are financially better off than

- other taxpayers who may be less well off. Particularly if those less well off are

still paying income taxes to the Federal Government. .

Under this proposal, the AGI test under the EITC would be expanded to
include other forms of income offering substantial non-taxed, economic
benefits to families. These other sources would be: 1) non-taxable social

S
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security income, 2) child support payments, 3) tax-exempt interest, and 4)
non-taxable private pension distributions.

In addition, Treasury would be asked to undertake a study to determine
if the current law tax treatment of child support payments is appropriate, or if
alternatives should be considered to encourage payment of child support
liabilities by parents of the child, and what alternatives would make both
parents more responsible for the child’s economic well-being.

5yr  10yr
1995 1996 1997 1998 1999 2000 Iotal Total
Modify AGI to include non-taxed
Soc Sec income, child support
payments, tax-exempt interest &
non-taxed private pensions  ~-  .102 2.037 2125 2205 2327 8797 21.668

6.  Deny or Delay the EITC Until the IRS has a Matching W-2: This rule would
preclude a taxpayer from receiving the refundable portion of EITC unless the
taxpayer’s earnings are listed on a W-2 form, or for which self-employment
tax has been paid, in the case of a self-employed taxpayer. If quarterly payroll
taxes have been filed, or once W-2s have been filed by an employer, the IRS
could refund the EITC. This program would not take effect until 1997 in
order to allow the IRS to put into place tlie proper monitoring facilities.
Within one year of passage the Treasury would be required to report to the
Congress likely time delays that would result for refundable earned income

tax credits.
Syr 10yr
1995 1996 1997 1998 1999 2000 Total Total
W-2 Match Requirement - ? ? ? ? ? 272 MmN

7. Electronic Return Originators Muat be Checked: During the 1995 filing
season, the IRS instituted fingerprint and credit checks on new ERO
applicants to better ensure that only appropriate and responsible individuals
participate in electronic filing. Of the 33,000 applications this year that had to
undergo suitability checks, 1,500 applicants were rejected because of failure to
meet the admission requirements. This provision would require that IRS
complete these same tests for all EROs, and not just new applicants.
Thousands of EROs from prior years are still in the system and have not been
checked. This change would require that all EROs have this minimum check
completed before electronic returns are processed by the IRS.
ICT Revenue Estimate (in billions of dollars, in fiscal years) 5yr  10yr
1995 1996 1997 1998 1999 2000 Iotal Total
ERO Background Check - ? ? ? ? ? 77?72 M
Total Package 1-7 JCT Estimate (in billiona of dollars. in fiscal years)
5 YR 10 YR
1995  19% 1997 1998 1999 2000 Total _Total
Totals - 361 7.290 9.141 11124 13285 39437 128.042
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PREPARED STATEMENT OF [.ESLIE B. SAMUELS

Chairman Packwood and Members of the Committee:

I am pleased to have the opportunity to discuss the scope and the purpose of the
earned income tax credit (EITC), as well as steps that are being taken to improve
the credit. While I will briefly touch upon compliance issues, Commissioner Richard-
son’s testimony will address administrative matters more completely.

The Administration is strongly committed to the goals of the EITC which are to
make work pay and to lift workers out of poverty in the most efficient and admin-
istrable manner possible. Since Senator Russell Long helped create the EITC in
1976, bipartisan support for th;‘d)ro m and its goals has been %rowing. With its
message of “work pays,” the EITC helps reduce dependency on welfare and increase
reliance on jobs. Prior to 1993, Congress voted to sigmificantly expand the EITC in
the Tax Reform Act of 1986 and the Omnibus Budget Reconciliation Act of 1990.

This Administration’s commitment to the EITC has been demonstrated through
a number of legislative and administrative actions since early 1993. In February
1993, we proposed an expansion of the EITC in order to improve its effectiveness
in encouraging work and increasing the disposable incc.me of working families. With
certain modifications, Congress enacted the Administration’s ’F;oposals as part of
the Omnibus Budget Reconciliation Act of 1993 (OBRA 1993). The EITC is growing
as it was designed to irow ‘rursuant to the three expansions signed into law by
Presidents Reagan, Bush, and Clinton respectively. As soon as those expansions are
fullg(r hasedlgn, the EITC costs will grow at a slower rate than gross domestic prod-
uct (Figure 1).

Since the passage of OBRA 1993, we have Froposed further legislative changes
to improve the administration and targeting of the EITC, while reducing the costs
of the program. Four of these proposals were included in the U ay Round Agree-
ment Act of 1994 (URAA). As a consequence of that legislation, the EITC is denied
to nonresident aliens and prisoners, taxpayers are required to provide a taxpaﬁer
identification number for each EITC qualifying child reﬁardlesa of age, and the De-
partment of Defense is required to report to both the IRS and military personnel
the non-taxable earned income used in computing the EITC.

In this year's budget, we proposed that the EITC be denied to taxpayers with
$2,600 or more of interest and dividend income. A similar, but modified, provision
was included in H.R. 831, which extended and e$anded the 26 percent deduction
for health insurance costs incurred by self-emﬁloy individuals.

We have also made several proposals which are still fending final legislative ac-
tion. This year’s budget includes proposals to deny the EITC to undocumented work-
ers and to provide the IRS with the authority to use simpler and more efficient pro-
cedures when taxpayers fail to supply a valid social securi?r number. In addition,
the Administration proposed legislation last year that would permit demonstration
atl'ojects to test alternative methods of administering advance payments of the EITC.

e hope that Congress will act on these outstanding proposals.

As Commissioner Richardson will testify, the Administration has taken other sig-
nificant actions to strengthen the integrity of the EITC. We have expanded our out-
reach efforts to ensure that eligible low-income individuals are aware of the EITC
and the advance anment option. We have also conducted studies of EITC compli-
ance and the broader issue of problematic refunds. Last spring, then-Secretary
Bentsen appointed a Task Force to conduct an independent investigation of the re-
fund fraud, and Under Secretary Noble presented their interim findings and call for

ssive action to the Ways and Means Oversight Subcommittee last October.
i8 year, we have intensified our scrutiny of returns claiming the EITC in order
to prevent erroneous refunds from being paid to ineligible individuals.

e understand that members of this Committee are concerned about non-compli-
ance and are also considering ways in which the EITC could be redesigned to reduce
the cost of the credit to the Federal government. However, in recent weeks we have
become quite concerned about how the goals and p se of the EITC have been
mischaracterized. Moreover, many proposals that have been discussed to change the
EITC, though described as compliance measures, would not reduce error rates.
Rather, these proposals would simply increase the tax burden on low and moderate-
income working families. In fact, some alternative iro sals to redesign the EITC
would actually cause both non-compliance and work disincentives to increase. Fi-
nally, before considering significant changes to this important work incentive, we
would urge the Congress to wait until we have had time to observe the effects of
both recent legislation and our enhanced compliance efforts. )

In the remainder of my testimony, I will discuss in some detail the goals of the
EITC and the actions taken by the Administration to strengthen the effectiveness
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:}f" tlllgeI 'Ii‘ié'l‘c, as well as our views regarding proposals for possible modifications to
e .

DESCRIPTION OF EARNED INCOME TAX CREDIT FOR LOW-INCOME WORKERS

The EITC is a refundable tax credit that is available only to low and moderate
income workers who have earned income and meet certain adjusted groes income
(AGI) thresholds. To be eligible for the EITC, a taxpayer must reside in the United
States for over six months. Nonresident aliens are not entitled to the EITC begin-

ning in 1995.

lﬁe amount of the credit increases s}gniﬁcantly if an individual has one or two
%ualifying children. A child qualifies a filer for a larger EITC by meeting relation-
ship, residency, and age tests. To meet the relationship test, the individual must
be a child, stepchild, descendent of a child, or foster child of the taxpayer. The child
must generally reside with the taxpayer in the United States for over half the year.
For foster chiidren, the residency test is extended to the full year. A qualifying child
must be under the age of 19 (24 if a full-time student) or be permanently and totally
disabled. By tax year 1997, a ta?ayer must provide a taxpayer identification num-
ber (TIN) for each qualifying child.

Computation of the Credit. The credit is determined by multiplying an individual’s
earned income by a credit percentage. For a family with only one qualifying child,
the credit percentage for 1995 is 34 percent. The credit amount increases as income
increases, up to a maximum income threshold. For 1995, the income threshold is
$6,160. Therefore, if there is only one qualifying child, the maximum credit for 1995
is $2,094 (34 percent of $6,160).

The credit is reduced and eventually phased out once AGI (or, if greater, earned
income) exceeds a certain phase-out threshold. For 1995, the phase-out threshold is
$11,290. The phase-out is accomplished by reducing the credit by a phase-out per-
centage. In 1995, for a family with only one qualifyirf child, the credit is reduced
by an amount equal to 15.98 percent of the excess of AGI (or, if greater, earned in-
come) over $11,290. The credit is completely phased out and is no longer available
to taxpayers with incomes above the end of the phase-out range. In 1995, this in-
come level is $24,396. The income thresholds for both the phase-in and phase-out
ranges are adjusted for changes in the cost of living.

If there are two or more qualifying children, the credit percentage, income thresh-
olds, and phase-out percentage are higher. For 1995, the credit gercentage for fami-
lies with two or more children is 36 percent of the first $8,640 of earned income.
Filers with earnings between $8,640 and $11,290 are entitled to the maximum cred-
it of $3,110 (36 percent of $8,640).

The Phase—out percentage for these families is 20.22 percent. As in the case of the
credit for families with one child, the credit is phased out starting at $11,290. How-
ever, the phase-out range for families with two or more children extends to $26,673.

In 1996, the credit percen for families with two or more children will increase
to 40 percent of the first $8,900 of earnings. Filers with earnings between $8,900
and $11,620 will be entitled to the maximum credit of $3,5660 (40 percent of $8,900).
The phase-out percentage will also increase to 21.06 percent, and the phase-out
range will extend to $28,524. Thereafter, the income thresholds for both the phase-
in and phase-out ranges will be adiust.ed' for changes in the cost of living. (The dol-
lar amounts shown for 1996 are estimates.)

Workers who do not reside with qualifying children may claim the EITC if they
are between 25 and 64 years of and are not claimed as a dependent on another
taxfgger’s return. For these workers, the basic credit is 7.65 percent of the first
$4,100 of earned income for a maximum credit of $314. In 1995, the phase-out range
for these workers is between $5,130 and $9,230 of AGI (or, if greater, earned in-
come). The phase-out percentage is also 7.65 percent. The income thresholds for
both the phase-in and phase-out ranges are adjusted for changes in the cost of liv-

ing.
Eyures 2 and 3 show the EITC credit structure for 1995 and 1996, respectively.
vance Payments of the EITC. There are two ways to receive the EITC. Individ-
uals can claim the it by completing a Schedule EIC when filing their tax return
at the end of the year. Alternatively, individuals with qualifyingv& ildren may elect
to receive a portion of their EITC in advance by filing a Form W-5 with their em-
ployer. These individuals are entitled to receive on an advance basis up to 60 per-
cent of the credit allowable for a family with one qualifying child. The employer is
not required to verify a person’s eligibility for the credit.
At the end of the year, the employer notifies both the IRS and workers of the ac-
tual amounts of advance credits paid to individual workers on the Form W-2. When
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filing tax returns at the end of the year, these workers reduce the amount of EITC
claimed by the amount of advance payments received.

Questionable Claims: The IRS must follow normal deficiency procedures when in-
vestigating questionable EITC claims. First, contact letters requesting additional in-
formation are sent to the taxpayer. If the necessary information is not provided by
the taxpayer, a statutory notice of deficiency is sent by certified mail, notifying the
!’.axgayer that the adjustment will be assessed unless the taxpayer files a petition
in Tax Court within 90 days. If a petition is not filed within that time and there
is no other response to the statutory notice, an assessment is made in which the
EITC is denied.

Refundable Nature of Credit: The EITC offsets Federal taxes paid by low and
moderate-income families. In recent discussions, there has been some confusion re-
garding the refundable nature of the EITC. In large part, this confusion appears to
stem from the distinction between Congressional intent and budgeting conventions.
Under conventional budget accounting practices, the EITC is shown in the budget
as a reduction in taxes only to the exvent to which it offsets a_taxpayer’s liability
for taxes paid through the income tax system. This is because the I’IYC is claimed
through the income tax séstem and as a practical matter, the credit can be most
easily measured as an offset against tiie taxes paid through this system. Thus,
under these conventions, about 23 percent of EITC costs in 1995 are shown in
the budget as a reduction in Federal incoine taxes and other taxes ‘paid through the
income system, including self-employment taxes (SECA). About half of EITC recipi-
ents have an income or SECA tax liability prior to the receipt of the EITC.

Given that the EITC is created to offset the tax burden of low and moderate-in-
come families, the EITC should not simply be measured as an offset to income and
SECA taxes. When the reduction in the employee and employer portions of all social
security taxes are included in the calculation, about 78 percent of EITC costs offset
individual income and gayroll taxes paid by recipients. Nearly all EITC recipients
are subject to either individual income or social security taxes before qualifying for
the EITC. Even this measure does not take irto account other taxes which are offset
by the EITC. During the consideration of both OBRA 1990 and 1993, the EITC ex-
pansions were also viewed as a way of offsetting the burden of increases in excise
taxes, particularly the increases in the gasolin: tax.

There has also been some confusion about the fact that most EITC recipients
choose to claim the credit at the end of the year as a lump-sum payment rather
than by adjusting their withholding or by taking advantage of the advance payment
option. In that regard, EITC recipients are nct vesy different from the mqioré? of
taxpayers who choose to receive a refund at th: end of the year, rather than reduce
their income tax withholding during the year. About 70 percent of non-EITC recipi-
ents receive an average refund of $1,160 at the end of the year.

GOALS OF THE ZITC

In developing the Administration’s agenda for the EITC, we have been guided b
the three basic principles of tax policy: efficiercy, fairness, and simplicity. Specifi-
cally, we have sought expansions and modifications to the EITC in order to achieve
the following four goals:

(1) to make work pay for those who might otherwise be on welfare;

(2) to ensure that an individual who worls full time throughout the year will
not live in poverty; L

3) to tgrget benefits to those with the greatest needs while minimizing distor-
tions; an

(4) to make it easier for eligible individuals to claim the credit and for the
IRS to verify their eligibility.

I would like to address each of these four goals in more detail.

For low-incorne families, the EITC makes work pay in two ways. Unlike many
other assistance programs for low-income families, the EITC is limited to working
families. Moreover, the credit amount initially increases—rather than decreases—
for each additional dollar of earnings. As a consequence, the EITC is different from
other low-income assistance programs that are characterized by a reduction in bene-
fits for each additional dollar of earnings. The EITC significantly increases the mar-

inal return from working for both those who do not work at all and those who work
ess than full-time at mimmmn-wag&!'oba throughout the year. .

The positive link between the EITC and work also helps offset the work disincen-
tives created by other tax and transfer programs. Between 1983 and 1990, payroll
taxes increased five times. Currently, workers are taxed at the combined employer
and employee rates of 156.3 percent on the first dollar of earni for the old-age,
survivors, disability and health insurance (OASDHI) programs. Beyond a relatively
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low income threshold, food stamp benefits are reduced by 24 cents for each addi-
tional dollar of earnings. The EITC, with its positive credit rate on low earnings, is
thie only program designed to help offset the marginal tax rates imposed by these
other programs.

A person who works at a full-time job for the entire year should not live in poverty.
The Federal government assists low-income families in a number of ways. The Fed-
eral government requires employers to pay workers at least the minimum weﬁband
provides direct assistance to families through food stamp benefits and the EITC. In
order to ensure that a family of four dependent on a full-time worker earning the
minimum wage is lifted out of poverty, it would require a combination of food
stamps, enactment of the President’s proposal to increase the minimum wage, and
implementation of the expanded EITC.

arlier this year, Secretary Rubin visited a volunteer income tax assistance
(VITA) site here in the District of Columbia. At the site, he met Rhonda Clark, a
mother from Maryland. Talking of her experiences with the EITC, Ms. Clark said
“l enjoy working and I want to continue. The EIC gives me some of the help f
need—to keep working, to stay independent, and to support my family. It's a help
I can not do without.” Ms. Clark’s experience provide a vivid example of how the
EITC makes a difference in people’s lives by encouraging them to work and provid-
ing them with additional assistance.
the EITC has increased in recent years, the minimum wage and other benefits
received by low-income working families have declined in real value. Without an in-
crease in the minimum wage, its real value in 1996 will decline to its lowest value
in forty years. In addition, AFDC benefits are no longer provided for most families
in which a mother works at least half-time. In the early 1970s, most states provided
AFDC benefits as a wage supplement to a mother with two children whose earnings
equaled 75 percent of the poverty level. Currently, only three states provide com-
parable benefits. The EITC expansions have been necessary to at least partially off-
%tz: the reductions in the real value of the minimum wage and other Federal bene-

The benefits of the EITC should be tarfeeted to families with the greatest needs
and to those who can be best served by the positive incentives associated with the
EITC. As a consequence, the credit rate is h{ﬁhest at very low earning levels, thus
reaching individuals who are often making the critical steP from weltare to work.
Because larger families have greater needs than smaller families, taxpayers with
t;‘vitidor more children are entitled to a larger EITC than taxpayers with one or no
children.

Families with incomes slightly above the poverty level also require assistance.
Wages have s ated for many workers and declined markedly for low-wage work-
ers. Between 1973 and 1993, real hourly wages of full-time male workers at the
tenth percentile (that is, those whose wages are just above those of the lowestégaid
10 percent of workers) declined 16 percent, while real hourly wages at the median
fell 12 percent. By providing the EITC to families with incomes of up to $28,524
in 1996, the program provides a cushion to protect moderate-income families from
the effects of wage stagnation.

We recognize that the targeting of the EITC to the neediest workers could have
unintended effects. First, the EITC increases the income of all recipients, allowing
them to maintain their standard of living with less work effort. For very low-wage
workers, these negative effects are larie y offset by the fact that the credit also in-
creases their after-tax wage rate and thus the pay-off to work. As incomes increase
above $11,290, EITC benefits begin to phase-out. As a consequence, the marginal
tax rates for families of modest means increase. Amo recipients in the phase-out
range, the EITC could cause some individuals, primarily the spouses of other work-
ers, to reduce the number of hours worked in response to higher marginal tax rates.

In this regard, the EITC is similar to any benefit program which targets assist-
ance to the very neediest families. We cannot target assistance to low-income fami-
lies without causing marginal tax rates to increase for families with slightly higher
income. However, we can seek to minimize such distortions.

The fourth goal of the EITC is simplicity and verification. If eligibility rules are
simple, taxpayers can more accurately claim the EITC and avoid costly errors. With
simple and verifiable eligibility rules, the IRS can also better ensure that the EITC
is paid only to taxpayers who are eligible for the credit. ' X

implicity is particularly important, because eligible individuals can claim the
EITC Slrect ly when they file their tax return. It is likely that this simple agglication
process has contributed to high participation rates in the program. It has been esti-
mated that between 80 and 86 percent of eligible persons claimed the EITC in 1990.

From the IRS's perspective, it is easier to verify eligibility for the EITC if the
rules are simple. Moreover, because the IRS does not ordinarily interview EITC
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cleimants, it is important that eligibility be based on criteria which can be verified
as quickly as possible through mde%?ndent reporting sources. Simplicity and ver-
ification prior to the payment of the EITC are key to the successful operation of the
Priie Commi i

is Committee recognized the importance of the need for simplicity during con-
sideration of OBRA 1990. At that time, data from the 1985 Taxpayer Compliance
Measurement Program (TCMP) became available, showing an unacceptable number
of erroneous EITC claims. In response, then-Chairman Bentsen requested that the
Bush Administration work with the tax-writii..g committees to address this problem.
The simplification provisions contained in OBRA 1990 were 2 firat step toward re-
ducing EITC ecror rates. As described below, additional steps have been taken since
1990 to further reduce EITC error rates.

LEGISLATIVE AND ADMINISTRATIVE ACTIONS IN 1993 AND 1984

As 1 outlined in the beginning of my testimony, the Administration and Congress

have taken a number of important legislative and administrative actions during the
ast two years in order to improve the effectiveness and administration of the EITC.
would like to review with you cur accomplishments during this period.

OBRA 1993. OBRA 1993 expands the EITC and makes the program more effec-
tive in achieving its golicy objectives.

First, OBRA 1993 increased the returns from working for those outside the
workforce and for other very low-wage workers. (See Fiﬁure 4.) For very low-wage
workers without qualifying children, the EITC offsets the employee portion of the
OASDHI tax. Dunni the past decades, these workers had borne the full burden of
increases in OASDHI taxes because they were not entitled to the EITC. For a family
with one child, the credit rate for those with low earnings was increased by 11 per-
centage points from 23 percent to 34 percent. For a family with two or more chil-
dren, the credit rate for those with earnings below $8,900 in 1996 was increased
by 15 percentage tipoinl:a from 26 percent to 40 percent. For low-wage workers with
two or more children, the EITC will fully offset the combined employee and em-
plgﬁfr Bortions of the OASDHI taxes and the food stamp benefit reduction formula.

e OBRA 1993 expansion was also a critical step toward achieving the goal that
a full-time worker should not live in %overty if he or she works throughout the year.
In combination, a minimum wage job, food stamp benefits, and the EITC can lift
a s'mEﬁI;;émrent with one or two children out of poverty. But, the income (includin
the and food stamps and subtracting the employee portion of OASDHI taxes
of a family of four with only one full-time, minimum waie worker falls below the
official poverty threshold. Prior to the passage of OBRA 1993, the poverty gap for
a family of four would have been $2,436 in 1996. The OBRA 1993 expansion signifi-
cantly closes that gap. However, since the minimum wage has not kept pace with
inflation, the job is not completed yet. This is why the President has proposed that
the minirum wage be increased over two years by 90 cents.

OBRA 1993 reduced the vertgv gap for minimum wage workers by increasing the
maximum benefits by nearly $1,600 in 1996 for a family with two or more children.
For these families, this increase in the maximum credit, without a change in the
ghaae-out range, would have resulted in a phase-out rate of 30 percent. In OBRA

993, we tried to find a balance between the goals of providing low-income families
with sufficient income support, while minimizing the marginal tax rates placed on
families with higher, but still modest, levels of income.

Thus, the increases in the maximum credit were accompanied by changes in the
income thresholds. For all families with children, the beginning of the phasz-out
range was lowered by about $1,600. As a consequence, the phase-out rate accually
fell slightly for a family with one child since the end of the phase-out range was
left unchanged. To reduce marginal tax rates among families in the phase-out
range, eligibility for the EITC was extended to families with two or more children
that have incomes in 1996 of up to $28,524 (or about $3,000 above the prior level).
The combination of these factors increased the phase-out rate from 17.86 percent
to 21.06 gercent, rather than 30 percent. )

While the effect of OBRA 1993 can not be measured yet, we believe that the legis-
lation will, on net, increase work effort. While some workers with larger families
will face slightly higher marginal tax rates, thei are unlikely to change their behav-
jor much in response. These are individuals who are already very attached to the
work force. They cannot easily adjust their hours of work in response to a small
change in tax rates; they need both their jobs and the EITC to meet their day-to-day
needs, and most employers will not allow them the discretion to work fewer hours.
The effect of the higher marginal tax rates on some workers in the phase-out range
will likely be far outweighed by the effect of the increase in the credit rate. By mak-
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ing work pay, the OBRA 1993 increase in the credit rate will encourage non-workers
to enter the workforce and other low-income part-time workers to increase their
hours of work.

