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TESTIMONY OF
U.S. SENATOR DON NICKLES
SENATE COMMITTEE ON GOVERNMENT AFFAIRS

The Earned Inceme Tax Credit
April 5, 1995
MR. CHAIRMAN, 1 want to thank you and the ranking member for inviting me to address
the Commitiee on Governrment Affairs about an put-of-control federal spending program
whose faults have been o long overlooked.

Mr. Chairman, the earned tncome tax credit, or EITC, was enacted in 1975 w offset payroll
taxes for low-income families vyiti} children and provide an incentive for work, The credit
was first expanded in 1990, and it was again expanded dramatically in 1993 as part of
Presidient Clinton's 1ax bill, Unfortunately, what began as small work “bonus™ has ballooned
into a massive wealth redisinbution program.

i
During his state of the union address in January, Presidest Clinton called the 199,3 EITC
expansion a "working famty tax cut”,

"We took the first step in 1993 with a working family tax cut for 13 million famlies
with incomes under 327,000, 2 tax cul that this vear will average about $1.000 a
family." (Bl Clinton, Siz:zte of the Union, fanuary 24, 1993)

In fact. Mr. Chairman, the EITC is ngt a tax_cut. It is the federal govemment's fasiest
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growing and most fraud-prone welfate program.

As the chart [ have brought witih me Hustrates, the BITC will cost $17 biliion this vear,

more than twice as much as it cost in 1992, BITC growth rates for the lust four vears are

35%, 18%, 22%, and 55% respectively, and the pmi,n.msx cost continues o grow out of

control into the near futurs, reaching 326 billion in fiscal year 2000, Amazingly enough, the N
EITC will in fiscal year 1996 ¢clipse the federal cost of Aid w Famulies with Dependent "
Children. | )

With regard to the EITC's original purpose of reducing the tax burden on working furnmlies
consider the following facts. Ninety-percent of the cost of the EITC is divect handout, or
federal outlays paid directly to individuals who have zere income tax lisbilicy. Only ten
percent of the cost of the EITC is a tax refund. Consider furtber that, although the EITC i3
supposed 10 encourage work, the Government Accounting Office found that the average EITC
recipient warked only 1.300 hours a year, compared with a normal work vear of 2,600 hours.
The maximum EITC is equally available to both a fry-cook who works 2,000 hours per year
at $5.00 per hour and a part-time lawyer who works 100 hours per year at $154 per hour.
Finally, the President's expansion of the EITC opened the program up to axpayers without
children, u dramatic departure from the program’s onginal purpose.

The most unsething part of the EITC story, Mr. Chairman, brings us 1o the purpose of your
hearings yesterday and woday. Numerous studies of the EITC by the IRS, GAO. and others
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“have revealed muassive program losses due o fraud and ervor. - [t is my understanding that

you, Mr, Chairman, have estimated that between 30 percent and 40 percent of all EITC
venefits are lost to fraud and crror, which is an amazing statistic,

i
The primary sources of EfTC fraud are people who falsely claim they have children or
understate the age of their children, people who fabricate jobs, and marricd couples who
claim to be divorced. Studics and hearings have also revealed growing tax return preparation
fraud, whereby tax preparers qeorult low-income people, set-up fichtious companies © pay the
recruits, and then file electronicireturns claiming refunds which ape split with the recruits. .

Why does the EITC attract such abuse? Because the EITC offers big checks. The maximum
eredit for a multiple-child family is $3,114 in 1995, and although recipients can elect to
coliect the credit in equal paveheck installments rather than in lump sum, less than one-half
of one percent choose to do so according to the GAG.

Mr. Chairman, the IRS has come under fire this year for their initiative to reduce fraud by
cross-checking Social Security numbers on all retumns and by running returns secking
refundable credits through computerized screening systems and holding refundable credits
untit the retun s verified. While the delavs these activities may cause law-abiding taxpavers
are regrettable, | applaud the IRS for this initiative.

) .t . . .
However in order to curb this program's muassive growth, we must do more than reduce {raud
and eitor. We must overhaul the entire program and reduce s cost

As a member of the Senate leadership's working group on entitlernents, | was asked to
examine options for feézzc‘ng, the cost of the EITC. What [ discovered was that the massive
expansion of the program tn 1993 must be reversed. Congress took the first step wi ith the

S i e
recent passage of the self-employed health deduction bill, which included a provision to deny
EITC benefits to axpayers with significant sources of passive income, | think we could have
done even more with that provision, My, Chairman, to ensure that taxpayers with substantial
assets do not qualify for the EITC,

/ t believe the EITC credit §wcls which Congress doubled in 1993 must be scaled back. and

;3 the top income eligibiltty lasvels of §24,394 0 326,651 must be reduced o more closely

=, reflect peed. Further, the upansmn of the B} TC 1o taxpayers without children should be
rﬂpealed Finaliy, we shouid examine other options, muudmg pr@pi}sals 10 ﬁ:}ld ‘this program
into 3 welfare block grant te the states. oo
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- M Chairman, [ commend you for %z&izéiﬂg these hearings and | look forward to working with

voy as these issues are addressed by bath the Government Affairs and Finance Committees.
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EARNED INCOME TAX CREDIT

Credit Maximum Min Income Phaseout Federal Cost %%
YEAR Percent Credit] for Max Credit Income (in billions)} Growth:
1976 10.0% $400 $4,000 $8,000 0.8
1977 10.0% $400; $4,000 $8,000 $09  12%
1978 10.0% $400 $4,000 $8,000 0.9 0%
1979 10.0% $500 $5,000 $10,000 $0.8 -11%
1980 10.0% $500 $5,000 $10,000 $S1.3  63%