Finally, OBRA 1993 simplified the etl;ﬁ'ibilggy criteria for the EITC beginning in
1994 by eliminating the two suépplemen credits for health insurance coverage and
for taxpayers with children under 1 year of age. These two supplemental provisions
added several paragraphs to the instructions, 10 additional lines on the Schedule
EIC, and two additional look-up tables. The IRS could not easily verify eligibility
for the supplemental credits because it did not receive independent verification of
taxpayers’ eligibility for them. These changes should improve compliance by reduc-
ing errors and improving verification,

'RAA. URAA contains several l})rovisionn to improve the eting of the EITC
to those with the greatest need. Under this legislation, nonresident aliens are de-
nied the EITC beginning in 1995. Under prior law, nonresident aliens could receive
the EITC based on their earnings in the United States, even though they were not
required to report their world-wide income to the IRS. Thus, it was possible for a
wealthy foreign student to obtain the EITC based on his or her earnings as a teach-
ing assistant at an American universit{.

n addition, prisoners will not be eligible for the EITC based on their earnings
while incarcerated. In the past, prisoners generally would not have been able to
claim the EITC because they did not reside with a qualifying child for over half the

ear. When the EITC was made available to workers without children in 1994, it

me possible for prisoners to receive the EITC based on their earnings at prison
jobs. Because this provision was made effective for tax year 1994, the E will not
aid to these individuals.
also contained two provisions to improve the administration of the EITC.
By 1997, taxpayers will be required to provide TINs for all deﬁ)endents and EITC
%al’il?ing children, regardless of their age. Bﬁ' requiring EITC claimants to provide
the TINs of all children, regardless of age, improves the ability of the IRS
to verify the eligibility of a taxpayer for the EITC.

Under the legislation, the Department of Defense is required to provide military

rsonnel and the IRS with information regarding basic housing and subsistence al-
owances (or in-kind equivalents) and income excluded by reason of service in a com-
bat zone. These changes will not increase their taxable income but will improve ac-
curacy in reporting and verification of earned income. The savinﬁs from this provi-
sion are somewhat offset by another provision which extends EITC eligibility to
military personnel stationed abroad.

Administrative Actions. The Administration has taken a number of steps to en-
sure that eligible individuals know about the EITC and the advance payment op-
tion. While many eligible persons receive the EITC, fewer than 1 percent of El
claimants receive the credit through advance payments. The reasons for the low uti-
lization rate are not fully known. One possible explanation is that workers simply
do not know that they have the option of claiming the credit in advance. A General
Accounting Office study in 1992 provided some support for this theory when inves-
tigators found widespread ignorance about the advance payment option among low-
income workers. !

The Administration has intensified its efforts to alert taxpayers of their eligibility
for advanced payments. As one of the first steps, President Clinton announced a
Federal campaign in 1994 to enroll eligible government workers iz the advanced
payment system. The Treasury Department and a group of business executives have
also joined forces to encourage private-sector employers to notify their workers
about the advanced payment option. As required by OBRA 1993, the IRS sends out
notices to EITC claimants after the filing season, informing them about the advance
payment option and (although not required by the 1993 legislation) also supplying

orm W-5 for their use.

As Commissioner Richardson will explain, the Administration has also taken
steps to ensure that those who are not eligible for the EITC do not receive it. During
a two-week period in January, 1994, the conducted a pilot study to determine
what additional enforcement tools might be necessary to detect and prevent erro-
neous refunds during the remainder of the 1994 ﬁlingoaeason. The results of the
pilot compliance study, drawn from a sample of over 1,000 taxpayers who filed elec-

tronically duri.nﬁ a two-week period in January, 1994, found that about 26 percent
of every dollar claimed in the EITC was in excess of the actual amount owed to the
taxpayer.

1U.8. General Accounting Office. Earned Income Tax Credit: Advance Payment Option is Not
Widely Known or Understood by the Public. (GAO/GGD-92-26, February 19, 1892).
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The results of this pilot study are not representative of the EITC filing population
as a whole. Nonetheless, the IRS has taken a number of responsible and needed
steps to limit the EITC to those who are entitled to the credit. Beginning this year,
the IRS is validating the social security numbers on all tax returns claiming the
EITC. Refunds on returns with incorrect or missing numbers are being delayed
while the IRS checks the accuracy of the refunds claimed. We estimate that the ef-
fects of the social security validation tests, along with conventional enforcement ac-
tivities and the repeal of the complicated supplemental credits, should reduce the
error rate to 19 percent. Using the results of the pilot study and other information,
the IRS is also increasing its screening and review of all returns to ensure that only
those taxpayers entitled to refunds receive them. As a consequence, refunds may be
delayed cn other questionable returns. These additional enforcement procedures
should further reduce erroneous payments of the EITC. Moreover, we anticipate
that the error ratea should be further reduced as a consequence of other legislative
steps, described above, which are still being implemented over the next several
years (e.g., the requirement that taxpayers provide a taxpayer identification number
for all children regardless of age). Also, Congressional action on the Administration's
remaining legislative proposals, described below, should further reduce error rates.
In combination, implementation of these enforcement procedures will make it more
difficult for taxpayers to erroneously claim the EITC.

Finally, the IRS stopped providing Direct Deposit Indicators in the 1995 filing
season to lenders who were providing refund anticipation loans. This action is also
expected to reduce compliance problems that were associated with refund anticipa-
tion loans. The IRS’s actions this filing season have been applauded as both respon-
sible and necessary by Ways and Means Oversight Subcommittee Chairman John-
ggn and Ranking Member Matsui in a recent “Dear Colleague” letter to House mem-

8.

FY 1996 BUDGET PROPOSALS

The Administration included several proposals to improve the targeting and ad-
ministration of the EITC in this year'’s budget submission. We are ready to work
with the Congress on those proposals which have not yet been enacted.

Deny EITC to taxpayers having more than $2,500 of taxable interest and divi-
dends. Under this proposel, the EITC would be denied to taxpayers having more
than $2,500 of taxable interest and dividends beginning in 1996. This threshold
would be indexed for inflation thereafter.

This proposal would improve the targeting of the EITC to the families with the
greatest need. Under current law, a taxpayer may have relatively low earned in-
come and be eligible for the EITC, even though he or she has significant interest
and dividend income. Most EITC recipients do not have significant resources and
must rely on their earnings in order to meet their day-to-day expenses, but tax-
payers with significant interest and dividend income can draw upon the resources
that produce this income to meet family needs.

This proposal, with some modification, was included in H.R. 831, which extended
and expanded the 25 J)ercent health insurance deduction for self-employed individ-
uals. H.R. 831 lowered the asset income threshold to $2,350 and expanded the cat-
egories of income subject to the threshold to include tax-exempt interest and net
positive rents and royalties. The asset income threshold is not indexed.

In developing the Administration’s proposal, we considered a broader list of asset
income subject to the cap. We recognized that a broader list might increase equity,
by treating the recipients of certain other types of asset income in the same manner
as those who receive interest and dividend income. An expanded list would also re-
duce the incentive to choose a particular type of investment based on its tax or re-
fund consequences. However, we were also concerned because the inclusion of net

ositive rents and royalties would add complexity to the determination of the EITC.
ese items are not reported separately on the Form 1040. We did not include the
broader list of asset items because we were also foncerned that low-income tax-
payers could not convert real estate holdings and other types of assets into cash as
easily as savings accounts and stocks in a time of need.

While we did not oppose the inclusion of tax-exempt interest and net rents and
royalties in H.R. 831, we are very concerned about the asset income threshold not
being indexed. We believe that the asset income threshold should be indexed in the
same manner as all other income parameters for the EITC. Without indexation, the
number of persons affected by this provision will increase over time. By 2000, the
threshold would be equai to about $2,076 in 1996 dollars and would increase the
number of affected taxpayers from about 550,000 to 650,000.
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EITC Compliance Proposals. Under this budget pro , only individuals who are
authorized to work in the United States would be eligible for the EITC beginni
in 1996. Taxg:yers claiming the EITC would be required to provide a valigm socia
security number for themselves, their spouses, and their qualifying children. Social
security numbers would have to be valid for employment purposes in the United
States. Thus, eligible individuals would include U.S. citizens and lawful permanent
:le‘mdendtist. Taxpayers residing in the United States illegally would not be eligible for

e credit.

In addition, the IRS would be authorized to use simplified procedures to resolve
questions about the validity of a social securitg number. Under this approach, tax-
payers would have 60 da{s in which they could either provide a correct social secu-
rity number or request that the IRS follow the current-law deficiency procedures.
If a taxpayer failed to respond within this period, he or she would be required to
refile with correct social security numbers in order to obtain the EITC.

In combination, these provisions would stren%then the IRS’s ability to detect and
prevent erroneous refunds from being paid out. In addition, the proposals would im-
prove the targeting of the EITC by providing the credit only to individuals who were
authorized to work in the United States.

Tax Systems Modernization. The budget submission for the IRS contains funding
for the continuation of its tax systems modernization (TSM). We urgﬁ the Congress
to continue to fund TSM. TSM is vital to the long-run efficiency of the IRS's collec-
tilox_a functions. TSM will also enhance the IRS’s ability to detect erroneous EITC
claims.

DEMONSTRATION PROJECTS PROPOSAL

In June 1994, the Administration introduced the Work and Responsibility Act
(H.R. 4605). One of the provisions in H.R. 4605 would provide additional flexibility
to States with respect to the EITC. We continue to support this proposal,

The proposal would allow four demonstration projects to determine the effects of
alternative methods of delivering advance payments of the EITC. States would
apply to the Degartment of the Treasury to provide advance payments of the EITC
directly to elig le residents through a State agency. Such agencies could include
food stamp offices, Employment Services, and State revenue departments. State

lans would be required to sgecify how payment of the EITC would be administered.

o finance these payments, States would reduce payments of withholding taxes (for
both income and payroll taxes) from their own employees by the amount of the ad-
vance payments made during the prior quarter. The four selected projects could op-
erate for three years beginning in 1996.

This pilot pro is designed to determine whether another approach would be
more effective for delivering advance payments than ‘he current employer-based
system. For example, a State could choose to allow all eligible EITC recipients to
apply for advance payments. By receiving the credit as theg earn yages, workers
would observe the direct link between work effort and the EITC. ougf\ a State
program, individuals could have a choice of receiving the credit from a neutral third-
garty, without fear of the consequences of notifying their employers of their eligi-

ility for the EITC. Moreover, they could receive assistance in determining the ap-
propriate amount of the EITC to claim in advance.

A State could instead choose to target the advance payments of the EITC to wel-
fare recipients—as a way of driving home the message that “work pays.” These indi-
viduals may not know about the EITC, and how it can “make work pay,” because
they do not have to file a tax return if their adjusted gross incomes are balow the
tax thresholds (which are generg‘lrlli' less than the poverty thresholds).

If the legislation passes, we will evaluate these demonstration projects in order
to understand better how individuals respond to receiving advance payments of the
EITC. We will pay careful attention to whether the use of State agencies can in-
crease both utilization of the advance payment system and labor force participation
by non-workers. ,

States also have the resources to verify many of the eligibility criteria for the
credit better than employers, reducing the risk of erroneous payments being made
to ineligible persons. This option would also allow for an evaluation of alternative
delivery systems on compliance.

OTHER SUGGESTIONS

The Administration evaluates other proposals to modify the EITC by the same cri-
toria we ap&i{ to our own proposals:
(1) s the proposal make work more attractive to those outside the
workforce and to others with minimal ties to the workforce?
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(2) Does the proposal reduce the poverty gap for full-time workers?
_(3) Does the proposal improve the targeting of the EITC to the neediest indi-
viduals and families in the least distortionary manner? and .
(4) Does the proposal make it easier for eligible taxpayers to accurately claim
the EITC and for the IRS to verify their eligibility before refunds are paid out?
We are concerned that many of the options that may be considered by this Com-
mittee do not meet these criteria.

1. SENATE BUDGET COMMITTEE RESOLUTION

The Senate budget resolution assumes that this Committee will reduce the EITC
by $13 billion between FY 1996 and 2000 and $21 billion between FY 1996 and
2002. The resolution further assumes that these savings can be achieved by repeal-
ing the EITC for workers without qualifying children, limiting the increases for fam-
ilies with children, and adopting the Administration’s EIT oomgleiance proposals
from the FY 1996 budget. During the Budget Committee’s deliberations on the
budget resolution, we believed that the resolution assumed the repeal of the final
phase of the OBRA 1993 expansion, which is scheduled to occur on January 1, 1996.
As a consequence, the credit rate for families with two or more children would be
frozen at 36 percent instead of 40 percent.

During the floor debate on the budget resolution by the Senate, we learned that
the reductions in the EITC are deeper than had been earlier thought. The budget
resolution does not merely limit the increases for families with children. Instead,
it reduces the EITC for many families below the 1995 levels. Under the resolution,
the credit rate for a family with two or more children would be reduced from its
1995 level of 36 ﬁrcent to 35 percent. In addition, the credit rate for families with
one child would be reduced from 34 percent to 30.15 percent. According to Treas-
ury's estimates, the EITC proposals in the Senate budget resolution would reduce
the EITC by $16.6 billion over the next five years and $25.6 billion over the next
seven years.

These Eroposals would generally limit the effectiveness of the EITC in reducing
poverty. For example, in 1996, the maximum EITC for families with two or more
children is scheduled to increase from $3,110 to $3,560. This is the level necessary,
in combination with a 90 cent increase in the minimum wage, to close the poverty
gap for a full-time minimum wage worker who supports a family of four. Under the

enate budget resolution, the maximum credit would be $446 less than current law.

By lowering the credit rate for families with children, the proposal also reduces
the effectivenezs of the credit for encouraging work effort. Under the proposal, many
EITC recipients with earnings of less than $8,900 could receive a smaller EITC than
in 1995. The reductions in the credit rate would also adversely affect those who are
currently outside the workforce, but who are choosing between work and welfare.

The Treasury Department estimates that 14 million EITC recipients would be ad-
versely affected by the prorosals. Of these 14 million, 10 million workers and their
families would be adversely affected by the proposed reductions in the credit for
families with children. About 8 million EITC recirients with two or more children
would lose, on average, $305 in 1996. About 2 million very low-wage workers with
only one child would lose, on average, $137 relative to current law. (See Figure 5
and attached table.)

The budget resolution also assumes the repeal of the EITC for 4 million very low-
wage workers who do not reside with qualifying children. The OBRA 1993 expan-
sion of the EITC for these workers was eseigned to help offset the work disincentive
effects of the social security tax. If repealed, these workers will lose up to $324 in
1996. At the poverty level ($7,710 in 1996), a single taxs)ayer would have a com-
bined income and social security tax liability of $1,350 (including $170 of income tax
liability prior to the receipt of the EITC). Under the proposal, the taxpayer’s tax li-
ability would increase by $138. On average, low-wage workers who do not reside
with qualifying children would incur a tax increase of about $173 in 1996.

The Senate budget committee resolution claims to address the problems of fraud
and abuse and exploding costs in the EITC program. But EITC costs are not explod-
ing. After OBRA 1993 is fully implemented in 1996, EITC costs will increase in tan-
dem with inflation and population growth. Moreover, the resolution contains only
on%groposal to address fraud and abuse: the Administration’s proposal to deny the
EITC to undocumented workers and to provide the IRS with the authority to use
simpler and more cost-effective procedures when taxpayers fail to provide valid so-
cial security numbers. Instead, the Senate budget resolution would reduce the EITC
for 14 million working families, on average, by about $239.

92-781 O - 95 - 4
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2. WELFARE REFORM AMENDMENT

During the recent deliberations on welfare reform in this Committee, an amend-
ment to reduce the EITC was circulated. (This amendment was ruled as non-ger-
mane under Committee rules, along with nther tax amendments.) Copies of the
amendment were made available at the time of the mark-up, and we would like to
take the opYortunity to comment on the proposals. This amendment adopts most of
the gro 8 assumed in the Senate budget resolution. However, it would reduce
the EITC far more deeply than was considered in the resolution. According to Treas-
ury estimates, the amendment would reduce the EITU by $37 billion between FY
1996 and 2000 and $66 billion between FY 1996 and 2(102.

Under the amendment, indexation of the EITC would be repealed. As a con-
sequence, EITC recipients would be entitled to a maximum benefit of $3,024 in
1996, a reduction of $5636 relative to current law. The maximum benefit amount
would not change after 1996. By 2000, the maximum credit amount would be re-
duced by $1,016—or 25 percent—relative to current law.

Indexation is necessary to ensure that taxpayers do not lose eligibility for the
EITC. Under current law, an estimated 16.7 million taxpayers with children will
claim the EITC in 1996. If benefit thresholde are not adjusted for inflation, partici-
pation would shrink to 14.8 million by 2000.

Eliminating indexation does not address the issue of fraud and abuse at all. In-
stead, it denies eligibility for the EITC to millions of law-abiding working taxpayers
and reduces the benefits of millions of others who are playing by the rules. A num-
ber of tax provisions are indexed for inflation each year. These include th~ personal
exemption, standard deduction amount, the width of the income tax brackets, the
phase-out ranges for the gersonal exemption and deduction amounts, and the social
security earnings ceiling. It is inappropriate to suspend indexation on the one provi-
sion which is solely targeted to low-income taxpayers.

The amendment would also limit eligibility for the EITC by adding new restric-
tions on the amounts and types of income held by recipients. The investment income
cap would be lowered from $2,360 to $1,000. Net cagital gains and passive partner-
ship and estate income would also be added to the investment income cap. We
would have serious reservations about lowering the investment income cap from
$2,350 to $1,000.

The amendment’s sponsors argue that at(,)&)revailing interest rates, a $1,000 in-
vestment caﬁ is associated with about $16,700 of assets, and that it is inappropriate
to provide the EITC to taxpayers with savings this high. While we agree that tax-
gayers with large amounts of assets should not receive the EITC, we view the

1,000 investment income cap as too restrictive. Low and moderate-income families
should be encouraged to save for down-payments on homes, start-up capital for busi-
nesses of their own, their children’s education or their own retraining. For example,
the median price for a home purchased in 1994 by a first-time homeowner was
$125,000, with an average downpayment of 13.7 percent of the price (or $17,125),
while the costs of a four-year education at a typical state university exceeded
$256,000. Under the proposal, the EITC would be denied to many families saving for
these investments in their futures unless they liquidated their savings or shifted
their investments to exempted assets.

The amendment would also restrict eligibility for the EITC by ex%anding the defi-
nition of income. For purposes of determining eligibility for the EITC, adjusted gross
income would be expanded to include non-taxable social security benefits, child sup-
port payments, non-taxable pension income, and tax-exempt interest. We have seri-
ous reservations about the expansion of adjusted gross income to include these
items.

We have serious concerns about the imposition of an additional tax on social secu-
rity benefits of taxpayers who 3ualify for the EITC. The EITC would be reduced by
uf) to over 19 cents for each additional dollar of social security benefits. Low-income
e derl{ workers with children could be subject to higher taxes on social security ben-
efits than some of their better-off neighbors. In part, a portion of workers’ social se-
curity benefits (as well as non-taxable pension income) represent the return of their
own contributions from previously taxed income. The proposal could affect non-el-
derly workers with yo children, too. The EITC would be reduced or eliminated
for a low-wage worker whose disabled spouse receives disability insurance benefits.
Reducing the EITC benefits of social security recipients could also compound the
work disincentives already present in the social security programs.

The tax system does not count child support as income to the custodial parent be-
cause child support gsyments are a continuation of the other parent'’s obﬁﬁation to
support his or her child. Custodial parents should be encouraged to seek child sup-
port, rather than being penalized for obtaining it. As a result, we have serious res-
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ervations about this provision as well. This provision would also add complexity to
the determination of EITC eligibility and would be difficult to verify. In particular,
the IRS does not currently receive information about child support payments.

In combination, these proposals would reduce the EITC for 19 million taxpayers,
on average, by $602 (2 law measured at 1996 income levels). Taxpagen with two
or more families would be most adversely aﬁ'ected'l!‘)é these provisions. For eight mil-
{:on &paym with two or more children, the EITC would be reduced, on average,

y .
The Administration is committed to improving compliance with the EITC rules.
Its actions in the last two years are clear evidence of this commitment. The compli-
ance problems which the Administration is addressing should not be used as an ex-
cuse to eliminate or reduce the EITC benefits to all low-income working people. Con-
sequently, the Administration strongly opposes proposals to eliminate indexation or
to add complexity to the EITC eligibility criteria.

The Administration is committed to taking additional steps to improve the admin-
istration of the EITC. We would be interested in ex lorin%with Congress legislative
proposals to improve the ability of the IRS to veril; elig ility for the EITC. These
efforts might include requiring States to Ig{gvide compatible and timely data on wel-
fare and food stamp beneficiaries to the , 8o that the IRS could better determine
if an EITC <}ualifymg child was claimed by the appropriate taxpayer. Reporting re-

uirements for non-taxable earned income, which is used in the calculation of the

ITC, could be enhanced as well.

This concludes my remarks. Thank you once again for providing me with the op-
portu,:xity to testify. | would be pleased to answer any questions that the Committee
may have.
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Figure 2: The Earned Income Tax Credit, 1995
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Figure 3: The Earned Income Tax Credit, 1996
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Figure 4: The Earned Income Tax Credit Under

OBRA 1990 and OBRA 1993, Fully Phased In

Workers with Two or More Children, 1996 Dollars
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Figure 5: Average Tax Increase for Taxpayers with Two or More Children
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1896 income Levels
Confirmed Actisal 1998 2000
assumptions assumptions Law Law*
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RESPONSES TO QUESTIONS SUBMITTED BY SENATOR MOYNIHAN

‘ da?uealiop 1: Are there empirical studies which show that food stamps and the so-
security tax discourage work?

. Answer: Food stamps—Food stamp benefits are reduced by 24 cents for each addi-
tional dollar of earnings. As a consequence, the marginal fax rates for low-income
families increase. Among recipients in the phase-out range, food stamp benefits
could cause some individuals, primarily the spouses of other workers, to reduce the
number of hours worked in response to higher marginal tax rates.

There has been little empirical research on the effects of food stamp benefits on
work effort. In ] part, this scarcity of research has been due to the fact that
it is difficult to isolate the effects of food stamp benetits from other low-income as-
sistance programs. Beneficiaries often obtain other low-income assistance in con-
junction with food stamp benefits (e.g., aid for families with dependent children),
and there is generally cg:)nflicaeed interaction between the eligibility rules amongst
these programs. Thus, food stamps are reduced by 30 cents for each additional dol-
lar of AFDC benefits, but AFDC benefits, themselves, are unaffected by the receipt
of food stamp benefits.

In a 1988 study, Thomas Flaker and Robert Moffitt examined the effects of food
stamps, in combination with AFDC, on the labor supply of female heads. They found
that the food stamp program had a modest disincentive effect on female heads, low-
ering weekly hours of work by about .5 hour per week. Among female heads who
were food stamp recipients, the decline in work hours is estimated to be about 1
hour per week or 9 percent. However, the study also found that marginal changes
in the program’s antee or benefit reduction rate had only a small effect on
hours of work by female heads. (Fraker, Thomas and Moffitt, Robert. “The Effect
of Food Stamps on Labor Supply: A Bivariate Selection Model,” Journal of Public
Economics, February 1988, 35(8 pp. 26—56.)

Social security taxes—Much of the theoretical and empirical literature have taken
a comprehensive view of the social security system and its impact on labor supply.
In this view, the payroll tax is viewed as only one of many features which aftect
individuals’ decisions regarding work effort over their lifetime. Other features of the
social security system, such as the accumulation of social security wealth and the
earnings test, also affect an individual’s decision to supply labor at various times
during their lifetime. Accounting for many of these factors, Richard Burkhauser and
John er find that social security system, on net, leads to an increase in work
at younger ages and a reduction in work at older ages. (Burkhauser, Richard V. and
Turner, John A., “A Time-Series Anal:sis on Social Security and Its Effect on the
Market Work of Men at Younger Ages.” Journal of Political Economy, 86 (4), August
1978, pp. 701-15.) Taking into account the effects of the wage ceiling on payroll
taxes, A M. McElwaian and J.L. Swofford find that individuals who expect to have
eamuaga above the wage ceiling during their careers will increase their hours of
work during those years. (McElwaian, A M. and Swofford, J.L., “The Social Securi
Payroll Tax and the Life-Cycle Work Pattern,” Journal of Human Resources, 21 (2),
Spring 1986, pp. 279-87.)

In contrast, many studies which have examined the impact of low-income pro-

s on labor supply have implicitly treated the social security tax as having an
independent effect on labor supply. In these studies, individuals modify their labor
market activities in response to changea in their wages (net of g:yrol taxes) and
income. (Flaker and Moffit, Dickert, Stacy, Houser, tt, and Scholz, John Karl,
“The Earned Income Tax Credit and Transfer Prggmms: A Study of Labor Market
and Program Particigation,” Tax Policy and the Economy, James M. Poterba (ed.),
National Bureau of Economic Research and the MIT Press, 1995, volume 9, pages
1-50.) In effect, these studies assume that low-income individuals are myopic and
thus discount the future benefits received from the social security system. Michael
Wiseman has & sted that there are significant risks in leaving welfare to work,
and that researchers underestimate these risks if they do not view welfare recipi-
ents choices in terms of “real time.” In this view, a welfare recipient’s decision to
work will be based on very short-term net Fains. (Wiseman, Michael, “Welfare Work
Incentives in Real Time,” ager prepared for The National Commission on Employ-
ment Policy, October 20, 1998.)

uestion 2: Have there been any empirical studies showing that the EITC causes
individuals to switch from welfare to work?

Answer: In a 1994 study, Stacy Dickert, Scott Houser, and John Karl Scholz simu-
late the effects of OBRA 1993 on both labor force and program participation. They
find that when fully phased-in, the 1993 EITC expansion will, on net, increase labor
sugzly by 19.9 mxﬂl ion hours relative to 1993 law. In large part, this net increase
in labor supply will be attributable to new entrants to the work force.
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Dickert, Houser, and Scholz also find that %ac.rticipation in transfer pro?raml will
also fall as a consequence of the expanded EITC. They estimate that nearly 400,000
families headed by a single parent will no longer participate in either AFDC or food
stamp. Among married couples, participation in these prof)réims will drop by about
117,000 families. They estimate that the mean annual AFDC and food stamp bene-
fits, in 1994 dollars, are $6,844 and $4,702, respectively, for single-parent and two-

arent families. In contrast, EITC 8faymenu; for single-parent and married couple
Families would be $2,040 and $2,842, respectively. (Dickert, Stacy, Houser, Scott,
and Scholz, John Karl, “The Earned Income Tax Credit and Transfer Programs: A
Study of Labor Market and Prolgram Participation,” Tax Policy and the nomy,
James M. Poterba (ed.), National Bureau of Economic Research and the MIT Press,
1995, volume 9, pages 1-50.)

Questio;t 3: How many EITC recipients have a tax liability, even after receipt of
the EITC?

Answer: In FY 1995, an estimated 12.7 million EITC recipients (or 63 percent of
total EITC recipients) will have a combined pre-credit income and social security tax
g?giéity (including both the employee and employer portions) in excess of their

PREPARED STATEMENT OF LYNDA D. WILLIS

The Earned Income Credit (EIC) is a major federal effort to assist the working
r. As of May 26, 1995, about 17.3 million returns claimed nearly $20 billion in
IC for tax year 1994. Over the years EIC has been intended to (1) offset the impact
of Social Security taxes on low-income workers and (2) encourage low-income indi-
viduals to seek employment rather than welfare. In the 1993 expansion of EIC, Con-
Fress also recognized a role for it in alleviating poverly. GAO’s statement makes the
ollowing points:
e A reliable overall measurement of noncompliance with EIC provisions has not
been made since 1988. But noncor;i)lianee appears to be a {)roblem. The Inter-
nal Revenue Service (IRS) studied electronically filed EIC claims during 2
weeks of January 1994. IRS’ preliminary estimates indicated that 29 percent of
the returns claimed EIC amounts they were not entitled to receive—22 percent
claiming a credit when they were not entitled to it and 7 percent claiming too
much EIC. About 13 percent of EIC return filers may have intentionally erred
requesting or calculating their credit.

Judging by problems spotted by IRS personnel, noncompliance on EIC paper re-
turns is also a concern. As of May 26, 1995, IRS had identified over 3 million
paper returns that lacked valid Social Security numbers (SSN) for dependents
or EIC qualifying children. IRS asked a significant portion of these taxpayers
to provide additional proof of their eligibility.

IRS took several steps this filing season to combat fraudulent or erroneous re-
turns, especially EIC returns. The success of these steps is as yet uncertain.
However, IRS is conducting a study of EIC compliance which will help identify
g\hetp?{ noncompliance was reduced. Study results may not be available until
is fall.

¢ Although EIC is intended to assist the working poor, EIC eligibility criteria
have not considered all of the resources recigienta may have to support them-
selves and their families. However, the Self-Employed Health Insurance Act of
1995 included a provision, effective next year, that denies EIC to claimants who
have income from certain types of assets. The act makes claimants ineligible for
EIC if they receive more than $2,350 annually in specified asset-derived income.
If Congress wishes to revisit this test, it could consider including additional
forms of asset-derived income, such as estate and trust income, as well as
changing the threshold amount.
Another approach to taking into account more of taxpayers’ resources would be
to add certain income to their adjusted gross income when determining EIC
awards. According to Joint Committee on Taxation estimates done for Senator
Roth, up to $2.1 billion could be saved in fiscal year 1997 by recognizing certain
nontaxed income as well as child support payments.

Both an EIC wealth test and an expanded definition of taxpayers’' adjusted
gross incomes (AGI) make EIC more complex and add to the burden on tax-
payers and IRS. Also, since income information reported on tax returns can onl
roughly reflect taxpayers’ actual wealth, using such data to determine EIC eligi-
bility could raise fairness concerns.
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¢ No one knows how many illega!l aliens receive EIC. [llegal aliens may receive
EIC if they meet the credit’s eligibility rules. Awarding EIC to illegal aliens
however, works at cross-purposes with federal policies that prohibit illegal
aliens from legally working in the United States. If the EIC criteria were re-
vised to require that all EIC recigienu have valid SSNs for work pufsom,
which ill aliens are not eligible to receive, then illegal aliens would no

longer qualify for EIC.

Mr. Chairman and Members of the Committee:

We are gleased to be here today to assist in your review of the Earned Income
Credit (EIC). Our testimony is based on a body of work we have done on EIC, in-
cluding our current work for Chairman William V. Roth, Jr., Senate Committee on
Governmental Affairs. It is also based on work we have done related to electronic
filing fraud and the Internal Revenue Service's (IRS) annual performance in proc-
essing tax returns.

BACKGROUND

Originally authorized in 1975, EIC provides assistance to low-income working tax-
payers to offset the impact of Social Security taxes and to encourage them to work.
At various times, Congress has broadened EIC coverage and increased the credit
amount to (1) ensure that EIC amounts would not fall in purchasing power, (2) in-
crease or maintain the progressivity of the tax sgatem, and (3) better ensure that
working individuals would have incomes above the poverty line. As figure 1 illus-
trates, with thesc changes the overall cost ! of EIC is expected to increase more than
five-fold in real terms between 1988 and 1996, when EIC costs are estimated to
total $24.5 billion.

FIGURE 1: GROWTH IN EIC PROGRAM COSTS (FISCAL YEARS 1988-2000)
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t The cost figures for EIC include the portion of EIC that offsets taxes recipients may owe as
well as any refunds beyond taxes due, which are considered a budget outlay. The cost figures
do not include costs leincurs to administer EIC.
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Note: The ons for flecal years 1996 2000 do not include the effect of the re-
cently crea IC wealth test contained in the Self-Employed Health Insurance Act of 1998.
Source: Fiscal year estimates from the Preaidents’ 1890, 1952. 1994, and 1996 budgeta.

The Omnibus Budget Reconciliation Act (OBRA) of 1993 increased the maximum
credit available and the income level at which individuals can qualify for the credit.
For the first time, it granted eligibility to certain low-income taxpayers without chil-
dren. As figure 2 illustrates, the credit gradually phases in, plateaus at a maximum
amount of $3,370 for a taxpayer with two qualifying children in 1996, and then
phases out until it reaches zero. Taxpayers who qualify for EIC receive a credit
against any taxes they may owe and a refund for any amount by which their EIC
exceeds taxes owed.

FIGURE 2: RANGE OF EIC POR RECIPIENTS WITH TWO QUALIFYING CHILDREN (EFFECTIVE
IN 1996)

GAC  Range of EIC for Recipients With Two
Qualifying Children (1996)

Earned income credit (1994 dollars)
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noome each $1 of income

8ource: Congressional Research Service.

The Self-Employed Health Insurance Act of 1995 further modified the EIC. Al-
though the overall approach of phasing EIC awards in and out on the basis of tax-
payers’ income was not changed, the act incorporated a test which will deny the EIC
to claimants who receive interest, dividends, tax-exemgt interest, or positive net
rental and royalty income whose sum is more than $2,350 annually.

NONCOMPLIANCE AND IR8 ENFORCEMENT EFFORTS

Noncompliance has been and continues to be a problem with regard to EIC.2 IRS
has expanded its effort to detect and deter EIC nuncompliance.

Extent of Noncompliance

Noncompliance is not a new problem for the EIC. For instance, compliance meas-
urements done by IRS in 1 estimated that about 42 percent of EIC recipients

fr: ubtlloncomplianca includes erroneous EIC claims caused by negligence, mistakes, confusion, and

92-781 0 - 95 - 5
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received too large a credit and about 34 percent of the total EIC paid out may have
been awarded erroneously.

Although a current, statistically valid measure of overall EIC compliance does not
exist, the results of limited studies and of IRS efforts to enforce EIC 8 t that
a significant compliance problem remains. An IRS study of electronically filed EIC
returns during a 2-week period in Jan 1994 produced a preliminary estimate
that 29 percent of the returns cleimed EIC amounts they were not entitled to re-
ceive—22 percent claiming a credit when they were not entitled to it und 7 percent
claiming too much EIC. The total amount of dollars overclaimed represented about
24 percent of the EIC claims during the 2-week period studied. Thirteen percent of
tb:l mﬁt.aunés were judged to contain intentional errors—a surrogate measure of pos-
sible fraud.

Compliance problems in the opposite direction also occurred among EIC claim-
ants. 2-week feriod studied, IRS estimates that about 3 percent of EIC re-
turne claimed less EIC than they should have—amountiniebo about 2 percent of
total dollers claimed. Researchers also have estimated that between 14 and 25 per-
cent of sligible families in 1999 did not claim the credit.?3

When considering actions to address the EIC's noncompliance problem, the per-
spective of noncompliance problems in other programs may be useful. Whether EIC
noncompliance is higher than for other p 8 depends in part on what the EIC
is compared to and what is considered in making the comparison.

Within the tax system, the EIC noncompliance rate tends to be high, but is not
the highest. For instance, IRS believes that “informal sugpliers”—se -employed in-
dividuals who operate on a cash basis—do not report 89 percent of their income.
The self-employed as a group a'» estimated to underreport their income by 64 per-
cent. Of course, these examples ure for compliance in reporting income to pt:x taxes.
In contrast, the EIC is a refundable credit, with most of the funds distributed classi-
fied as federal outlays.

Among federal outlay programs that are similar in size to the EIC and serve simi-
lar populations, noncompliance rates o:spear to be lower than the EIC’s. According
to state-reported data, in 1992 the Food Stamp program over-issued food stamps to
17.6 esercent of applicants. State—rerorwd data also show that the program under-
issued food stamps to 9.9 percent of applicants. Overall, Food Stamp overpayraents
in 1992 refresented about 8.2 percent of total benefits paid under the program We
were unable to find an estimate of overpayments to applicants for the Aid to Fami-
lies with Dependent Children (AFDC). The AFDC program had overpayments rep-
resenting 5. t'{mvcent of total AFDC benefits in that year.

However, the lower noncompliance rates for these progams are associated with
administrative costs that likely are many times higher than those of EIC because
case workers are required to verify the recipients’ qualifications or need. In 1993,
AFDC administrative costs represented about 11.6 percent of total AFDC expendi-
tures and Food Stamp administrative costs represented about 12.4 percent of ex-
penditures. EIC administrative costs are not compiled by IRS. However, based on
average processing costs for tax forms and assuming that all of the cost of identify-
ing and 1nvestigating fraudulent refund schemes is EIC-related, we believe that EIC
administrative costs may not exceed 1 percent of EIC program costs.

IRS Efforts to Detect and Deter Noncompliance

This filing season, IRS expanded its efforts to ensure taxpayer compliance. In
doing so, used lessons learned from its 1994 study and enforcement experience
to improve its systems of identifying possible noncompliant returns. Verifying Social
Security Numbers (SSN) validity was key to IRS’ efforts. IRS checked the validity
of SSNs—e an?cing its efforts this year primarily to emphasize those used for de-
pendents and EIC-qualifying children. As of May 26, 1995, IRS had identified 4.3
million instances of problems with EIC and non-EIC returns that had been filed
electronically. IRS rejected the tax returns associated with these problems. How-
ever, the number of rejected returns is unknown. ¢ As of May 26, 1995, IRS had also
identified over 3 million paper returns that lacked valid SSNs for dependents or
EIC-qualifying children. asked a significant portion of the taxpayers to provide
additional proof of eligibility. S

3Yin et al., Improving Delivery of Benefits to the Working Poor: Proposals to Reform the
Earned Income 7",3 szt ;4 American Tax Policy Institute, Feb. lgd.

4 Because a return can be for more than one reasun, the number of notices may exceed
the number of returns. IRS does not know how many of these returns were submitted by (1)
gmm attempting to defraud the IRS or (2) taxpayers or tax preparers who made mistakes

recording or tranacribing SSNs. .

3The President’s proposal, discussed on m 16, would require EIC claimants to have valid
S8Ns for themselves, their spouses, and EIC-qualifying children. The proposal also re-
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Not surprisingly for such a new initiative, some problems occurred. The expanded
SSN verification procedures for paper returns identified many problem returns, but
some that should have been selected were not. IRS identified approximately the vol-
ume of paper returns with invalid SSNs that it had expected to handle during the
filing season. However, the volume of these returns fluctuated widely among IRS
Service Centers. For example, one Service Center received about 360 percent of its
fix&ected volume, while another received only 61 percent. For the 1995 filing season,

was not able to redistribute the workload among the Service Centers. As a re-
sult, Service Centers used somewhat different criteria for determining which tax-
payers would be asked to provide additional evidence of their EIC eligibility. Com-
puter groblems also occurred dm'ingl the filing season, which caused some returns
not to be selected when they should have been.

In addition, IRS delayed refunds primarily in an attempt to identitz SSNs used
on more than one tax return—its duplicate SSN effort. (IRS had identified duplicate
SSNs as a problem during the 1994 filing season.) By May 26, 1995, 6.4 milhon re-
funds (primarily EIC returns) had been delayed up to 8 weeks.

RS also experienced some problems as it began checking for duplicate SSNs.
These problems included difticulties in constructing the database to use in identify-
ing duplicate SSNs, poorly organized computer listings that enforcement personnel
found difficult to use, and cumbersome procedures for coordinating the work of dif-
ferent IRS Service Centers. IRS is analyzing the results of this year’s initiative and
plaxlla to make changes for 1996. Further automation of the process is a primary
goal,

The steps IRS took this year seem to have been focused appropriately on current
indicators of problematic returns. However, it is still too early to assess the success
of IRS’ new or expanded enforcement initiatives. IRS is oonductin%}? study that
should yield statistically-valid measures of compliance with EIC. This study in-
cludes both electronic and paper returns filed throughout the filing season. The
study should shed light on whether compliance has improved subsequent to the IRS
tlzggasrcement initiatives. However, results probably may not be available until fall of

Additional Efforts Needed

Although some improvement in EIC compliance levels may resuit from IRS' ef-
forts to better veri IC claimants’ eligibility before processing refunds, IRS cannot
currently verify all eligibility criteria before sending refunds to taxpayers. In the
long run, sound enforcement of EIC may require even better verification of recipi-
ents’ eligibility before refunds are made.

We have made several recommendations in the past that could help to make EIC
less of a problem for IRS and taxpayers. As discussed more fully in appendix I,
those recommendations called for (1) eliminating differences between the definition
of a qualifying child for EIC purposes and the definition of a dependent for purposes
of claiming a dependency exemption; (2) encouraging the advance payment option,
whereby persons eligible for EIC can choose to receive it in advance as part of their
paychecks; and (3) moving toward more timely computer matching of employer wage
information with tax return data.

BETTER MEASURING EIC FILERS' RESOURCES TO DETERMINE ELIGIBILITY

Although EIC is intended to provide assistance to the working poor, claimants’
wealth is not taken directly into account in determining EIC eligibility or the
amount of the credit provided—as it is for certain welfare programs. Howeve:, the
Self-Employed Health Insurance Act of 1995 created a test of EIC claimants’ wealth
that will be effective as of January 1, 1996. This test does not include some types
of income taxpayers may receive.

At Chairman Roth’s request, we assessed the changes in overall EIC costs that
might result from including a wealth test and a more comprehensive adjusted gross
income test in determining EIC eligibility and credit amounts. We also evaluated
the administrative implications of implementing these tests. :

Generally, to facilitate administration of the expanded eligibility tests, we re-
stricted the income items used in the tests to those that are currently reported in
some form on the individual’s income tax return. For the wealth test, we analyzed
asset-derived income such as taxable interest and dividends, tax-exempt interest, es-
tate and trust income, rental income, and capital gains. For the expanded adjusted
gross income test, we first analyzed the impacts of including nontaxed Social Secu-

quests authorization to use a sim

lified &meedure to handle returns lacking such 8SNs. This
propoeal may not assist IRS in dearing wi

invalid dependents’ SSNs.
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rity income, tax-exempt interest, and nontaxed pension distributions in the tax-
payer's EIC-adjusted gross income. At Chairman Roth's request, we subsequently
added child support payments—which do not currently appear on any IRS form—
to the income items.

After we discussed the results of our initial review of the asset-derived income on
tax returns that could be included in a wealth test, the potential magnitude of
change in EIC payments that would result, and the administrative issues associated
with incorporating such a test into EIC, Senator Roth requested revenue estimates
covering the next 5 years from the Joint Committee on Taxation. The Joint Commit-
tee estimates indicated that potential savings were significant, but that they varied
depending on the types of income included in a wealth test and the threshold used
to disqualify EIC claimants.

We similarly analyzed the effects of expanding taxpayers’ adjusted gross incomes
for EIC purposes to include nontaxed Social Security income, tax-exempt interest,
and nontaxed pension distributions. For child support payments, we reviewed the
administrative issues associated with including such income in an expanded ad-
justed gross income test. According to Joint Committee on Taxation estimates, ex-
panding adjusted gross income to include nontaxed Social Security income, tax-ex-
empt interest, and nontaxed pension distributions could yield $1.45 billion in EIC
savi in fiscal year 1997. Adding child support payments to the expanded ad-
justed gross income would increase those savings by another $686 million according
to Joint Committee estimates.

A disadvantage of an indirect wealth test or an expanded adjusted gross income
definition is that both would add to EIC’s complexity and administrative burden.
Complexity, which has been a continuing EIC issue, can lead to increased errors
and dissuade deserving taxpayers from claiming the credit. Of those potential
changes to EIC criteria that we analyzed, adding child support to adjusted gross in-
come likely would cause IRS the greatest administrative problems, because does
not have a ready way to verify such income.

There also are significant limitations in measuring potential EIC recipients’ ac-
tual wealth by the income they reported on tax returns. For instance, this test
would not measure the value of such taxpayer assets as capital stock funds that
yield little, if any, annual income. These limitations could raise concerns that tax-
payers with similar wealth could be treated differently for EIC.

e President’s Budget proposals for fiscal year 1996 also included a change in
EIC eligibility criteria—that EIC be denied to anyone whose egate interest and
dividend income exceeded $2,600. The $2,5600 threshold was to be indexed for infla-
tion. The President’s proposal was incorporated into H.R. 831. During congressional
consideration of the bill, the test was modified. As ultimately passed, the test will
deny EIC to claimants who receive more than $2,350 annually in interest, divi-
dends,. tax exempt interest, or positive net rental and royalty income. The 52.350
threshold will not be indexed for inflation. Options for widening asset-derived in-
come included in the test include using net estate and trust income, net capital
gains, and lower threshold levels. Adopting an expanded definition of taxpayers’ ad-
Jjusted gross incomes also remains as an option for taking taxpayers’ resources more
fully into account when determining EIC eligibility and credit amounts. s

ILLEGAL ALIEN RECIPIENTS

The Internal Revenue Code does not prohibit illegal aliens from receiving EIC, if
they meet the prescribed eligibility requirements. However, illegal aliens cannot be
employed lawfully in the United States. Because EIC is intended in rart to encour-
age :ltpployment, it works at cross purposes to the prohibition on employment of ille-

iens.

Although no one knows how many illegal aliens may be claiming and receiving
EIC, IRS officials estimated that a minimum of 160,000 taxpayers, out of about 8.7
million who filed paper returns claiming EIC in 1994, were likely to be illegal
aliens.? IRS expecteci most of these refunds to be denied because taxpayers likely

SThese options are discussed in our l;&ort, Earned Income Credit: Targeting to the Working
Poor (GAO/GGD-95-122BR, March 31, 1996).
7IRS8 officials made this estimate based on their enforcement experience and the number of
taxpayers entering a code “205(c)" instead of an SSN for their qualifying child. EIC claimants
are required to provide an SSN or ayer identification number for themselves and their
i children. The designation c) is often used by taxpayers to indicate they are not
igible to receive an SSN. Due to a change in how data are compiled, IRS no longer separately
identifies the number of 205(c) codes entered by taxpayers in place of SSNs.
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would not support their claims by verifying that the qualifying child met the age,
relationship, and residency requirements.

Some own portion of returns may also be filed by illegal aliens who use SSNa
belorgnbf to other individuals. If successfully implemented, IRS’ new efforts to de-
tect 8 that are invalid or have been used on more than one tax return should
reduce the number of illegal aliens as well as U.S. citizens incorrectly receiving EIC.

A Senate bill introduced by Senator Roth in 1994 and the administration’s pro-
posed Tax Compliance Act of 1995 (H.R. 981 and S. 463) would deny EIC to illegal
aliens. The administration’s proposal would re%uire that all EIC claimants provide
SSNs that are valid for employment in the United States for themselves, their
spouses, and their EIC-qualifying children. Because illegal aliens do not quafify for

Ns that are valid for employment in the United States, t}&eg would not be able
to receive EIC. The administration’s proposal would permit IRS to use streamlined
gtéolgedures to enforce the requirement that EIC claimants have valid work-related

8.

The administration estimates that requiring all EIC recipients to provide valid
work-related SSNs, and using streamlined procedures to enforce this requirement,
would éielc_l about $400 million in savings in fiscal year 1997.

Mr. Chairman, this concludes my re%%red statement. My collea%xes and I would
welcome any questions that you or Members of the Committee may have.

APPENDIX 1

WHAT COULD BE DONE TO MAKE EIC LESS OF A PROBLEM?

Refundable credits, like EIC, pose a challenge for tax administrators. In addition
to the concerns about fraud, there also is concern that not all those eligible for EIC
are receiving it. We have made several recommendations in the past that could help
to make EIC less of a problem for IRS and taxpayers.

The definitions of a qualifying child for purposes of claiming EIC and of a depend-
ent for p ses of claiming a dependency exemption are not the same. A key dif-
ference in the two definitions is the requirement, for purposes of claiming a depend-
ency exemption, that the taxpayer provide over 50 percent of a dependent’s support
(usually referred to as the “support test”). There is no support test in the definition
of a qualifying child for EIC purposes. We addressed this problem in a March 1993
report in which we analyzed four alternatives to simplify the laws on dependent ex-
emptions, including two that would change the support test.® On the basis of our
analysis, we recommended that Congress consider enacting legislation that would
substitute a residency test similar to that used in the EIC program for the depend-
ent support test when the dependent lives with the taxpayer.

A second issue is the timing of payment. Persons eligible to receive EIC can
choose to receive it in a lump sum payment after filing a tax return or in advance
as gart of their paycheck. In February 1992, we reported that fewer than 1 percent
of EIC recipients in 1989 took advantage of that second option.® Although use of
the advance payment option would help taxpayers benefit from the credit sooner,
it could also create problems for IRS if persons receiving the advance payment file
a tax return later but did not report that they had received the credit in advance.
Under IRS’ returns processing procedures in place at the time we did our review,
those persons could receive the credit again as a lump sum payment. We rec-
ommended that IRS take various steps to (1) better ensure that eligible taxpayers
are aware of the advance payment option and (2) prevent those who take advantage
of that option from receiving the credit a second time. IRS has taken stefs to better

ublicize the availability of the advance parment option and is manually checking
or duplicate payments of EIC. Advance EIC remains, however, a rarely used op-
tion—as of May 26, 1995, about 1 percent of EIC recipients had repo using the
advanced EIC for tax year 1994. .

With respect to fraud on electronically filed returns, we recommended in Decem-
ber 1992 that IRS work toward electronically matching employer wage information
with electronic return data.!0 As of June 1995, IRS had not implemented our rec-
ommendation, largely because that kind of match is currently beyond IRS’ computer
capabilities. Current , employer wage information other than that provided by tax-
payers is not available to until after it has processed taxpayers’ returns. This

'MIWM: Erroneous Dependent and Filing Status Claims (GAO/GGD-93-60,
9 Barned Income Tax Credis: Advance Pa{ment Option Is Not Widely Known or Understood by

the Public (GAO/GGD-92-28, Feb. 19, 1992 ; .
19Tax inistration: IRS Can Improve Controls Over Electronic Filing Fraud (GAO/GGD-

Administ
98-27, Dec. 30, 1992).
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is because of the time it takes to verify the information and correct any errors.!!
IRS has begun to test the possibility of getting partial t'Kear'u wage information from
the states and using it as a means of verifying that the u:ipayer is employed and
as a source of information on the taxpayer’s amount of earned income.

PREPARED STATEMENT OF GEORGE K. YIN

Mr. Chairman and Members of the Committee:

Thank you for inviting me to testify before your committee on the earned income
tax credit (EITC) program. I am a consultant to the Treasury Department’'s Task
Force on Tax Refund Fraud, and have performed research on the EITC under the
sponsorship of the American Tax Policy Institute, a nonpartisan organization inter-
ested in promoting sound tax policy, but I appear before you today in my individual
capacity and not as representative of any group.

e pu.rlpoae of my testimony is to explain how the EITC program can be reformed
to accomplish its objectives more effectively and efficiently.

A. OBJECTIVES AND GROWTH OF THE PROGRAM; THE CONTINUING PROBLEM OF
NONCOMPLIANCE.

The EITC mﬁr&m provides cash assistance to low-income working families by
means of a re able income tax credit. The program is intended to rebate the pay-
roll taxes of such families and to provide them with greater income security and a
work incentive, all very laudable goals. As a result, since its inception, the program
has benefited from broad, bipartisan support and, particularly over the last ten
years, it has grown tremendously fast. The following table compares the growth in
total federal expenditures for the major means-tested income-support programs be-
tween 1986 and 1996:

GROWTH IN FEDERAL EXPENDITURES FOR MEANS-TESTED INCOME-
SUPPORT PROGRAMS, 1986-96

Total Federal Expenditures and Growth Rates

R 1996 1986-96
1966 1993 1966-93 in- :
Program : Y nding increase
spending spending crease "’(';.,oj_) (proj.)

EITC ...virercvrreennnrenaenes 2.0 13.2 560% 25.1 11156%
88l . 9.5 20.3 114% 27.0 184%
Food stamps .................... 12.5 248 98% n/a n/a
AFDC ........coevrververennns 9.2 13.8 50% 148 681%
Source: U.S. House Comm. on Ways & Means, Overview of Entitlement Programs: 1994 Green Book: Back-

Material and Data on Within the Jurisdiction of the Committee on Ways and Means (Comm.
int 1964) at 262 (Table 6-26), (Table 10-21), 704 (Table 16-13), 782 (Table 18-11). All spending figures
are in billions of dollars uradjusted for inflation.

The table indicates that since 1986, the EITC program has grown far faster than
all of the other major means-tested income-support programs, with the nominal
growth in the EITC program between 1986 and 1996 projected to be over 1000 per-
cent. According to these figures, by 1996, federal spending for the EITC Aﬁ)r(égram
will be over one and one-half times as much as the federal Share of the pro-

gram.

Unfortunately, the strong support for the program and its rapid growth have not
been accompanied by close scrutiny of its basic design and operation, with predict-
able consequences. There is not yet any reliable data on noncompliance rates follow-
ing the major changes to the program enacted in 1993 and first effective in 1994
and subsequent years. But in a study of EITC-related returns filed for tax fvear
1993—when the EITC program was considerably smaller than its projected 1996
levels—the IRS found an excessive EITC claim rate of about 26 percent (by dollars
excessively claimed) and 38 percent (by number of excessive claims), and an

11Under the Electronic Management System—one of many planned components of Tax Sys-
tems Modernisation—IRS expects to electronically receive tax returns, tax information docu-
ments (like W-28), and correspondence. Electronic transmission of W-2s would enable IRS to
more g:ickly verify and correct the information, thus offering the possibility of having that in-
formation available to match with data being reported on electronic returns.
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underclaim rate of about 1 percent (by dollars) and 6 percent (by claims).! If the
rate of underclaims represents a very rough indication of the level of inadvertent
taxpayer error, these figures suggest an extraordinarily high intentional error rate,
in the range of 26 percent of dollars claimed and 32 percent of total claims.2 Al-
thouﬁh the 1993 tax year study only involved a small sample of tax returns claiming
the EITC and filed electronically during two weeks in J‘;nuary, 1994, the results
are consistent with those of earlier IRS studies conducted in 1982, 1985, and 1988.
In short, the program has ﬂgrown very large very quickly, probably too quickly for
any agency to administer e ectively.

Commissioner Richardson "1as expressed some optimism that studies con-
ducted earlier this year of the 1994 tax year will reflect a declining EITC error
rate.® But whatever the latest statistic, design features of the present program vir-
_tuallljé guarantee continuing administrative difficulties in the future. Those features
include—

e a sizable cash benefit potentially available to any taxpayer willing to file a
claim and to certify himself or herself as eligible;
o administration of the iro am by an agency, the IRS, whose mission has not
traditionally included the delivery of welfare-type benefits;
e the existence of tax laws and administrative procedures designed to prevent un-
derstatements of income, not overstatements;
e a complex but largely unsupervised claims process involving claimants with rel-
atively low levels of education; -
* eligibility rules based in part upon complicated family composition and respon-
sibility issues; and
¢ constantly changing eligibility standards.
In the following sections, I describe how major reform of the Jarogram holds out
the possibility of accomplishing its objectives more effectively and with less govern-
ment waste.

B. PROVIDING S8OME PORTION OF THE EITC BENEFIT AS A DIRECT GOVERNMENT
EXPENDITURE.

Most analysts believe that although the tax system promotes higher participation
in a welfare-type program like the EITC, the potential for noncompliance is also
greater. In other words, the tax system transfers benefits pretty effectively, both to
those entitled to the benefit and, unfortunately, to those not so entitled. Indeed, in
some research I recently completed with several others, we tentatively arrived at
exactly that conclusion. Compared to programs like AFDC and food stamps, we
found that the EITC program has a higher participation rate but also a higher non-
compliance rate.4 Thus, if Congress is willing to sacrifice some participation in ex-
change for improved compliance, it ought to reconsider whether the tax System is
the appropriate vehicle to deliver the welfare element of the EITC benefit.

I realize that providing even some part of the EITC benefit as a direct govern-
ment expenditure rather than through the tax sﬂstem is contrary to much academic
thinking and would have its drawbacks. After all, the tax system is thought to pro-
mote participation, eliminate the stigmatizing effect on pro beneficiaries, and
provide benefits with lower administrative costs than a direct expenditure pro-

!8ee Hearing Before the Senate Committee on Finance on the Earned Income Tax Credit Pro-
gram, 104th Cong., 1st Sess. (1995) (statement of Margmt Milner Richardson, Commissioner
of Internal Revenue) [hereinafter Richardson Finance Committee statement) at Appendix ,p.6.

21n its preliminary analysis of the same returns involved in the study, the IRS estimated the
intentional error rate to be 12 percent of dollars claimed and 13 percent of total claims, still
remarkably high figures. S8ee U.S. Gen’l Aocts.gOfc., Earned Income Credit: Ta: etinf to the
Working Poor, GAO/GGD-95-122BR (March 1 E%hg. 15. These estimates wemrﬁrxe y based
upon the sulg);ective assessment of the reviewing agent as to the reason for the error, see
Richardson Finance Committee statement, note 1, at Appendix, p.3, and were not updated in
Commissioner Richardson’s latest testimony. ] L

Hearings Before the Senate Committee on Governmental Affairs on the Administration,
Design, and Eftectiveness of the Earned Income Tax Credit, 104th Cong., 18t Sess. (1995) (state-
ment of M:?ant Milner Richardson, Commissioner of Internal Revenue), at 13-14.

4We found the EITC participation rate in 1890 to be beween 75 and 88 percent, or more than
recent participation estimates of beween 62 and 72 percent for AFDC and- beween 54 and 66
Rercent for food stamps But an EITC ineligibility rate of around 82 percent was considerably

igher than excessive claim rates of six percent for AFDC and 7.3 percent for food stamps in

1990. See George K. Yin, John Karl lz, Jonathan B. Forman, and Mark J. Mazur, Im-

gm‘ﬁng the Delivery of Benefita to the Working Poor: Pro to Reform the Earned income
ax Credit Program, 11 Amer. J. Tax Policy 225, 244, 252-53 (1994).
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gram.S But after 20 years of experimentation, the disadvantages of delivering the
welfare element of the EITC through the tax system are also increasingly evident.
Asige from compliance considerations, here are some additional reasons to favor de-
livery thro an expenditure program:

1. Consolidation of budget responsibility.—Under current law, budget re-
sponsibility’ over welfare-type programs is dispersed—the EITC, for example, is pro-
vided through the federal tax system whereas welfare benefits are provided as direct
federal and state expenditures. The dispersal of responsibility may promote a waste-
ful use of government resources. For example, at a recent Senate hearing, a witness
testified that welfare caseworkers may actuaily encourage welfare recipients to file
exaggerated EITC claims in order to maximize the amount of EITC benefit available
to them. ¢ Quite clearly, there would be no incentive for that particular form of non-
compliance if budget responsibility over the EITC program were consolidated with
that of other welfare programs.

More generally, Co 88 i8 presently considering the conversion of various enti-
tlement p ms benefiting low-income households into block grant programs to be
administered by the states. In that consolidation effort, Congress ought not to over-
look the EITC program. As currently designed, the EITC program is an open-ended
entitlement program administered g the federal government. Claimants meeting
the conditions of the tax statute and, indeed, far too many who don’t meet those
conditions, are “entitled” to the EITC cash benefit. it may well be that Congress
wants to confer “preferred” status on the EITC program and maintain its entitle-
ment nature. But that judgment should be made afg-mativel , and not by default
due to the fact that the program is part of the tax system. If integrated with the
welfare system, the EITC program could be a valuable source of funds to finance
work initiatives to be administered by the states.

2. Elimination of %\(xflicate government bureaucracies.—Perhaps the most
important gou of EITC recipients are those who are still receiving some amount
of welfare benefits. They are likely to be very poor, yet may be trying to work them-
selves off of welfare. Unfortunately, such families must encounter two bureacracies,
the IRS and the welfare system, to receive the benefits to which they are entitled.
Indeed, because of the EITC program, the IRS is gradually duplicating the | and
well-developed bureaucracy already in existence in the welfare system to deal with
questions of eligibility. Integration of some portion of the EITC program with the
welfare syatem would eliminate this wasteful duplication of tasks.

To illustrate the problem, consider the rough “wealth test” recently enacted by
Congress as a condition for EITC eligibility. ? As this committee well knows, welfare

rograms have long contained far more precise (and restrictive) wealth and asset
imitations for welfare eligibility.® It would be much more efficient for a single bu-
reaucracy to administer appropriate wealth and asset restrictions for both types of
benefits under a single set of rules.

In fact, if it is not soon consolidated with welfare programs, I predict the EITC
program will shortly requirec more refinements re(i‘uirmg the use of further IRS re-
sources. For example, some of my law students this gast year, some with respon-
sibility for young children and some without, discovered that working for six to eight

3 S8ee Hearing Before the Senate Committee on Finance on the Earned Income Tax Credit Pro-
ﬂm. 104th Cong., 18t Sess. (1995) (statement of Lynda D. Willis, Assoc. Dir., Tax Policy and

min. Issues, Gen'l Gov't Div., U.S. Gen'l Acctg. Ofc.) (hereinafter Willis statement) at 7-8 (ad-
ministrative costs of AFDC and food stampse constituted about 12 percent of program expendi-
tures whereas costa to IRS in administeri EITI(:)rBrogram may not exceed one percent of total
expenditures). The administrative costs of the E program, however, include not just the ex-
penses to the IRS of processing and investigating claims but also (1) compliance costs to EITC
recipients, both in terms of time spent and money paid for tax return preparation {(cf. Joel
Slemrod and Nikki Sorum, The Compliance Cost of the U.S. Individual Income Tax System, 37
Nat'l Tax J. 461 (Dec. 1984)); (2) compliance costs to non-EITC recipients, who bear the burden
of dealing with longer, more complicated tax forms and instructions; (3) the cost of benefits erro-
neously paid to ineligible EITC recipients as a result of their noncompliance; and (4) the loss
multin? from greater public disres for the tax system because of the well-publicized high
levels of EITC noncompliance. Further, as discussed later in the text, the duplication of costs
already incurred by other parts of the bumucmcéowould seem, in any event, to be wasteful.

¢See Hearings Before the Senate Committee on Governmental Affairs on the Administration,
Design, and Eﬁoctiveness of the Earned Income Tax Credit, 104th Cong., 1st Sess. (1995) (state-
ment of Donald R. Huston).

7800 the Self-Employed Health Insurance Act of 1985, P.L. 104-7, § 4 (1995) (denying the
EITC to taxpayers whose combined taxable and tax-exempt interest, dividends, and positive
non-business rents and royalties for the taxable year exceed $2,350). )

$For example, AFDC recipients generally may not have more than $1,000 in resources, not
including the value of their home and certain other basic maintenance items. See 42 U.S.C. §
602(a)X7XB) (1994); 45 C.F.R. § 233.20(a)X3XiXB) (1993).
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weeks during the summer at Wall Street law firms made them newly eligible for
the EITC benefit. This is a surprising result given the high rate of compensation
for their work, the $80,000 per year or more some of them will earn right r grad-
uation, the support provided to some of them by relatives and friends wl'xiil;a in
school, and the potential of such support available to some of them from their
wealthy families. Yet because EITC eligibility relies upon the income of the tax fil-
ing unit, which does not include household or parental resources and iucome (other
than income of a spouse), and considers only current levels of annual income, my
students are eligible for the benefit. In contrast, most welfare programs at least con-
sider the income and resources of other persons in the same household as the recipi-
ent in determining eligibility, make eligibility decisions based upon monthly infor-
mation, and bar certain full-time students from receiving benefits altogether.

Let me make plain to the committee that I am not urging enactment of a new,
“anti-law student” condition to EITC eligibility although that may be the unin-
tended consequence of my testimony. I am simply using the example as an illustra-
tion of the type of refinements to the EITC program that may be necessary if Con-
ﬁ?s“ really wants to target that benefit for the truly deservin%eWhy uire the

to enforce all of those rules when they already exist and are being implemented
by comparable spendingdaroqmms?

3. Improving the effectiveness of work incentives.—A final factor concerns
the effectiveness of the EITC as a work incentive, and here, let me relate to the
committee a recent experience I had observing a low-income taxpayer being pro-
vided tax return assistance by a VITA volunteer. At the outset, the taxpayer ex-
sressed concern that because she had had only a small amount of taxes withheld

uri thwear, she might owe some money to the IRS. After examin?dg her situa-
tion, the VITA volunteer proceeded to inform her that she was entitled to about a
$2,000 refund from the . Mr. Chairman, I wish I were capable of describing for
you the look on that woman'’s face.

Now that was obviously a very pleasant iieee of information for the volunteer to
convey and the taxpayer to receive. But I kept thinking about the work incentive
effect of the $2,000. Did the money have any effect on her decision to work, or to
continue and increase her work effort? Or was it perceived simply as a return of
overwithheld taxes, a product of the VITA volunteer’s ingenuity, or as former CBO
director Robert Reischauer once commented, a windfall like a winning lottery tick-
et,® all of which might, in fact, induce less work in the future? In short, because
the EITC benefit is delivered through the tax system, which is a mystery to most
Americans, because well over half of EITC recipients obtain some type of ~ssistance
in filing their tax return, and because virtually all recipients obtain the benefit as
a lump sum rather than geriodically in their paychecks, it is not at all clear what
the recipients comprehend when they receive their EITC check, with resulting un-
certainty as to the labor supply effect of the credit. !0 If the benefit were provided
as a d'irect expenditure, the critical link between work and reward could made
more clear.

C. REDESIGNING THE EITC PROGRAM WITHIN THE TAX SYSTEM.

Assuming the EITC benefit will continue to be provided through the tax system
what other design changes might eliminate waste and improve its effectiveness’
Here are two ideas. First, Congress could replace much of the program with an ex-
emption from the payment of payroll taxes on the first $5,000 or $10,000 of wages. !
The exemption might apply to the emploree or the e‘r:&)loyer’s portion of those taxes,
or both. As this committee knows, the EITC originated in gart as an effort to rebate
to low-income workers the payroil taxes collected from them. Instead of collecting
such taxés and then tryin, ]E to return those amounts to workers in the form of the
EITC, it would make much more sense aimply to refrain from collecting the payroll
taxes in the first place.

The beauty of this idea is that an exemption could be easily administered by em-
ployers through an adjustment to the payroll tax withholding tables. Taxpayers
would not need to file returns to fet the benefit—the ultimate simplification for
them—eo participation levels would be high. Further, the link between work and
reward would be more evident because the benefit would arise in each “Saycheck
rather than as a lump sum at the end of the year. Finally, compliance could be ex-

6 ’1% Swr;z Mufson, Clinton’s Social Safety Net: A Bigger Tax Credit, Washington Post, Mar.
" 05ee 1.8, Jt. Comm. on Tax'n, Present Law and Issues Relating to the Earned Income Tax
Credit (JCX-24-95), June 7, 1995, at 11,
1180e m K. Yin & Jonathan B. Forman, Redesigning the Earned Income Tax Credit Pro-
gram to o More Effective Assistance for the Worki oor, 59 Tax Notes 851 (1993).
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Eected to be very high because there would be no net cash benefit being transferred

y the government back to taxpaYers. Hence, the incentive to commit fraud to ob-
tain the benefit would not be nearly as strong as under the current program.

_To be sure, many in Congress might be fearful of tampering with the Social Secu-

ty system. rI'hey might object to a proposal that decouples the link between Social
Security taxes and benefits. The reality, however, is that for low-income workers,
the E program has already deooupled the link between taxes and benefits. Such
workers ostensibly pay Social Securitf'lt.éxee, and thereby become entitled to Social
Security benefits, even though the E payment completely reimburses them for
their Social Security contributions. They, in effect, pay no Social Security taxes yet
are entitled to receive Social Security benefits. My proposal is simply to accomplish
the exact same result but in a direct fashion, by not collecting the Social Security
taxes in the first instance.

Another reform idea is to provide some of the EITC benefit to low-income workers
through their employers. !2 For example, a tax credit could be awarded to the em-
ployer of certain qualifying workers. The theory is that the same general trans-
action—the hiring and compensation of a qualifying worker—can be subsidized by

roviding a direct benefit to either the employer or the worker in the transaction
if the benefit is capitalized in the oomgensatlon arrangement,

Once again, the advantage of this idea would be to simplify administration of the
program. It would be easier to administer because of the far fewer numbers of em-
ployers than workers. Further, employers are more used to dealing with the IRS
than are low-income workers so that at least noncompliance due to unintentional
errors should be reduced. Finally, the greater dollar amounts involved per-employer
rather than per-worker would make IRS enforcement efforts more cost-effective. In
a sense, this idea would convert part of the EITC program into a mini-block grant
program totbe administered by the business community rather than by the federal
government.

True, the exﬁerience with a similar employer tax credit, the targeted jobs tax
credit (TJTC), has not been very positive. But a number of features unique to the
TJTC profgram—its start and stop history, the limited duration of the subsidy to a
portion of first year wages, the highly targeted nature of the subsidy directed to-
wards individuals like ex-convicts who are undoubtedly the subject of negative
stereotyping, to name a few—may help to explain that program’s ineffectiveness. In
contrast, a broadly applicable, employer-based subsidy program which is permanent
has the potential for avoiding many of the TJTC's pittalls.

D. DISENTANGLING THE EITC PROGRAM.

Perhaps the optimal reform would be to disentangle the various components of the
program and to divide the program into its natural pieces. For example, a
small part of the EITC benefit would fit comfortably within the tax system because
it reduces income taxes otherwise due. Another part, intended to offset the tax-
payer’s payroll tax liability, could be provided more efficiently by means of a payroll
tax exemption. Still another part, intended to provide additional income support for
very poor workers who also receive welfare benefits, might be delivered through the
welfare system. Finally, the portion of the benefit designed to subsidize children
:9uld be incorporated into a per-child tax credit or an expanded dependency exemp-
ion.

E. SMALLER CHANGES TO THE DESIGN OF THE EXISTING PROGRAM.

Finally, let me offer the committee four additional suggestions to improve compli-
ance without a major redesign of the EITC program.

1. Probably the single best step Congress can take to curb noncompliance without
a major change is to restrain the growth of the program and the amount of benefit

rovided. Under current law, the size of the benefit available from the program no
onger bears any relationship to taxes owed by the person making the claim. Accord-
ingly, given our self-assessment tax system, it is just too easy to file a fraudulent
claim that is virtually undetectable by the IRS.

For example, by 1996, an individual with two or more qualitying children who re-
porta $8,000 in self-employment income would be entitled to an EITC benefit of 40
percent of that amount, or $3,200. If that amount were reported, the individual
would owe a self-employment tax of about $1,200, but no income taxes. By reporting
that income, therefore, the individual would receive a net cash benefit from the gov-
ernment of about $2,000 ($3,200—$1,200) plus Social Security retirement credit.

12800 Yin et al., note , at 286-94.
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Thereli; therefore a strong incentive in certain cases to falsify the existence of in-
come.

Could the IRS easily establish that the individual in fact earned less than the
amount of income reported? No. The tax laws and administrative procedures are
generally designed to ferret out income understatement cases, not the reverse situe-
tion Ic})!fspoamb e overstatements of income. Information filing, for example, permits
the to verify that taxpayers do not omit items of income on their gax returns.
But if taxpayers voluntalxilsy report more income than their paper trail might sug-
ge:lt',ttlllere is little the IRS can do to detect an error in the absence of a tl?x.ll-ac:fe
audit.

2. A second suggestion is to change the program so that the size of the EITC bene-
fit is determined based on income amounts that can be easily verified by the IRS.
For example, the benefit could be calculated, as under current law, as a percentage
of earned income, but only earnings m&mecf on a W-2 form would qualify. Further,
the EITC award to a taxpayer might be delayed until the IRS receives a matching
and verified copy of the W-2 from the employer. This rule would preclude a taxpayer
from getting any EITC based on self-employment income and various other forms
of earned income, all items difficult for the IRS to verify, as well as earnings listed
on a fabricated employee or employer W-2 form. This change would also simplify
the process of claiming the credit for all taxpayers.

According to the GAO, the IRS does not currently have the computer capability
to match employer-frovided wage information with taxpa?rer- rovided information
prior to the normal processing of the taxpayer’s return.!S Thus, this suggestion
would result in some delay in the portion of a ayer's refund relating to the
EITC. Delaying EITC payments is clearly undesirable, and every effort should be
made to accelerate the IRS’s matching capability. It should be borne in mind, how-
ever, that some gart of the EITC population voluntarily chooses to delay their re-
ceipt of the benefit by electing not to obtain the credit through the advance payment
option. 16 Thus, a brief delay in benefit payments may not be as objectionable as first

appears.

g. A third suggestion is to require as a condition of receiving the EITC that a tax-
payer reside with a qualifying child for substantially all of the taxable year rather
than for just more than half of the year. Under current law, the qualifying child
requirement is the source of much confusion and potential fraud. More than one tax-
payer, or the wrong taxpayer, may try to claim a particular child, and some tax-
payers even claim fictitious children. This change would do nothing to curb the
claiming of fictitious children, but it would provide a more easily verifiable test, and
would clear up some of the confusion arising in situations where a child lives in sev-
eral different homes in the course of a year. Unless a child resided with the tax-
payer for substantially all of the taxable year, no credit would be available to the
taxpayer.

4. Finally, Congress ought to consider barring the claiming of the EITC on elec-
tronically filed tax returns. Just as a burglar is going to burglarize the most vulner-
able house on the street, those of a criminal mind are constantly casing the soft
spots in our federal tax and transfer system. Surely one of the most vulnerable

138ee C. Eugene Steuerle, Two Problems with the New Earned Income Tax Credit, 48 Tax
Notes 1691 (1990); C. Eugene Steuerle, The “Superterranean Economy,” 51 Tax Notes 647
(1991); C. Eu%e éteuerle, The IR8 Cannot Control the New Superterranean Economy, §9 Tax
Notes 1839 (1993). .

14The concern about the potential overreporting of income may be more than just theoretical.
In its final report of the 1993 tax year study, the IRS discovered an interesting “bubble”: com-
gared to all EITC claimants for the year, a higher percentage of those sampled (early electronic

lers claiming the EITC) reported AGI in the $10,000 to $15,000 range. See Richardson Finance
Committee statement, note , at Appendix, p.7. For 1993, the maximum credit was available to
taxpayers with income between roughly $8,000 and $1§,000. Thus, if one assumes that early
electronic filers are more likely to be noncompliant than the ﬁneral filing population, the bub-
g}’e né:y reflect an effort by taxpayers to report income levels producing the maximum EITC
nefit.

The IR8 report also indicated that compared to all EITC claimants, a much smaller percent-

of those um&l‘ed reported having any schedule C business income. Id. This statistic may

ply evidence inability of taxpayers with schedule C income to file returns very early in
the filing season. From a noncompliance standpoint, it suggests that if the taxpayers sax:g:led
erroneously reported income in the maximum credit range, they may have utilized falsified W-
2 forms to accomplish their objective.

1S See Willis statement, note , at 20.

16 According to the GAQ, despite many steps recently taken by the IRS to publicize and en-
courage the availability of the advance payment option, as of May 26, 1995, only about one per-
cent of EITC recipients had reported using the option for tax year 1994, Soe Villis statement,
note , at 19. No doubt, some significant percentage of those not using the option still are not
aware of it, but its lack of use must also reflect some degree of taxpayer preference.



116

points is the receipt of EITC money through an electronically filed return. The speed
with which a fraudulent claim may be processed and awarded makes that trans-
action a partxcularlﬁépgeahn ione to criminals.

To be sure, the as taken important steps during this filing season to curb
fraud effected thro electronic filing, and Congress should é)robab y await an eval-
uation of the IRS's latest efforts before barring electronic EITC claims altogether.
But there is no strong policy reason to expedite EITC claims, particularly if doing
80 makes the system more susceptible to fraud.

ize that the IRS, tax preparation services, and certain financial institu-
tions may all object to a complete bar of electronically filed EITC claims. The short
answer to those in the private sector is that they are not the intended beneficiaries
of the EITC program or of electronic filing. If their incidental benefits are limited
by this change, 8o be it. As to the IRS, I think the burden is on them to establish
sufficient control over the problem to justify the continued availability of electronic
filing in this area.

Mr. Chairman, this concludes my prepared statement. I am happy to entertain
any questions of the committee and would be pleased .to work with you and your
staff to develop appropriate legislative changes in this area,
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STATEMENT OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC

ACCOUNTANTS
INTRODUCTION

The AICPA is the national professional organization of CPAs, with more than 320,000 members.
Many of our members are tax practitioners who, collectively, prepare income tax returns for mnillions
of Americans.

The AICPA urges that simplification of the tax system be made a legislative priority. In particular,
the EITC is an area in critical need of simplification.

We strongly urge the Committee and Consrm to re-write the EITC rules to be understandable and
usable by the taxpayers that this provision is intended to benefit - low-income wage eamers. This
group ofuxpayen generally lacks the ability to deal with complex tax laws and is unable to pay for
tax preparation assistance. The AICPA welcomes proposed changes to make the credit more
effective and offers several suggestions.

BACKGROUND ON THE EITC

The refundable EITC was eaacted in 1975 with the policy goals of providing relief to low-income
families from the regressive effect of social security taxes, and improving work incentives among this
group. According to the IRS, EITC rules affect almost 15 million individual taxpayers.

Over tho last few years, the number one individual tax retumn error discovered by the IRS during
return processing has been the EITC, including the failure of eligible taxpayers to claim the EITC,
and the use of the wrong income figures when computing the EITC. The frequent changes made
over the past tweaty years contribute greatly to the credit's high error and noncompliance rates.

In fact, the credit has been changed 10 times (1976, 1977, 1978,1979, 1984,1986, 1988 ,1990, 1993
and 1994). The credit now is a nightmare of eligibility tests, requiring a maze of worksheets.
Computation of the credit currently requires the taxpayer to consider:

] 9 eligibility requirements;
the number of qualifying children — taking into account relationship, residency, and

ago tests;

the taxpayer's eamed income — taxable and non-taxable;

the taxpayer’s AGI;

threshold amounts;

phase out rates; and

varying credit rates.

As part of HR. 831, the House passed last week and the Senate is currently considering a new factor
in determining eligibility - the amount of interest and dividends, tax-exempt interest, and net rental
and royalty income received by a taxpayer, even if total income is low enough to otherwise warrant
eligibility for the EITC.

117)
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To claim the credit, the taxpayer may need to complete:

a checklist (containing 8 complicated questions),

a worksheet (which has 9 steps),

another worksheet (if there is self-employment income),

a schedule with 6 lines and 2 columns (if qualifying children are claimed); and
usually, the normal Form 1040 (rather than Form 1040EZ).

For guidance, the taxpayer may refer to 7 pages of instructions (and 39 pages of IRS Publication
596). The credit is determined by multiplying the relevant credit rate by the taxpayer's earned income
up to an earned income threshold. The credit is reduced by a phaseout rate multiplied by the amount
of eamed income (or AGI, if less) in excess of the phaseout threshold.

While Congress and the IRS may expect that the AICPA and its members can comprehend the many
pages of instructions and worksheets, it is unreasonable to expect those individuals entitled to the
credit (who will almost certainly NOT be expert in tax matters) to deal with this complexity. Even
our members, who tend to calculate the credit for taxpayers as part of their volunteer work, find this
area to be extremely challenging. In fact, we have found that the EITC process can be a lot more
demanding than completing the Schedule A - Itemized Deductions, which many of our members
complete on a regular basis for their clieats.

Onir analysis suggests that most of the EITC complexity arises from the definitional distinctions in this
area. While each departure from definitions used elsewhere in the Code can be understood in a

context of accomplishing a specific legislative purpose, the sum of all the definitional variances causes
this Code section to be unmanageable by taxpayers and even the IRS. We recognize that many of
the additions and restrictions to the credit over the years were for iaudable purposes. However, the
rules are so complex that the group of taxpayers to be benefited find them incomprehensible and are
not effectively able to claim the credit to which they are entitled.

SUMMARY OF OUR LEGISLATIVE RECOMMENDATIONS

We recommend that Congress adopt the following changes to the EITC:

1 Simplify definitions and the calculation. (See Appendix for specific administrative proposals
that we intend to pursue with the IRS).

2 Define "earned income” as taxable wages (Form 1040, line 7) and self employment income
(Form 1040, line 12).

3. Modify the "qualifying child” rules.

A Replace the "qualifying child” definition with the already existing “dependent child”
definition.

B. Increase the incremental amount of credit provided for two children versus one
child
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C. Use the dependiency exemprion rather than the EITC 1o provide benefits for children.
Combine and expand the denial provisions.

A Deny ihe credit for wopayers with: foreign earned income, alternative minimum tax
liability, and AGI that exceeds earned income by $2,350 or more.

Modify the EIC Table or provide a perceniage rate instead of the table.

SPECIFIC LEGISLATIVE RECOMMENDATIONS

1.

Simplify definitions and the calculation.

The current rules for the EITC, as previously noted, provide different rules depending upon
the number of qualifying children the taxpayer claims. The many rates, thresholds, limitations,
and classifications regarding this credit are confusing. For the 1994 tax year, the parameters

are as follows:

Credit rate (%) 26.30 30.00 7.65
Phaseout rate (%) 15.98 17.68 7.65
Eamed income threshold $7,750 $8,425 $4,000
Phaseout threshold $11,000 $11,000 $5,000
Phaseout limit $23,755 $25,296 $9,000
Maximum credit $2,038 $2,528 $306

RECOMMENDATION: Congress should simplify the definitions and the calculation of the
credit. Specifically, as detailed below, we suggest the definitions of qualifying child and
earned income be modified The mary rates, thresholds, limitations, and classifications
regarding this credit should be referenced 1o other similar thresholds and classifications
throughout the Cods. Theses changes, and the changes listed below, would reduce the number
of pages needed for the worksheets, Schedule EIC, EIC Table, and instructions. (See
Appendix for specific administrative proposals that we intend to pursue with the IRS to
simplify the definitions and calculation.)

The current EITC definition of "earned income" needs to be simplified. Currently, to
ca!a!!mthcaedh,themyermubhnommaﬂwmd income, including amounts
not otherwise reported on the tax return or not taxed. This is one ares where numerous
errors are made. As GAO states in its September 1993 report GAO/GGD-93-145, Tax
Policy: Earned Income Tax Credit: Design and Administration Could Be Improved,
"determining the amount of income that should be included in ulcuhnns the credit poses a
problem for taxpayers and IRS."
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Currently, potentially eligible recipients must take into account:

] Taxable earned income (wages, salaries, and tips; union strike benefits; long-
term disability benefits received prior to minimum retirement age; and net
eamings from self-employment), PLUS

. Nontaxable eamned income (defined in the instructions as: contributions to a
401(k) plan and military housing and subsistence, excludable dependent care
benefits, pay eamed in a combat zone, the value of meals or lodging provided
by an employer for the convenience of the employer, housing allowance or
rental value of a parsonage for clergy, voluntary salary reductions such as
under a cafeteria plan, and "anything of value that is not taxable which you
received from your employer for your work").

Furthermore, because taxable scholarships and fellowship grants are reported on Form 1040
line 7, taxpayers are instructed to subtract taxable scholarships or fellowship grants not
reported on the Form W-2. This one exception complicates the calculation and is not
verifiable, as it is not on the Form W-2.

In addition, as discussed in our administrative recommendations in the Appendix, the eamed
income calculation does NOT include various other forms of income not on line 7 of the Form
1040 (i.e., welfare benefits, workers' compensation benefits, alimony, child support,
unemployment compensation, social security and railroad retirement benefits, pension and
annuities, interest and dividends, and variable housing allowances for the military). The
exclusion of these items is mentioned in IRS Publication 596, but is not meationed in the
worksheet or instructions. Since these items are *axable, but are not wage income (line 7 of
the Form 1040), taxpayers may inadvertently include these items as "earned income”.

Currently, the calculation of "eamned income® involves a detailed knowledge of tax
terminology, such as: "excludable®, "taxable®, "for the convenience of the employer®, and
"voluntary salary reductions”. The definition of taxable income includes many items not
commonly thought of as eamings. In addition, the definition of "nontaxable earnings” is
unique to the EITC and is defined in different ways in the instructions and IRS Publication
596 (as addressed in our administrative recommendations in the Appendix). Most people
think that "earned income” is wages. Omissions are likely to happen when uncommon terms
are used to cover many items that normally are not treated as earnings.

RECOMMENDATION: Congress should define earned income as wages appearing on line
7 of Form 1040, plus self-employment income from line 12 of the Form 1040.

&nmdirwudmldwlyimhadc taxable income, as the statute originally provided when
it was created in 1975. As GAO points out, much of "this (nontaxable) income is not
reported 10 recipients or to IRS," and IRS has no way right now of verifying the nontaxable
amounts. GAO states, “we do not see a need 10 provids space on the tax return for
nonicocable earned income since less than 3 percent of eligible topayers claim (report) this
type of incore.” Therefore, nonsccable income should be removed from the EITC definition
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of “earned income" to make the process simpler for the majority of taxpayers who need to
complete this worksheet.

We also believe that there should be no exceptions to this waxable earned income definition.
If Congress warits to treat taxable scholarships and fellowships different from taxable wages,
taxable scholarships and wages should not be reported on line 7 of the Form 1046.
Alternatively, if taxable scholarships are to be treated as taxabie wages (line 7 of Form
1040), the current EITC subtraction for scholarships and fellowship grants should not be
allowed.

Modify the "qualifving child” rules.

According to 8 GAO analysis, most EITC errors have been linked to issues involving filing
status and qualifying children. The qualifying child test is complex. Taxpayers are confused
by the “qualifying child” definition and the different definition for a dependent. The definition
of "eligible child” complica:~s the EITC instructions for determining eligibility. The IRS
attempts to communicate that 8 "qualifying child® usuaily does not have to be a dependent.
However, there are a few exceptions that confuse taxpayers. For example, if one divorced
parent has custody of the child, but the other parent claims the child as a dependent, the
parent with custody can claim the child as a "qualifying child® for the EITC, but can not claim
the child as a dependent. Also, if 8 child is married, the child must be a dependent (i.¢., over
half of the child's suppost is provided by the taxpayer) to claim the child as & "qualifying child”
for the EITC. This married child exception confuses taxpayers.

Additionally, the different EITC treatment for different taxpayers — depending on the number
of children — seems unnecessarily complex, especially for the minor additional benefit derived.
The maximum additional credit for more than one child is only $490. The minor additicnal
benefit is illustrated by an eligible taxpayer with $4,000 of earned income receiving a credit
for one child of $1,059, while for two or more children, the taxpayer's credit is $1,208, a
difference of only $149. What is this differential meant to reflect? Clearly, the difference
cannot be cost. In addition, there is no EITC difference between taxpayers with two children
and taxpayers with three or more children.

Also, taxpayers with and without children are treated differently with regard to their eligibility
for the advance EITC. The advance EITC is availsble only to taxpayers with qualifying
children. There does not appear to be any reasoa for this difference. The EITC should focus

on one goal — eamned income.

RECOMMENDATION: The rules throughout the Code, and especially in this area, could
be simplified if just one definition was used consistently. Congress should eliminate the
distinction between "qualifying child™ and "dependent child™. Section 32(c)(1)(A)(T), which
currently allows the EITC to certain taxpayers with non-dependent children, should be
changed. If the term “eligible children” is restricted to dependent children, section
32(c)(1)(A)(1) could be cross referenced to section 151.
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This definition would provide an easy reference to information already on the Form 1040,
line 6, and would ¢liminase the need for the additional information currently required on the
Schedule EIC. We also suggest that the married dependent child test, which is rarely
applied, be removed.

Alternatively, if Congress deems that the "qualifying child” is a better definition than
“dependent child”, then the "qualifying child” test should be used for the dependency
exemption as well. Either way, there should be just one definition of child in the Code.

RECOMMENDATION: The spread in the amount of credit for one child and two children
should be made more significant than sunder the current EIC Table. The difference between
one and two children in the current table is so small that it could not possibly reflect a cost
differential and it is 100 incomprehensible for it to be a motivating factor in individual
conduct.

RECOMMENDATION: Even greater simplification would result if there was no EITC
differential based on the number of children. The current three classes of EITC recipients
and three considerations at each point in the process are cumbersoms. [f just one class of
EITC recipient existed, the "qualifying child” versus dependent child confusion would be
eliminated, making the credit process much easier. In addition, {f this recommendation is
adopted, all EITC recipients would be able to claim the advance EITC.

As stated previously, an objective of the credit is to remove the regressivity of the social
security tax for lower-income individuals. This objective applies 0 all lower income
taxpayers, regardless of the number of children in the home. Thus, eliminating the
incremental amount of the credit based on the mumber of children would not detract from
the stated objectives of this provision. The calculation and the EIC Table would be
simplified, and the additional information on age and social security numbers of children
(currently required on a separate Schedule EIC) would not be needed for the EITC.

!

RECOMMENDATION: Congress should coordinate all of the Code’s tax provisions
related 1o children. These child-based tax provisions include: the incremental child EITC,
the child sax credit, the dependency exemption deduction, and the proposed family iax credit
inHR 1215. All of thess child tax bemfits should be provided through one mechanism —
the dependency exemption. The dependency exempiion iakes into account the total number
of children in the household, versus the EITC, which only accounts for up 10 two children
in a household,

However, since the current dependency exemption is a deduction rather than a credil, the
result is regressive (that is, the higher the tax brackss, the greater the tax benefit) at the
income levels that the EITC can be claimed. Therefors, if the dependency exemption is to
take part of the place of the EITC, one point Congress might consider would be replacing
the dependency exemption with a refindable credit, not a deduction. The credit could be
refundable and set at a fixed dollar amount per dependant child This credit could be
available in advance from the taxpayer’s employer, as is the advance EITC. The per child
credit amount could be a round number that is easy to multiply.
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The proposed child credit could be phased-out above some threshold AGI that is simple and
consistent with other phase-out rules. We suggest that the phase-outs for itemized
deductions, personal exemptions, and this proposed child credit all start at the same
threshold and that threshold should be a number that is easy to apply — e.g., $100,000 of
AGI. The phase-out mechanism for all tax provisions in the Code should be the same.

Combine and expand the denial provisions.

IRS and GAO have stated that many people receiving the credit are not considered "low-
income” individuals. As these individuals are identified, greater restrictions are placed on
eligibility for the credit, and the computation is made more complex for all EITC recipients.
As mentioned earlier, Congress recently agreed to deny the credit to individuals with interest
and dividends, tax-exempt interest, and net reatal and royaity income in excess of $2,350.
Additionally, the credit currently is not available if the taxpayer: excludes from gross income
any income eamed in foreign countries, or claims a tax benefit for foreign housing amounts.
An individual who owes alternative minimum tax (Form 1040, line 48) is allowed a credit, but
the EITC is reduced by any alternative minimum tax. The taxpayer’s AGI is used as a
limitation for the credit and greatly complicates the computation for most taxpayers.

RECOMMENDATION: We support Congress limiting the credit to those taxpayers
originally intended to benefit from the EITC. However, we suggest that this limitation only
occur through the denial rules, not the computational rules. We recommend that all the
denial provisions be included in one place. The eligibility/denial rules should include the
current denial for taxpayers with foreign earned income. We suggest adding to the denial
rule all socpayers subject to AMT. This would delets the computational exception for AMT

opayers. W

Congress also should includs in the denial provision saxpayers with AGI that exceeds earned
income by $2,350 or more. H.R. 831's denial for taxpayers with 32,350 of interest or
dividends should be replaced (and essentiaily combined) with this denial for taxpayers with
AGI that exceeds earned income by $2,350 or more. This exclusion based on AGI would
deny the credit to taxpayers with all forms of unearned income (i.e., capital gains, income
Jfrom partnerships and S corporations, etc.), not just taxpayers with interest and dividends
of 82,350 or more. Asthe HR 831 proposed EITC restriction stands now, these “wealthy”
indivickals affected By the legisiation (1.e., with this type and amount of non-earned income)
could change their investments to earn partrership investment incoms, capital gains, or pay
off their home mortgage and still claim an EITC. [f H.R 831 is enacted as currently
drafted, when additional abuses occur, Congress will have to add more restrictions to the
EITC statute. However, if our proposed broader AGI derial is used, fewer, or no, additional
limitations will be needed. This denial of credit for individuals with higher incomes seems
10 be the intent of the unearned income restrictions.

An importar result of moving the AGI calculation restriction to the eligibility rules is that
the calculation would be much simpler. The calculation would no longer require a
worksheet.
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Specifically, in order to implement this change, we suggest that section 32(k), which
currently requires a reauction of the EITC for taxpayers subject to the alternative minimum
sax, be modified On the basis of simplicity, this provision should be combined with section
32(c)(I)(D), denying the EITC to anyone claiming a foreign earned income exclusion.
Section 32(c)(1)(D) should also include taxpayers with AGI that exceeds earned income by
$2,350. Section 32(q)(2) should also be modified to remove AGI from the computation. All
the restrictions based on income should be coniained in one parngraph or subsection, rather
than throughout this Code provision.

Modify the EIC Table or provide a percentage rate instead of the table.

Although the IRS EIC Table takes into account all the phaseouts, the table can still be a
rystery to many taxpayers. Many taxpayers are confused between the EIC Table and the Tax
able.

ECOMMENDATION: Section 32(f) currently requires that the EIC Table have income
‘ackets not greater than $50 each. Form 1040 instructions currently include two pages
/ the EIC Table with $50 brackets, resulting in earned income credit intervals of $3-$8.
Jongress should amend section 32(j) 1o allow wider brackets which result in greater than
$3 earned income credit intervals. This will reduce the EIC Table to half a page and will
ninimize the overwhelming nature of the table, and, hopefully, facilitate ease of use.

{ECOMMENDATION: We suggest an even bolder alternative — eliminate the EIC Table
ompletely, and instead provide a credit equal to a certain percent (i.e., 10 percent) of
arned income. This option could be modified to provide for a few percentage levels (i.c.,

‘096 {f earning less than $8,000, 25% if earning between $8,000 and $16,000, and 2096 if
-arning between $16,000 and $24,000). This would approximate the awerage credit
wrrently allowed ~ $900 if earning $3,000 (with 2 qual{fying children), $2,500 if earning
110,000 (with 2 qualifying children), and $2,000 if earning $20,000 (with 2 qualifying
‘hildren), and would be much easier 1o calculate. This would be much simpler and would
ave space in the instruction booklets and eass much of the confusion. The rates could be

vristen directly onto the EITC line of the Form 1040. This, combined with a changes in the
sarned income" defirition and AGI limitation, should maks the worksheets, checklists, and
ables a thing of the past.

REFORMS TO T SYSTEM

1 reviewing comprehensive reform of benefits and tax reform, in general, Congress should
the problems and complexities for low-eamning Americans illustrated above. Some of the
isted below have been suggested as a potential solution to the EITC problems.

Use the EITC to eliminate the regressivity of the social security tax, by setting the refundable
credit at the current social security tax rate (7.65 percent). The FICA tax regressivity results
because the first dollar earned is taxed for FICA purposes, while (for 1994) income generally
up to: $11,250 - married filing jointly, $8,050 - head of household, $6,250 - single, and
$2,450 - married filing separately is exempt from the progressive income tax. This option
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wgu!dpuuitannxpamwim“wmdimome”!oddmdﬁ:cmdit regardless of their age,
filing status or dependency status.

] Limit the EITC benefit to no more than 15.3 percent (the current self-employment rate) of
any self employment income reported. This would address the fraud and overreporting
. problems involved with seif-employment income. -

. Exempt the first $X of taxable eamned income from the employee’s share of social security tax
and from % of the self-employment tax. (This tax could be administered by adjusting social
security withholding and by amending Schedule SE). Exempting low-income individuals from
HCA(nddmhymdMe&m)mwuﬂddMy:ddm(withnopapwork)whu
the EITC was intended to do - mitigate the regressivity of the FICA taxes.

CONCLUSION

In conclusion, we have identified quite a few areas that need simplification and proposed various
means to achieve it. We support measures to eliminate the current EITC problems so that those who
legally qualify for the EITC receive it and can claim the benefits in a simplified and easy process.
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is not allowed to claim the credit, the taxpayer must go through many procedures

to find out if he/she is ineligible, and then write "NO" on line $6. Line 56 is not even in the

section of the Form 1040 dealing with credits; it is in the section of the Form 1040 dealing

with psyments. The current placement of the EITC line on the tax retum could be confusing

to taxpayers (although it is in bold). Therefore, we suggest the EITC line be moved to the
credit section of the Form 1040.

]nmmpm le curremlyoﬁ'm to c:lculuetheEITC for qum but it menuons the
option rather late in the process and requires the taxpayer t0 supply additional information
on & separate schedule. The IRS calculation option is mentioned on the last line of the
checklist, which reads "If you want the IRS to figure it for you, enter ‘EIC™ on the
appropriate line on the appropriate type of Form 1040. IRS should encourage more taxpayers
to use this option and should consider mentioning this option at the top of the checklist and
instructions.

ThaFonn lMOshouldprowde mﬁm:nformanouforthomSto detmmnfauxp;yer
legitimately qualifies for the EITC. The IRS should inform legitimate eligible taxpayers of
the correct credit amount. The taxpayer should not have to take the currently required
additional steps of reading the instructions and completing the checklist, worksheet, and
Schedule EIC.

We agree with GAO's Sept. 1993 report, Tax Policy: Earned Income Tax Credit: Design
and Administration Could Be Improved, that stated,"most of the necessary information could
be included on the tax retumn itself. With minor modifications to the dependency and filing
status sections of the Form 1040 or 1040A, all the requisite information (the already required
child's name, social security number, relationship to taxpayer, and number of months lived
with taxpayer, as well as the age and student/disability status of the child) would be available
to determine whether a child qualified.... We believe taxpayer simplification can be better
achieved by the elimination of the separate EIC Schedule; the separate two-page schedule is
an additional obstacle for very low-income tax filers." We, therefore, support elimination of
the current separate Schedule EIC that merely covers repetitive information, and suggest the
necessary information be combined into the existing Form 1040 exemption section, as shown
on page 64 of the GAO report. This issue would disappear if a legislative change is made (as
we proposed) so that the distinction in number of children is pursued through the dependency
exemption.

We also suggest an even easier modification to the Form 1040. The only additional pieces
of information (not currently required on the Form 1040) that are requested on the Schedule
EIC are: (1) if the child was older than 18 - whether the child was a student under age 24
or permanently/totally disabled, and (2) the child's year of birth. The year of birth could easily
take the place of columa 2 on line 6¢, where IRS currently asks the taxpayer to check if the
child is under age 1. Information in (1) could also be included and coded on line 6¢ (i.e.,

~ APPENDIX
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next to the age, put an S if a student and/or D if disabled). If the legislative change we
proposed conceming the definition of "eligible child” and dependent is not made, the taxpayer
also could put an "E" on line 6¢ to indicate that the child is an "eligible child® for the EITC.
Form 1040 would then include all the information currently requested on the Schedule EIC.

All Responses on the Checklist Should Conzistently Direct the Taxpayer. The current
locations and responses to question number S on the checklist are confusing to taxpayers and
should be switched. Checklist question number S should be worded in such a way that a YES
response is positive and 8 NO respoase results in the taxpayer not qualifying for the credit
(similar to all the other seven questions oa the checklist). Accordingly, the YES and NO box
locations to question number $ should be switched too.

The Worksheet Should be Incorporated in the Schedule EIC. If the credit remains as
complex as it is right now, instead of 8 worksheet calculation, the EITC should be calculated
on an IRS designed schedule which is attached to the tax retum. The Schedule EIC could be
modified for this purpose to include the actual computations rather than mere taxpayer
identification information. The IRS also could better monitor the credit amounts and if fraud
or abuse is involved. It does not make sense for the taxpayer to first complete a checklist,
then be directed to the worksheet, then complete the informational Schedule EIC, and then
enter the credit from the worksheet onto the tax return. The IRS never sees the worksheet
and, therefore, cannot see where the taxpayer made a mistake in the calculation and if it was
intentional or not.

- fardee > lelar 54 13 Should L Al
Similarty in AR IRS Publications. All IRS publications should clearly state the same
definition and explanation of earned income. Specifically, IRS Publication 596 currently
includes a detailed list of items to subtract from earned income, while the worksheet and
instructions do not contain this list. The worksheet and instructions should include this list.
Taxpayers may inadvertently inchude these items as "earned income®. Specifically, according
to Publication 596, the various forms of income that are not included in the eamned income
calculation (and are not subtracted on the worksheet) are not included in line 7 of the Form
1040 (i.e., welfare benefits, workers' compensation benefits, alimony, child support,
unemployment compensation, social security and railroad retirement benefits, pension and
annuities, interest and dividends, and variable housing allowances for the military). Our
legislative recommendation to define "eamed income® as taxable wages (line 7 of the Form
1040) and self-employment income (line 12 of Form 1040) would greatly simplify this
problem.

The Taxpaver Shouid be Directed to the EIC Table Only Once. Rather than sending the
taxpayer to the EIC Table twice (once for eamned income and another time for AGI), the
worksheet should direct the taxpayer to enter the smaller of the net earned income or the
taxpayer's AGI, and then look up that smaller number in the table. The repetitive reference
procedure is not necessary if the AGI is less than the beginning of the phase-out threshold.
However, if that is the case, the taxpayer should be told to stop once the first credit amount
is found in the table, before entering AGI and completing the rest of the worksheet
meaninglessly.
A-2
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STATEMENT OF JONATHAN BARRY FORMAN

JUNE 6, 1995.
Senator BoB PACKwWOOD
Chairman,
U.S. Senate,
Committee on Finance,
Washington, DC

Re: Simplification and the Earned Income Credit: A Statement for Inclusion in the
Record of the June 8, 1995, Hearing on the Earned Income Tax Credit

Mr. Chairman: I am pleased to submit this statement for the record of your Com-
mittee’s June 8th hearing on the Earned Income Tax Credit. I am submitting this
statement in my individual capacity as a Professor of Law at the Universiti' of Okla-
homa where I teach courses on tax and welfare law and write about the relationship
between the tax and social welfare systems.! The purpose of this statement is to
recommend ways to help simplify the tax system for the current beneficiaries of the
earned income credit and for the Internal Revenue Service (IRS).

SIMPLIFICATION AND THE EARNED INCOME CREDIT

ly because of the earned income credit, millions of low-income Americans
pay no federal taxes. Moreover, unlike most other transfer programs, the earned in-
come credit reaches more than 80 percent of its target population.? Unfortunately,
to claim the credit, low-income Americans must file unnecessarily complicated tax
returns. Not surprisingly, low-income individuals frequently make mistakes in
claiming their credits, and some mistakenly claim credits to which they are not enti-
tled. This statement suggests several ways to restructure the federal tax system to
help those low-income workers who are currently eligible for the earned income
credit.

I. THE IMPACT OF FEDERAL TAXES ON LOW INCOME INDIVIDUALS
A. RELATIVELY FEW LOW INCOME INDIVIDUALS PAY FEDERAL TAXES

According to the Census Bureau, more than 39 million Americans live in poverty.3
The principal federal taxes affecting these low-income individuals are the individual
income tax and the Social Security payroll taxes. Because of standard deductions
and personal exemptions, relatively few low-income individuals r‘ay any income
taxes. On the other hand, because the Social Security tax system has no standard
deductions or personal exemptions, many low-income individuals are required to pay
Social Security taxes. Fortunately, the earned income credit offsets the Social Secu-
rity tax liabilities of most low-income individuals. Consequently, relatively few low-
income individuals have a net federal tax liability at the end of the year.

For example, Table 1 compares the combined income and Social Security tax
thresholds (i.e., net federal tax thresholds) of various family units with their poverty
income guidelines. 4 Basically, Table 1 shows that married couples with one, two, or
three children have net federal tax thresholds that are slightly above their poverty
income guidelines. On the other hand, the smaller and larger family units shown
havde lnet federal tax thresholds that are somewhat below their poverty income
guidelines. '

! [ am co-chair of the American Bar Association Section of Taxation Project on Simplification
for Low Income Taxpayers, and | have performed research on the earned income tax credit
under the sponsorship of the American Tax Policy Institute, but the views expreased here are
m{ individual views and do not represent the position of any g{zxp.

George K. Yin, John Karl Scholz, Jonathan B. Forman & Mark Mazur, Improving the Deliv-
ery of Benefita to the Worhing?oor:i’momh to Reform the Earned Income Credit Program, 11
American Journal of Tax Policy 225 (1994).

3 Number %:ldcrly Poor Dro&4 “Statistical Anomaly” Cited for Part of the Drop, The Sunday
Oklahoman, . 11, 1984, at . The Census Bureau estimated the total U.8. population at
25‘9.2 million and the overall poverty rate at 15.1 percent.

U.8. rtment of Health & Human Services, Office of the Secretary, Annual Update of -

the Poverty Income Guidelines, 60 Federal Register 7,772 (19965).

SAn ysis of family units headed by unmarried individuals would show similar results. On
the other hand, childless individuals and couples who are under age 25 or over age 64 would
have lower income and net tax thresholds than shown in Table 1, as the earned income credit
is not available to them.
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TABLE 1.—NET FEDERAL TAX THRESHOLDS AND POVERTY LEVELS IN
1995, BY FAMILY SIZE *

{Dollars}
Family sise
ROW 1 2 3 4 (] [}

1. Poverty levels .........coovviiininninnnecsennens 7,470 | 10,030 | 12,600 | 16,150 | 17,710 | 20,270
2. Simple income tax threshold (before

earned inocome credit) .........cocvveirninenne 6,400 11,650 | 14,060 16,550 | 19,050 | 21,68)
8. Income tax threshold after earned in-

com® Crdit ......ouiiiininiiniinineein, 7,357 | 11,550 | 19,386 | 22,360 | 23,425 | 24,490
4. Social Security tax threshold .............. 0 0 0 0 0 0
8. Combined income and Social Security

tax threshold ... 4,100 | 4,100 15,547 | 18,370 ] 19,245 | 19,350

"nuublcnﬂmmumpﬁmthataﬂ&mﬂyinwmmﬁnuofmorm“nmodol;}nd o work-
or, that families of two or more include a married couple (rather than an unmarried head d wi
one or more dependents), that all family members are under age 65, and that all family units are eligible for
the earned income credit (for example, childless workers are between the ages of 25 and 65). Also, ouly the
employee's portion of Social Security taxes is considered.

Sources: U.8. Departmaent of Health & Human Services, Office of the Secretary, Annual Update of the Pov-
erty Income Guidehnes, 60 Federal Register 7,772 (1995) and suthor’s eompuu‘t‘i?m. poa

B. FILING INDIVIDUAL INCOME TAX RETURNS IS BURDENSOME AND EXPENSIVE

Even thouﬁh relatively few low-income individuals have net federal tax liabilities,
most must file income tax returns to recover their over-withheld taxes and refund-
able earned income credits. For example, for the tax dyeax' 1992, almost 24 percent
of the 113.6 million individual income tax returns filed showed no income tax liabil-
ity. ¢ That’s roughly 27 million returns, and most of those were filed by low-income
individuals. In that re, , 8 remarkable 46 million wxfggem with adjusted gross
incomes of less than $16,000 filed income tax returns in.1992.7 Of these, only about
25 million actually owed any income tax, and the average tax owed by these 25 mil-
lion was just $570. Also, more than nine million taxpayers received earned income
credit refunds in excess of their income tax liabilities.

Moreover, in a tgpical year, millions of individuals need help ;::? ing their in-
come tax returns. For example, more than 56 million taxpayers used paid preparers
for their 18¢ tax returns.® That's about half of all individual taxpayers. Even more
astonishing, . 7,000 ayers paid private preparers to help them fill out 1040EZ
forms, and more.than 5.6 million taxpa;yers paid preparers to help them fill out
1040A forms. At $20 or more per return for preparation and additional fees for elec-
tronic filing and refund anticipation loans, that amounts to millions of dollars going
from low-income individuals to private preparers.

All in all, filing returns is burdensome and expensive for low-income individuals
and for the IRS. The General Accounting Office has estimated that Americans may
spend as much as $30 billion a year to prepare their individual income tax returns.?

II. WHAT CAN BE DONE TO HELP EARNED INCOME CREDIT BENEFICIARIES?

This Part outlines some approaches for restructuring the federal tax :Xabem to
hel _tthose low-income workers who are currently eligible for the earned income

A. SIMPLIFY THE TAX SYSTEM FOR LOW-INCOME INDIVIDUALS

1. Simplify the Current Earned Income Credit

Over the years, the earned income credit has become both more generous and
more complicated. For example, in 1995, a ifying taxpayer with two children
may claim an earned income credit of up co(is,uo, ut the taxpayer needs to file
a tax return and fill out Schedule EIC to claim that benefit. Not surprisingly, tax-
payer compliance and participation in the program have become major concerns. 10

¢ Internal Revenue Service, Selected Historical and Other Data, 14 SOI Bulletin 139, 169-
70 (Fall 1994)

7 Id. at 142.

¢ Id. at 189.

9 U.8. General Accounting Office, Internal Revenue Service: Or rtunities to Reduce Tax-
payer Burdens Through Return-free i’iling 1 (GAO/GGD-92-88BR) (1992).
© See generally Yin et al., supra note .

92-781 0 - 95 - 6
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One reform idea would be to modify the 1040 Forms so that individuals would
no longer have to file a Schedule EIC in order to claim the credit. It would also
make sense to simplify some of the earned income credit eligibility requirements.
For example, it might make sense to simplifY the definition of “qualifying child” or
make the definitions of “dependent” and “qualifying child” more compatible.

Another reform would be to simplify the definition of “earned income” that is used
to determine the amount of an individual's earned income credit. The current defini-
tion of “earned income” includes several items that are excluded from gross income
and that are not reported on W-2 or 1099 forms. Most taxpayers eligible for the
credit have none of these items, but both taxpayers and the IRS must try to keep
track of them. Consequently, one simplification would be to include in “earned in-
come” only those items includable in gross income. Then the credit could be readily
compultfd from information already available on W-2 or 1099 forms and on tax re-
tums.

Another improvement might be to simplify or repeal the advance payment option.
Under current law, eligible individuals can claim a portion of their earned income
credit during the year through increases in their g‘aychecks. To receive their so-
called advance payment, individuals must provide their employers with IRS Form
W-5, Earned Income Credit Advance Payment Certificate, but less than one percent
of eligible individuals bother to do this. 2 Incorporating Form W-5 into the standard
Form W-4, Employer's Withholding Allowance Certificate, might increase the use of
the advance payment ol)tion. Alternatively, it might be better to eliminate the ad-
vance payment option altogether.

2, Let the IRS Prepare Tax Returns for Low-Income Individuals

The IRS believes that it is barred from preparing income tax returns for individ-
uals by Office of Management and Budget Circular A-76.!'3 Promulgated by the
Reagan Administration, that ruling generally greventa government agencies from
“competing” with private-sector businesses. The IRS believes that Circular A-76 pre-
vents it from preparing income tax returns, setting up its own electronic filing net-
work, or designing and distributing computer software that would allow individuals
to prepare their returns on their own computers.

f the government is truly interested in helping individual income taxpayers, how-
ever, then the IRS should be allowed to directly assist taxpayers in the preparation
of their returns. In particular, it would make sense to let the IRS pre%are returns
for those low-income taxpayers who claim the earned income credit. Virtually all
welfare programs help individuals %ppl%{‘or benefits, and the earned income credit
clearlfr rovides a welfare-like benefit. Why not let the IRS prepare returns so that
eligible low-income individuals can claim their earned income credit refunds?

3. Move to a Return-free or a Final Withholding Tax System

Another way to help low-income individuals who claim the earned income credit
would be to move to either a return-free or final withholding tax system. !4 Under
a return-free system, the IRS would prepare tax returns for individual taxpayers
based on information reports received from employers and other taxpayer income
sources. Most Form 1040EZ and Form 1040A filers and a few Form 1040 filers could
elect to have the IRS compute their tax liabilities and prepare their returns—some
66 million taxpayers in all.

Under a final withholding system, the amount withheld by employers and other
income sources is the tax, thus eliminating the need for many taxpayers to file tax
returns. Over 30 foreign countries use some form of final withholding, including
Great Britain, Japan, Germany, and Argentina. For example, in Great Britain, the
income tax is withheld by empioyera under the British PAYE (Pay As You Earn)
final withholding system. When an individual first becomes potentially subject to
tax, an initial return must be filed so that the Inland Revenue can determine how
much the employer should withhold. Thereafter, individuals with simple incomes
and modest earnings are normally required to file a return only about once every

1! For that matter, it might make sense to limit the definition of “earned income” to “wages.”
Under current law, the level of earned income credit benefits available can actually provide
an incentive for low-income individuals to report fictitious amounts of earnings. Limiting the
definition to “wages” would help curb that abuse.

12 U.8. General Accounting Office, Earned Income Tax Credit: Advance Payment Option is
Not Widely Known or Understood by the Public 3 (GAO/GGD-92-26) (1892).

13 Office of Management and Bunévt. OMB Circular No. A-76 (Rev.), Performance of Commer-
cial Activities, 48 Federal Register 37,110 (1983).

14 See generally Internal nue Service, Current Feasibility of a Return-Free Tax System
(1987); U.8. General Accounting Office, supra note .
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ﬁvo‘ gem In 1991, for example, more than 23 million of the 26 million taxpayers
e le for PAYE did not file tax returns.

ould a final withholding system work in the United States? A final withholding
system could significantly reduce burdens on both low-income individuals and the

. In its analysis of the issue, the General Accounting Office concluded that most
taxpayers who now file 1040EZ returns (about 19 million in 1994) and many of
those who now file 1040A returns (about 23 million in 1994) could be served mg a
final withholding system. Most of these people would no longer have to gather infor
mation, become familiar with tax laws, or prepare and file returns. The burden on
the IRS would also be greatly reduced.

B. REPLACE THE CURRENT EARNED INCOME CREDIT WITH AN ALTERNATIVE MECHANISM
TO HELP LOW-INCOME WORKERS

Given the complexity of the earned income credit, it is worth considering some
alternative approaches for distributing similar benefits to low-income workers.

1. Combine the Income and Social Security Taxes

One approach would involve better integration of the income and Social Security
taxes. Much of the oomplexitx of the current tax system results from imposing So-
cial Security taxes on every dollar of earned income and then using the earned in-
come credit to refund most of those taxes to low-income workers. Wouldn't it be sim-
pler if the federal tax system simply did not collect Social Security taxes from low-
income workers in the first place?

One option would be to add standard deductions and/or personal exemptions to
the Social Security tax system. !5 Another option would be to exempt the first $5,000
or $10,000 of earnings by any worker from Social Security taxation.!6 A more fun-
damental reform would be to combine the individual income and Social Security
taxes into a single, comprehensive income tax. Individuals with incomes below some
poverty threshold would be exempt from tax, and tax rates could be increased in
order raise the same amount of revenue. In effeci, there would be a single, higher-
yield income tax instead of the current bifurcated tax system, and millions of low-
income individuals would no longer have to file returns.

Of course, much of the benefit of the current earned income credit seems to be
geared to providing income assistance to families with children. Still, it might be
simpler to aglrovide that type of family benefit through a refundable child tax credit
or family allowance tax credit.!” For example, a portion of the current earned in-
come credit could be replaced with a refundable $500 per child tax credit.

2. Replace the Earned Income Credit With a Wage Subsidy Credit for Employers

A second approach would be to replace the current earned income credit with a
tax benefit that reaches low-income workers through their emplonera. 18 For exam-
ple, an employer tax credit could provide a tax benefit to the employers of low-wage
workers. According to standard economic analysis, these tax benefits would
through to the low-wage workers in the form of relatively higher wages. Con-
sequently, an employer tax credit would end up helping most of the same low-in-
come workers targeted by the current earned income credit. Yet an employer tax
credit would be significantly easier to administer than the current earned income
credit, if only because there are far fewer employers than low-income workers.

3. Combine the Earned Income Credit With Other Welfare Programs
A third approach would be to combine the earned income credit with other income
transfer programs like food stamps, Aid to Families with Dependent Children

13 See e.g., Jonathan B, Forman, Un’ng Bﬂlundabh Tax Credits to Hg: Low-Income Families,
35 Loyola Law Review 117, 138-39 (198 ), Michael J. Graets, The Troubled Mammmo
maent Security and Tax Policy, 135 University of Pem;z'lvsnfa Law Review 851, (1987).

16 See Yin et al., supra note , at 280-83; see also Michael J, Caballero, The Earned Income
Tax Credit: The Poverty Program That is Too Popular, 48 Tax Lawyer 435, 464-68 (1995) (pro-
m::ystomofguduatcdSocidSecuritynmwiﬂubwexempﬁonnuhelowmlmb

me).

17 See, ¢.g., U.8. National Commission on Children, Beyond Rhetoric: A New American Agen-
da for Children and Families 80-88 (1991) (calling for a Iﬁooo per child refundable tax it);
see also Yin et al, supra note, at 280-86; Jonathan B. Forman, President Bush's Chdd
Tax Credit 2 a Comprehensive S&Jm of Tax Credits to Help Low-income Fami-
lies with Children, 38 Emory Law Journal 661 (1989).

18 See, e.g., Yin et al,, supra note, at 280-88; Jonathan B. Forman, Imgromﬁ:ln Earned In-
come Credit: Transition to a Wage Subsidy Credit for the Working Poor, 18 Florida State Univer-

sity Law Review 41 (1988).
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(AFDC), and Supplemental Security Income (SSI). !9 After all, the earned income
credit is just one of dozens of federal p s that provides income assistance to
low-income individuals. The multiplicity of these programs has resulted in complex-
ity, inequity, and high administrative costs. Conmuently. it might make sense to
combine the earned income credit with other federal welfare programs into a single,
comprehensive income transfer program that could be administered by a single
afency. The agency mlg!;t even turn out to be the IRS, although the Department
of Health and Human Services or the Social Security Administration may be more
likely. Alternatively, the revenues now used for the earned income credit could be
bundled together with the appropriations for other welfare programs and revenue-
shared out to state welfare agencies.

Respectfully submitted,
JONATHAN BARRY FORMAN,
Professor of Law.

19 See, e‘.:& Jonathan B. Forman, Administrative Savings Synchronizing Social Wi

J
Tax

Tax Provisions, 18 Journal of the National iation of Administrative Law
5 (1993), i as Jonathan B. Forman, Synchronizing Social Welfare Programs and
Provisions, 59 Tax Notes 417 (1998).
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INTRODUCTION

The Senate Commitiee on Finance has scheduled a public hearing on June 8, 1995, on the
earned income tax credit (“EITC™) and proposals to modify the EITC.

_ This document,’ prepared by the staff of the Joint Committee on Taxation, provides a
description of the present-law EITC, its legislative history, proposals, and a discussion of related
issues. ~

Part | of the document is a description of present law, Part I is a legislative history of the
EITC, Part III describes certain legislative proposals, and Part IV is a discussion of relased issues.

The Appendix provides certain data relating to the EITC.

! This document may be cited as follows: Present Law and Issues Relating to the Famed
Income Tax Credit (JCX-24-95), June 7, 1995.

-1-
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L DESCRIPTION OF PRESENT-LAW EARNED INCOME TAX
CREDIT PROVISIONS

In general

Under present law, certain eligible low-income workers are entitled to claim a refundable
eamed income tax credit. The amount of the credit an eligible taxpayer may claim depends upon
whether the taxpayer has one, more than one, or no qualifying children and is determined by
multiplying the credit rate by the taxpayer’s eamed income up to an eamed income threshold. The
maximum amount of the credit is the product of the credit rate and the income threshold. For
taxpayers with eamed income (or adjusted gross income (AGI), if greater) in excess of the phaseout
threshold, the credit amount is reduced by the phaseout rate multiplied by the amount of eamed
income (or AGI, ifgrem) in excess of the phaseout threshold. For taxpayers with eamed income
(or AGI, if greater) in excess of the phaseout limit, no credit is allowed.

As enacted in Public Law 104-7 (H.R. 831), for taxable years beginning after December 31,
1995, a taxpayer is not eligible for the EITC if the aggregate amount of *disqualified income” of the
taxpayer for the taxable year exceeds $2,350. Disqualified income is the sum of:
(1) interest (taxable and tax-exempt),
(2) dividends, and
(3) net rent and royalty income (if greater than zero).

" The parameters for the EITC depend upon the number of qualifying children the taxpayer
claims. For 1995 the parameters are as follows:

Two or more One qualifying No qualifying
qualifying child-- children--
children-

Credit rate 36.00% 34.00% 7.65%
Phaseout rate 20.22% 15.98% 7.65%
Eamed income

threshold $8,640 $6,160 $4,100
Maximum credit $3.110 $2,094 $314
Phaseout threshold $11,290 $11,290 $5,130
Phaseout limit $26,673 $24,396 $9,230

The eamed income threshold and the phaseout threshold are indexed for inflation; because
the phaseout limit depends on those amounts, the phaseout rate, and the credit rate, the phaseout limit
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will also increase if there is inflation. Earned income consists of wages, salaries, other employee
compensation, and net self-employment income.

For 1996 and after, the credit rate will be 40 percent and the phaseout rate will be 21.06
percent for taxpayers with two or more qualifying children. For 1996 and after, the credit rate and
the phaseout rate for taxpayers with one qualifying child or no qualifying children will be the same
as those listed in the table above. ———

A worker may elect to receive the EITC on an advance basis by fumishing an advance
payment certificate to his or her employer. For such a worker, the employer makes an advance
payment of the credit at the time wages are paid. The amount of advance payment allowable in a
taxable year is limited to 60 percent of the maximum credit availabie to a taxpayer with one qualifying
child. The advance payment of the EITC is not available to taxpayers with no qualifying children.

In order to claim the EITC, a taxpayer must either have a qualifying child or nust meet other
requirements. A qualifying child must meet a relationship test, an age test, an identification test, and
aresidence test.

In order to claim the EITC without a qualifying child, a taxpayer must not be a dependent and
must be over age 24 and under age 65. In addition, the taxpayer’s principal place of abode must be
located in the United States for more than one-half of the taxable year. For purposes of this test, a
member of the Armed Forces stationed outside the United States on extended active duty is
considered to be maintaining a principal place of abode in the United States.

Qualifying child

Under the relationship and age tests, an individual (or married couple) is eligible for the EITC
with respect to another person only if that other person: (1) is a son, daughter, or adopted child (or
a descendent of a son, daughter, or adopted child); a stepson or stepdaughter; or a foster child of the
taxpayer (a foster child is defined as a person for whom the individual cares for as the individual’s
child; it is not necessary to have a placement through a foster care agency); (2) is under the age of
19 at the close of the taxable year (or is under the age of 24 at the end of the taxable year and was
a full-time student during the taxable year), or is permanently and totally disabled; and (3) shares the
same place of abode as the person claiming the credit for more than one-half the year (the entire year
for foster children). Also, if the qualifying child is married at the close of the year, the individual may
claim the EITC for that child only if the individual may also claim that child as a dependent.
Taxpayers who are married (as defined in Code sec. 7703) may claim the EITC only if they file a joint
retumn.

In addition to the above criteria, two “ticbreaker” rules apply:
(1) If more than one individual may claim the EITC (if any) with respect to any
qualifying child, then only the individual with the highest AGI may claim the EITC with

-3.
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respect to the child. For example, assume a hypothetical houschold comprised of a
grandmother, mother (age 25), and child (age 2). Both the grandmother and the mother are
cligible to claim the credit with respect to the child. In this case, however, only the individual
with the higher AGI is eligible to claim the credit (assuming the other requirements are met).

(2) An individual who is himself or herself a qualifying child may not claim the EITC.
If in the sbove exanple, the mother is age 17 (instead of age 25), then she is a qualifying child
of the grandmother. In this case, only the grandmother could claim the EITC, with respect
to her own child (mother, age 17) and her grandchild (child, age 2).

To satisfy the identification test, taxpayers must include on their tax return the name and age
of each qualifying child. For returns filed with respect to tax year 1995, taxpayers must provide a
taxpayer identification number (TIN) for all qualifying children who were born on or before October
31, 1995. For returns filed with respect to tax year 1996, taxpayers must provide TINs for all
qualifying children born on or before November 30, 1996. For retums filed with respect to tax year
1997 and all subsequent years, taxpayers must provide TINs for all qualifying children, regardless of
their age. A taxpayer’s TIN is generally that taxpayer's social security number. Some taxpayers are
exempt from social security taxes because of their religious beliefs. These taxpayers do not have a
social security number; instead, the Internal Revenue Service administratively assigns them a taxpayer
identification number.

The residence test requires that a qualifying child must have the same principal place of abode
as the taxpayer for more than one-half of the taxable year (for the entire taxable year in the case of
a foster child), and that this principal place of abode must be located in the United States. For
purposes of determining whether a qualifying child meets the residence test, for any period during
which a member of the Armed Forces is stationed outside the United States while serving on
extended active duty, the member is not subject to the requirement that the principal place of abode
for a qualifying child and the member be in the United States.

Nonresidents and the EXTC

The EITC may be claimed by a taxpayer meeting the above requirements if the taxpayer is a
U.S. citizen or a resident alien.

Section 7701(b) defines a resident alien for income tax purposes. Aliens who do not meet this
definition are nonresident aliens. For income tax purposes, an individual is generally considered a
resident if the individual:

(1) has entered the United States as a lawful permanent U.S. resident (the *‘green card
test™), or

(2) is present in the United States for 31 or more days during the current calendar
year and has been present in the United States for 183 or more days during a three-year

.4.-
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period weighted toward the jwesent year (the “substantial presence test™). (An individual who
is present in the United States for fewer than 183 days and establishes that he has a closer
connection with a foreign country than with the United States is generally not subject to tax
as a resident alien on account of the substantial presence test.)

Individuals who are nonresident aliens for any portion of the taxable year are not eligible to
claim the EITC for taxable years beginning after December 31, 1994, unless an election under Code
section 6013(g) or (h) is in effect for the taxable year.

-

Under section 6013(g), a nonresident alien who is married to an individual who is either a
citizen or resident alien of the United States at year end may elect to be treated as a resident for the
entire year. The election applies to the year for which it is made and all subsequent years until
terminated. The election will be suspended, however, if neither spouse is a U.S. citizen or resident
at any time during a taxable year.

Under section 6013(h), an individual who (1) is a nonresident alien at the beginning of the
year and a resident alien at the end of the year and (2) is married to an individual who is either a
citizen or resident of the United States at the end of the year may elect to be treated as a resident for
the entire year. Thus, this election can be made by a foreign married couple who arrive in the United
States during the taxable year and who are resident aliens at year end.

Mathematical errors

The IRS nmay summarily assess additional tax due as a result of a mathematical error without
sending the taxpayer a notice of deficiency and giving the taxpayer an opportunity to petition the Tax
Court. Where the IRS uses the summary assessment procedure for mathematical or clerical errors,
the taxpayer must be given an explanation of the asserted error and a period of 60 days to request that
the IRS abate its assessment. The IRS may not proceed to collect the amount of the assessment until
the taxpayer has agreed to it or has allowed the 60-day period for objecting to expire. If the taxpayer
files a request for abatement of the assessment specified in the notice, the IRS must abate the
assessment. Any reassessment of the abated amount is subject to the ordinary deficiency procedures.
This procedure is the only one a taxpayer may use for contesting an assessment arising out of a
mathematical or clerical error.
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IL LEGISLATIVE HISTORY

The eamed income tax credit (Code sec. 32) was enacted in 1975 as a means of targeting tax
relief to working low-income taxpayers with children, providing relief from the Social Security payroll
tax for these taxpayers, and improving incentives to work. As originally enacted,? the credit equaled
10 percent of the first $4,000 of eamed income (i.e., a maximum credit of $400). The credit began

. to be phased out for taxpayers with eamed income (or AGI, if greater) above $4,000, and was
entirely phased out for taxpayers with income of $8,000.

The Revenue Act of 1978 increased the maximum credit to $500 (10 percent of the first
$5.000 of eamed income). Also, the income level at which the phaseout began was raised to $6,000,
with a complete phaseout not occwrring until an income level of $10,000. The Deficit Reduction Act
of 1984 increased the maximum credit to $550 (11 percent of the first $5,000 of eamed income) and
the credit was phased out beginning at $6,500 of income and ending at $11,000.

The Tax Reform Act of 1986 increased the maximum credit to $800 (14 percent of the first
$5.714 of eamed income), beginning in 1987. The maximum credit was reduced by 10 cents for each
dollar of eamned income (or AGI, if greater) in excess of $9,000 ($6,500 in 1987). These $5,714 and
$9,000 amounts (stated above in 1985 dollars) were indexed for inflation.

The Omnibus Budget Reconciliation Act of 1990 (OBRA 1990) substantially increased the
maximum amount of the basic credit and added an adjustment to reflect family size. OBRA 1990 also
created two additional credits as part of the EITC: the supplemental young child credit and the
supplemental health insurance credit. Both of these supplemental credits used the same base as the
basic EITC. '

OBRA 1990 also modified the definition of taxpayers eligible for the EITC. Under prior law,
taxpayers were required to file a joint return or file as a head of household or surviving spouse in
order to be eligible for the EITC. OBRA 1990 generally broadened the set of eligible taxpayers and
set out uniform requirements for qualifying children. The definition of “qualifying child” enacted in
OBRA 1990 is described in the present-law section.

The Omnibus Budget Reconciliation Act of 1993 (OBRA 1993) expanded the EITC in several
ways. For taxpayers with one qualifying child, the EITC was increased to 26.3 percent of the first
$7.750 of camed income in 1994. For 1995 and thereafter, the credit rate was increased to 34
percent. In 1995, the maximum amount of eamed income on which the credit could be claimed is
$6,160 (this is a $6,000 base in 1994, adjusted for inflation). The phaseout rate for 1994 and
thereafter is 15.98 percent.

For taxpayers with two or more qualifying children, the EITC was increased to 30 percent
of the first $8,425 of camed income in 1994, The maximum credit for 1994 was $2,527 and was

2 Table 2 in the Appendix shows the parameters of the EITC over its history.
-6-
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reduced by 17.68 percent of eamed incoine (or AGL, if grester) in excess of $11,000. The credit rate
increases over time and equals 36 percent for 1995 and 40 percent for 1996 and thereafter. The
phaseout rate is 20.22 percent for 1995 and 21.06 percent for 1996 and thereafter.

OBRA 1993 also extended the EITC to taxpayers with no qualifying children. This credit for
taxpayers with no qualifying children is available to taxpayers over age 24 and below age 65. Finally,
OBRA 1993 repealed the supplemental young child credit and the supplemental health insurance
credit.

The implementing legislation for the General Agreements on Tariffs and Trade enacted in
1994 made four modifications to the EITC. First, it removed from the definition of eamed income
in Code sec. 32(cX2) any amount received for services provided by an inmate of a penal institution.
Second, it generally made nonresident aliens ineligible to claim the EITC. Third, it deemed that a
member of the Armed Forces stationed outside the United States while serving on extended active
duty would satisfy test that the principal place of abode be within the United States. Fourth, it
required that members of the Armed Forces receive annual reports from the Department of Defense
of ecarned income (which includes nontaxable eamed income such as amounts received as basic
. allowances for housing and subsistence).

Under Public Law 104-7 (H.R. 831), effective for taxable years beginning after December
31, 1995, a taxpayer is not eligible for the EITC if the aggregate amount of disqualified income (i.c.,
taxable and tax-exempt interest, dividends, and (if greater than zero) net rent and royalty income) of
the taxpayer for the taxable year exceeds $2,350.

.7.
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III. DESCRIPTION OF PROPOSALS
A. Administration’s Fiscal Year 1996 Budget Proposal

Taxpayers would not be eligible for the EITC if they do not include their taxpayer
identification number (and, if married, their spouse’s taxpayer identification number) on their tax
return. Solely for these purposes and for purposes of the present-law identification test for a
qualifying child, a taxpayer identification number would be defined as a social security number issued
to an individual by the Social Security Administration other than a number issued under section
205(c)(2)(B)Xi)(T) (or that portion of 205(c)(2)(B)}iXTII) relating to it) of the Social Security Act
(regarding the issuance of a number to an individual applying for or receiving Federally funded
benefits). Thus, if an individual obtained a social security number solely because that individual is an
applicant for, or a recipient of, Federally funded benefits, the individual would be ineligible to claim
the EITC.

If a taxpayer fails to provide a correct taxpayer identification number, such omission would
be treated as a mathematical or clerical error. Thus, any notification that the taxpayer owes additional
tax because of that omission would not be treated as a notice of deficiency.

A taxpayer would not be eligible for the EITC if the aggregate amount of interest and
dividends includible in his income for the taxable year exceeds $2,500. For taxable years beginning
after 1996, the $2,500 limit would be indexed for inflation with rounding to the nearest multiple of
$50.

Effective date

These proposals would be effective for taxable years beginning after December 31, 1995.
B.  Senate Budget Resolution (S.Con.Res. 13)

The Senate Budget Resolution for fiscal years 1996-2002 (S.Con.Res. 13; S.Rept. 104-82),

as passed by the Senate on May 25, 1995, contains a provision that would achieve savings in the
EITC. That provision would (1) accept the Administration proposal that would deny the EITC to

} Included in S. 453, “Tax Compliance Act of 1995,” as introduced by Senators Daschle
and Moynihan on February 16, 1995.

¢ Public Law 104-7 (H.R. 831) enacted a similar provision with more stringent limits.
-8-



148

individuals not suthorized 10 be employed in the Unisod Stases, (2) repeal the credit for individuals
with no qualifying children, and (3) set the EITC for 1996 at 30.15 percent of the first $7,150 of
earned income (for taxpayers with one qualifying child”) and at 35 percent of the first $8,910 of
camed income (for taxpayers with two or more qualifying children). The phaseout rate for 1996
would be set at 15.98 percent for taxpayers with one qualifying child and 19.37 percent for taxpayers
with two or more qualifying children.

! The combination of the reduction in the credit rate and the increase in the earned
income threshold would leave the maximum credit for taxpayers with one qualifying child
virtually unchanged from present law.

-9.
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IV. DISCUSSION OF ISSUES

As mentioned earlier (see Part IT), two of the stated goals of the EITC when it was enacted
were to provide targeted tax relief to working low-income taxpayers with children and to improve
those individuals’ work incentives. This part discusses the effect of the EITC on work incentives,
the EITC's effectiveness at reaching the targeted population, and the IRS’s administrative measures
to reduce noncompliance. It then concludes with a brief discussion of some proposed alternatives
to the EITC.

Effect of the EITC on labor supply

In general, a program like the EITC can have two effects on work effort. First, siroe it
changes the after-tax wage (i.e.. the return to each additional hour of work), people might choose
to work a different number of hours. With a higher after-tax wage, it is more expensive for
individuals not to work, so they may substitute hours of work for hours of leisure. Second, since it
increases people’s disposable income, they might choose to work less — for instance, by working
fewer hours per week, taking more leisure time, or giving up a part-time job. The direction of the
first effect (the “substitution effect”) depends upon whether the individual's income puts him in the
phasein, plateau, or phaseout range of the credit. The direction of the second effect (“the income
effect™) is to reduce hours worked for all individuals receiving the credit.

. For individuals in the phasein range, the EITC increases the after-tax wage, so the substitution
effect is in the opposite direction of the income effect. The net change in work effort depends upon
the relative magnitude of the two effects. For individuals in the plateau range, there is no effect on
the after-tax wage. Since the credit is at the maximum amount, the EITC operates like a lump-sum
grant, and work effort would tend to fall because of the income effect. For individuals in the
phaseout range. the EITC reduces the after-tax wage, since an additional dollar of eamings will result
in a reduction in the EITC received (by the phaseout rate times the additional earnings). In this case,
the substitution effect reinforces the income effect, and a reduction in work effort could be expected.

. In the aggregate, the effect of the EITC depends upon the relative sizes of the work incentives

or disincentives for individuals in the different income ranges and the relative number of EITC-¢ligible
individuals in each of the those ranges. Estimates suggest that just under one-quarter of recipients
are in the phasein range, just over three-fifths are in the phaseout range, and the remainder (about
one-sixth) are in the plateau range.* So for the vast majority of individuals, the marginal effect of the
credit is unambiguously to reduce work incentives. Using estimates from the economics literature
of the response of labor supply to changes in after-tax wages, a number of researchers have simulated

¢ Estimates are from John Karl Scholz, “The Eamed Income Tax Credit: Participation,
Compliance, and Antipoverty Effectiveness,” National Tax Journal, 47, March 1994, p. 78, and
Janet Holtzblatt, Janet McCubbin, and Robert Gillette, “Promoting Work through the EITC,”
National Tax Journal, 47, September 1994, p. 598.
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the effects on aggregate labor supply of recent changes in the EITC.? In general, they find that hours
worked increase for individuals in the phasein range (where the theoretical effect is ambiguous) and
decrease for individuals in both the plateau and phaseout ranges (in accord with the theoretical
prediction). The effects on labor supply are generally larger for secondary eamers in two-parent
families than for primary eamers or single-parent families.

One caveat with these findings is that they presume that individuals correctly perceive the
effect of the credit on their after-tax wage. Most of the EITC claimants receive their credit in a lump-
sum at the time they file their tax returns. If they do not make the connection between the amount
they receive in credit and their eamed income, these estimates of labor supply effects may be
incorrect. A second caveat is that the studies did not examine directly the effects of the EITC on
labor supply. The studies generally simulated the effects of the EITC using behavioral parameters
from the economics literature, in some cases, from the negative income tax experiments from the
1970s, in other cases from other labor supply studies. Thus, the accuracy of the simulation results
depends upon whether the parameters from other labor supply studies accurately reflect the behavior
of EITC participants.

Most of the estimates of the EITC's effect on labor supply focus on the individuals already
receiving the credit and do not attempt to model individuals' decisions of whether or not to work.
One study” that does look at the question of labor market participation suggests that the OBRA 1993
changes would, on average, increase the after-tax wage of single-parent families by 15 percent,
leading to a 6.2 percent increase in the probability of working. For secondary eamers in two-parent
families, the OBRA 1993 changes would, on average, decrease the after-tax wage by five percent,
leading to a decrease in the probability of working. These changes in labor force participation, which
on balance increase the labor force, may offset the reduction in work effort by those already in the
labor force. Dickert, Houser, and Scholz calculate that if the new entrants worked an average of 20

! The following sources use labor supply estimates from the Seattle and Denver negative
income tax experiments: U.S. General Accounting Office, Earned Income Tax Credit: Design
and Administration Could Be Improved, GAO/GGD-93-14S, September 1993 (looking at the
EITC in 1988 and as it would have been in 1994 had the OBRA 1993 changes not been made);
Holtzblatt, McCubbin, and Gillette (looking at the OBRA 1990 and OBRA 1993 changes); Saul
D. Hoffman and Laurence S. Seidman, The Earned Income Tax Credit: Antipoverty Effectiveness
and Labor Market Effects, (Kalamazoo, Mich.: W.E. Upjohn Institute for Employment
Research), 1990 (looking at the EITC in 1988). Stacy Dickert, Scott Houser, and John Karl
Scholz, “The Eamed Income Tax Credit and Transfer Programs: A Study of Labor Market and
Program Participation,” in James M. Poterba (ed.), Tax Policy and the Economy, vol. 9,
(Cambridge, Mass.: National Bureau of Economic Research and MIT Press), 1995, pp. 1-50
(looking at the OBRA 1993 changes) used another set of estimated labor supply responses.

$ Dickert, Houser, and Scholz, “The Eamned Income Tax Credit and Transfer Programs:
A Study of Labor Market and Program Participation,” op. cit.
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hours per week for 20 weeks a year, the increase in labor force participation would more than fully
offset the reduction in hours from those already in the labor force.!

Some commentators have stressed that one should not look at the EITC as an isolated
program but rather as one part of a system of transfers to lower-income individuals.! The interaction
with other programs can affect labor supply. Other transfer programs, such as Aid to Families with
Dependent Children (AFDC), food stamps, and Supplemental Security Income (SSI), contain
significant implicit marginal tax rates in the form of the phaseout of benefits as income increases. For
individuals whose income puts them in the phasein range of the EITC, the wage subsidy in the phasein
range may offset some of the implicit marginal tax from the reduction in other benefits. For
individuals whose income puts them in the phaseout range of the BITC, the phaseout of the EITC
may exacerbate any implicit marginal tax from the loss of other benefits. On balance, one set of
simulations suggest that the combined marginal tax rate (explicit and implicit) on lower-income
individuals does not exceed 40 percent, but the variance across individuals may be large."

Targeting of the EITC to its intended beneficiaries

Because it is delivered through the tax system, the BITC may have better participation rates
than other transfers, perhaps because there is less stigma to claiming the credit. The EITC may also
involve less intrusion into claimants’ lives. Individuals can file a claim by filling out a tax retum in
the privacy of their own home rather than by standing in line at a disbursement office and being
subject to questions. Scholz estimated that in 1990, between 75 and 90 percent of the taxpayers
Jx‘bletoreceinmemtacmlly claimed the credit.!> By comparison, the percentage of eligible

ividuals claiming food stamps, SSI, and AFDC have generally been lower.'*

¥ Ibid.

19 See, for example, Anne L. Alstott, “The Eamed Income Tax Credit and Some
Fundamental Institutional Dilemmas of Tax-Transfer Integration,” National Tax Journal, 47,
September 1994, pp. 609-619, and Anne L. Alstott, “The Earned Income Tax Credit and the
Oversimplified Case for Tax-Based Welfare Reform,” Harvard Law Review, 108, January 1995,

' Stacy Dickert, Scott Houser, and John Karl Scholz, “Taxes and the Poor: A
Microsimulation Study of Implicit and Explicit Taxes,” National Tax Journal, 47, September
1994, pp. 621-638.

" John Karl Scholz, “The Eamed Income Tax Credit: Participation, Compliance, and
Antipoverty Effectiveness,” National Tax Journal, 47, March 1994, p. 65-72. Scholz used a
number of methods to estimate the participation rate; the extreme values of the estimate are
listed above. His preferred estimate is 80 to 86 percent. N

1% Robert H. Haveman estimated participation rates fer food stamps and SSI of 50-60
percent in the late 1970s and for AFDC from 56 percent in Arizona to 95 percent in the District
{
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At the same time, the EITC may also be more prone to improper claims, because unlike such
programs as food stamps and AFDC, there are no caseworkers to process the claims and check up
on claimants. Instead, any monitoring of the ETIC must come through the IRS tax enforcement
process. Estimates using data from the IRS's Taxpayer Compliance Measurement Program (TCMP)
suggest that in 1988, 32 percent of the EITC claimants were ineligible for the credit and 34 percent
of the credit amount was claimed inappropriately. Data from earlier TCMP audits were roughly
similar. Data from the 1985 TCMP suggest that 38 percent of the EITC claimants were ineligible for
the credit and 37 percent of the credit amount was claimed inappropriately, while data from the 1982
TCMP suggest that 27 percent of the EITC claimants were ineligible for the credit and 29 percent
of the credit amount was claimed inappropriately.'*

No TCMP audits of individual taxpayers have been conducted since the 1988 panel, so there
has not been a chance to update these estimates, which come from a sample representative of all
EITC claimants. Also, there have been substantial changes to the BITC since 1988, which makes it
difficult to extrapolate the findings from TCMP data from the 1980s to the present. For exampie,
one of the contributing factors to erroneous claims of the credit was taxpayer confusion about filing
status. On the 1985 TCMP, over half of the EITC returns that were disallowed were a result of
taxpayers erroneously claiming a child exemption. Upon audit, over half of those disqualified claims
had the filing status changed from one that would have allowed the EITC to be claimed to one that -
did not (e.g.. from head of household to single).'*. The simplification of the qualifying child rules in
OBRA 1990 could have helped to reduce this type of exrroneous EITC claim. The filing of a separate
Schedule EIC (also a result of OBRA 1990) may also have reduced the error rate. On the other hand,
the increase in the credit rate and the maximum credit may have encouraged more individuals to claim
the credit erroneously.

The IRS studied a sample of EITC returns that were filed electronically during a two-week
period in January 1994 in order to look at erroneous EITC claims. Unlike the TCMP data, which
provide a sample of the entire EITC population, this sample is only generalizable to the returns filed
clectronically in that two-week period. The IRS’s preliminary analysis of this sample indicated that

of Columbia in 1975-1976. Rebecca M. Blank and Patricia Ruggles estimated participation rates
for food stamps of 54 to 66 percent and for AFDC of 62 to 72 percent (both in 1986-1987).

Both studies are cited in Scholz, “The Eamed Income Tax Credit: Particpation, Compliance, and
Antipoverty Effectiveness,” op. cit., atp. 71.

!4 Scholz, “The Eamed Income Tax Credit: Participation, Compliance, and Antipoverty
Effectiveness,” op. cit., at p. 68-69.

5 Janet Holtablatt, “ Administering Refundable Tax Credits: Lessons from the EITC
Experience,” Proceedings of the 84" Annual NTA-TIA Conference, 1991, pp. 180-186.
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29 percent of the 1.3 million EITC returns filed during the two-week period claimed too large a
refund. About 13 percent of the 1.3 million returns were classified as intentional error.'*

Administrative measures to limit fraud

There has been concern that the IRS’s institutional goal to process returns and pay refunds
quickly have made it susceptible to fraud, in particular where retumns are filed electronically and are
consequently processed more rapidly. Electronic filing has been fairly widespread among taxpayers
claiming the EITC.

The IRS has to date taken scme steps to reduce its exposure to BITC fruud. For example,
the IRS has instituted a system of matching names and taxpayer identification numbers listed on tax
returns with the Social Security Administration’s databsse and lengthened processing time for certain
returns by up to eight weeks to allow this matching before issuing refunds. Prior to this filing season,
the IRS was unabie to match TINs with the Social Security Administration database on a nationwide
basis before processing tax returns.’” This matching may significantly reduce fraud, but it may also
substantially delay the issuance of refunds to taxpayers who are entitled to claim the EITC but who
do not report their names and TINs on their tax returns identically to the records in the Social
Security Administration database.

A possibile way to help limit fraud would be increased scrutiny of the approximately 40,000
clectronic return originators (EROs). Some EROs do not comply fully with IRS requirements for
electronic filing, and several have been convicted of criminal activity in schemes to defraud the
government through false EITC claims.!* Through March S, 1995, the IRS conducted 3.600
monitoring visits of EROs, resulting in 103 suspensions and 303 wamings.'® If the ratio of EROs
with compliance problems uncovered to dase held true for all EROs, it would mean that more than
4,000 EROs are not in complete compliance with IRS requirements. (This would not, however,
necessarily be indicative of widespread fraud among EROs.) Another way to reduce dependence
upon EROs while still encouraging electronic filing would be expanded use of free electronic filing.
_ As of March 24, 1995, only 122,000 filers used any of the 1,200 free electronic filing sites in the

1 U.S. General Accounting Office, Earned Income Credit: Targeting to the Working
Poor, GAO/GGD-95-122BR, March 1995, pp. 14-15.

17 Testimony of IRS Commissioner Richardson before the Senase Committee on
Govemmental Affairs (April 4, 1995).

" Ways and Means Subcommittee on Oversight hearing of February 10, 1994,

¥ Testimony of IRS Commissioner Richardson before the Senase Committee on
Govemmental Affairs (April 4, 1995).
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United States.® Some observers believe that the IRS could take additional steps to improve
participation in the free electronic filing program.

Another administrative reform that could be effective against EITC fraud would be matching
of third-party wage and withholding records (e.g., W-2s) against the tax returns before refunds are
issued. Because currently this matching generally is only performed after the refunds are issued, if
the IRS determines that a refund that was paid should not in fact have been paid, it must then go to
the taxpayer directly to attermpt to collect the money. Itis inefficient to try to collect relatively small
sums of money from a large number of relatively poor individuals. On the other hand, delaying the
issuance of refunds until tax veturns could be matched against third-pa-ty wage data would be a major
change to the current system of processing tax returns. It could result in delays of many months
between the filing of tax retums and the issuance of refunds, unless significant administrative changes
were made to accelerate the processing of third-party wage data. Another course of action would
be to make the EITC nonrefundable, but that course might be objectionable to some on policy
grounds. The annuai refundable portion of the EITC is estimated to exceed $20 billion per year

beginning in 1996.
£ ¢ the EXTC sl i

To address the issue of EITC fraud, some have argued that the EITC should be replaced with
a direct expenditure program. While no one coniends that fraud can be eliminated by a direct
expenditure program, two other arguments are made in support of the direct expenditure program.
First, it is argued that the IRS is ill-prepared institutionally to administer a program that puts a
premium on the overstatement of income. In almost all other cases, the IRS seeks to attribute income
10 a taxpayer and the taxpayer has an incentive to minimize reported income. The second argument
is that it could take several filing scasons before the IRS can establish effective matching during the
filing season.

Opponents of the direct expenditure alternative respond that no government program is
immune from fraud and suggest that the EITC should be fixed, not abandoned. They contend that
one way to partially offset the problem of overstatement of income may to set up some sort of proxy
for effective matching before paying the EITC. One alternative would be to use wage information
from the third quarter of the previous calendar year for a filing season rather than the annual year-end
information.?

® Supra.

3! Testimony of Finn M. W. Caspersen before the Senate Committee on Governmental
Affairs (April 4, 1995).

-15-



150

Another proposal is to replace the EITC with a floor on FICA taxes.® The theory behind
this proposal is that the EITC was initially designed as an offset of FICA taxes for the working poor.
The proponents of this proposal claim that this is a more direct solution to the problem of work
disincentives caused by high payroll taxes. They contend that it should also be easier than to
administer present law and not subject to the same fraud and filing complexity as the EITC. It also
frees IRS resources for other productive work because the repeal of the EITC would eliminate over
10 million tax returns annually. This proposal could apply to all taxpayers or could only be available
to low-income taxpayers. Some contend that limiting the benefit from a floor on FICA taxes to
lower-income taxpayers is more consistent with the original EITC goal of a FICA tax offset for the
working poor than is granting more general relief from FICA taxes for all taxpayers regardless of
income level Besides the additional complexity involved, a phaseout of the exclusion for all or only
some taxpayers will effect the revenue cost significantly. Opponents of the FICA tax floor argue that
the EITC serves as more than a payroll tax offset; it also serves the goal of lifting many working poor
above the poverty line. This additional goal would not be served by the replacement of the EITC
with a FICA tax floor. Also, this proposal could have the effect of reducing amounts allocated to the
Social Security Trust Fund and thereby reducing the solvency of the social security program unless
corresponding changes are made to social security benefit payments.

2 Testimony of Professor George K. Yin before the Senate Committee on Governmental
Affairs (April 4, 1995).

<16 -



1561

APPENDIX
The Appendix contains tables and charts providing additional information about the EITC.

Table 1 is based on data from the Internal Revenue Service's Statistics of Income Division
and shows over the history of the credit the number of families who received the credit, the total
amount of EITC claimed, and the pertion of EITC in excess of tax liability. The dollar amounts are
not adjusted for inflation. Information for 1994 through 2000 are projections.

Table 2 shows the EITC parameters over the history of the credit in dollar amounts
unadjusted for inflation.

Table 3 converts the information for the eamings limit, the maximum credit, and the phaseout
ranges from Table 2 into 1995 dollars. It is also converts the information on the total amount of
EITC and the average credit per family from Table 1 into 1995 dollars.

Table 4 is drawn from Internal Revenue Service, Statistics of Income Bulletin, Publication
1136, vol 14, no. 3, Winter 1994-1995, pp. 178-204. These data pertain to tax year 1992 and come
from the aggregate of all returns filed and processed through the Individual Master File during
calendar year 1993. They are not edited for Statistics of Information purposes and thus may not be
directly comparable to the information in Table 1. The first set of columns show by State the number
of returns claiming the EITC (in aggregate and as a percentage of all returns) and the amount of
EITC claimed. The second set of columns show the number of retumns claiming an EITC that exceeds
the taxpayer’s tax liability (i.e., at least some portion of the EITC is received as a refundable credit).
The number of retumns with some refundable credit is shown in aggregate and as a percentage of
returns claiming the EITC. The amount of refundable credit is shown, in aggregate and as a
percentage of the total amount of EITC claimed.

Charts | and 2 show the effects of the EITC changes in OBRA 1990 and OBRA 1993 on the
size of the credits that would be available in 1996. For purposes of these charts, all income of the
individual is assumed to be wage income.
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Table 1.-Data on Earned Income Tax Credits Claimed, 1975-2000

Number of Refunded
Calendar year families who  Total amount portion of Average
to which received of credit . credit credit per
credit applies (thousands) (millions) (millions) _per family
1975 6,215 $1,250 $900 $201
1976 6,473 1,295 . 890 200
1977 5,627 1,127 880 200
1978 5,192 1,048 801 202
1979 7,135 2,052 1,395 288
1980 6,954 1,986 1370 286
1981 6,717 1912 1,278 285
1982 6,395 1,775 1,222 278
1983 7.368 1,795 1,289 224
1984 6,376 1,638 1,162 257
1985 7,432 2,088 1,499 281
1986 7,156 2,009 1,479 281
1987 8,738 3,391 - 2,930 - 450
1988 11,148 5,896 4,257 529
1989 11,696 6,595 4,636 564
1990 12,612 _ 6,928 5,303 549
1991 13,105 10,589 7,849 808
1992 14,097 13,028 9,959 926
1993 ) 15,117 15,537 12,028 945
1994! 18,059 19,647 16,549 1,088
1995! 18,425 23,310 19,779 1,265
1996! 18,716 25,825 21,880 1,380
1997" 18,907 26,947 22,810 1,425
1998' 19,104 28,134 23,819 1,473
1999 19,369 29,417 24,839 1,519
2000" 19,638 30,809 25,942 1,569

! Projected

Source: Internal Revenue Service, Staristics of Income, various years
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Table 2.—Earned Income Tax Credit Parameters, 1975-1996

(dollar amounts unadjusted for inflation)

Minimum
income for , Phaseout range:

Calendar year Credit maximum Maximum Phaseout Beginning  Ending
rate credit credit rate income income
1975-78 10.00% $4,000 $400 10.00% $4,000 $8,000
1979-84 10.00 5,000 500 12.50 6,000 10,000
1985-86 11.00 5,000 550 1222 6,500 11,000
1987 14.00 6,080 8s1 10.00 6,920 15432
1988 14.00 6,240 874 10.00 9,840 18,576
1989 14.00 6,500 910 10.00 10,240 19,340
1990 14.00 6,310 953 10.00 10,730 20,264

1991:
One child 16.70 7,140 1,192 11.93 11,250 21,250
Two children 17.30 7,140 1,235 12.36 " 11,250 21,250

1992:
One child 17.60 7.520 1,324 12.57 11,840 22,370
Two children 18.40 7,520 1,384 13.14 11,840 22,370

1993:
One child 18.50 7,750 1,434 13.21 12,200 23,050
Two children 19.50 1,750 1,511 1393 - 12,200 23,050

1994:
No children 7.65 4,000 306 7.65 5.000 9,000
One child 26.30 7,750 2,038 15.98 11,000 23,755
* Two children 30.00 8,425 . 2,528 17.68 11,000 25,296
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Table 2.—-Earned Income Tax Credit Parameters, 1975-1996

(doliar amounts unadjusted for inflation)

Minimum
income for ~ Phaseout range:

Calendar year Credit maximum Maximum Phaseout Beginning Ending
rate credit credit rate income imcome _

1995:
No children 7.65% $4,100 $314 7.65% $5.130 $9,230
One child 34.00 6,160 2,094 15.98 11,290 24,396
Two children © 36.00 8,640 3,110 20.22 11,290 26,673

1996:
No children 7.65 4,230 324 7.65 5,290 9,520
One child 34.00 6.340 2,156 15.98 11,630 25,119
Two children 40.00 8,910 3,564 21.06 11,630 28,553

Source: Co:miledbymffofdlclohtColmﬁmemTanﬁon
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Table 3.—-Earned Income Tax Credit Parameters, 1975-1995 in 1995 Dotlars

Adjusted to 1995 dollars by CPI-.U
Minimum ‘Total
income for Phaseout range amount  Average

Calendar maximum Maximum Beginning Eading of EITC credit per
year credit credit income income (millions) per family
1975 $11352. SL135  $11.352 $22,704 $3.548 $570
1976 10.734 1073 10,734 21467 3478 537
19 10,078 1,008 10.078 20,157 2840 504
1978 9367 937 9367 18,734 2454 an
1979 10516 1.052 12,619 21,031 4316 606
1980 9.265 926 11,118 18,530 3.680 $30
1981 8399 840 10,078 16,797 3212 479
1982 7911 ™1 9493 15,822 2808 440
1983 7.665 766 9.198 15.330 2752 343
1984 7.348 738 8817 14,695 2407 378
1985 7.095 780 9224 15.609 2,963 39
1986 6966 766 9055 15.324 2799 391
1987 8.172 1.144 9.301 20,742 4558 605
1988 8,054 1,128 12,700 23975 7610 683
1989 8.004 1,121 12,609 23814 8.121 694
1990 7956 1.113 12,535 23,6713 8,093 641
1991 11,871 906

One child 8.004 1336 12612 23,822

Two children 8.004 1384 12612 23.822
1992 14,178 1,008

One child 8.184 1441 12,885 24,345

Two children 8,184 1.506 12,885 24345

1993 16417 999

One child 8.189 151S 12,891 24,356

Two children 8.189 1597 12,891 24,356
1994 20242 1121

No children 4,121 315 5.151 9272

One child 7.985 2.100 11,333 24474

Two children 8,680 2,605 11,333 26,062
1995 23.310 1265

No children 4,100 34 5.130 9230

One child 6.160 2094 11,290 24,396

Two children 8.640 3110 11290 26,673

urce: JCT Calculations



‘Tuble 4. - State ata un Farned Income Tax Credits Claimed, 1992

.

Nemberof SofTotsl Ameunt
State Ratucns Retes (Themmadd
Alsbama 362,084 20.7% $367.93%
Alska - 18100 s.1% 13,643
Arizona 29461 49% 236,700
Arkansss 194,502 196% 15734
California 2118514 154% 2032138
Colorado 164.193 99% 148839
Conmecticst 714538 49% 63.193
Delawase uss 105% 32.206
Districs of Columble 48840 160% 43678
Ploride 847.682 13.6% 812,582
Georgla 51254 172% 499658
Hewall 37.4% 66% 31188
Idabo 60978 13.2% 56,129
Diinois 5715354 10.7% 525278
Indlans 70062 10.7% 246,561
lowa 11643 3% 97588
Kansss 110464 92.9% 97206
Kemsucky 219292 3% 199832
Lowisiens 3716267 2% w1212
Maine 35605 10.1% 47,586
Marylend 2334% 100% 2124%
Massachuseits 167.743 6.0% 142,124
Michigan 368.166 39% 316,447
Minncsots 149.133 72% 123.558
Missiesigpl 297983 n% 304,250

Coeditin excrss sl tay Nahiiity
Newberef % J4EITC Amesnt
Retarms Retuces  (Dhautands)

12284
203.743
154,709

1,908,964

123312
51826

(2R ]

409619
25405

499236
201961

78674

168.907
mnae
»asi

1A
116308
- 219250
104,961
253,247

Sowrce: Imermal Revenue Service, Satistics of Income Bulletin . Wimer 1994-95, pp. 178-204
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£292.761

188,442
142258
1668477

108.061
409503
U404
35662

611,799

386993
20446
40950

402,958

181,126

66051
Mo
ue.on
29430
.70

153402
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21438
84.507
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Refunduble Pertion as
% Jd TTC
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NS
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759%
2.1%
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S5%
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615%
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1%
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64 5%
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65.71%
5%
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Tabic 4. -- State Data on Earned Incume Tax Credits Clnimed, 1992

% of Tatal

Number of
State Retucns Returss Amennt
Missouri m.21 122% $251.793
Montana 44932 120% 001
Nebraska 74.031 100% 66,586
Nevada 75332 11.2% 68,600
New Hampshire 7918 7.1% 32947
New Jersey 338.193 89% 304.798
New Mexico 127.900 18.6% 119459
New York $30.710 104% 746.967
North Carolina 503.333 163% 482N
North Dekota 26848 9.5% 23853
Ohlo 4729018 9.3% 416539
Oklshoma 202.588 152% 185897
Oregon 142147 10.5% 128433
Pennsytvania 465021 6% 405066
Rhode istand 36204 3.1% 31836
South Carolina 293,057 188% 292,147
Sowth Dekota 37156 1% 34,060
Tenncssee 361580 163% s
Texas 1413644 184% 1363423
Utsh 79.094 10.3% 72520
Vearmont , 140 9.1% 2033
Vicginla 316933 108% 298,600
Washington 203.952 8.5% 178.446
West Virginia 96848 140% 7.1
Wisconsin 182.151 3.0% 160.737
Wyoming 23,260 11.0% 20,588

Nemberef % of ATC
Ratucm Returns Amannt

212029
33.5%6
53.99%
57351
23669

254628
105,008
621502
393652

19.17%6

350628
157299
107.3%0
334553

26431
.

7348
283.006
1.156.176
59.584
16,346

244386
152388
74.193
132,653
17336

Source: Imternol Revenwe Service, Siatistics of Income Bulletin , Winner 199493, pp. 178-204
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367.743
15353

300959
137837
94.597
283,034
3w
229009

B
25614
1,068,357
53018
12661

223504
130412
65419
111636
14917

Refundnble Portion as
% ol EITC

733%
f2%
@H.3%
750%
638%

NS
3%

753%

MI%
nm
A%
704%
TRAS

B4%
50%
T84S
n1%

750%
%
150%
A3

91

B,
F oy
3 -',’



(W VTN ]
, Comparison of EITC for taxpayers with two or more children
(1996 levels)
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Chart 2

Comparison of EXTC for taxpayers with one child
(1996 levels)
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Sowrce: JCT Celculations
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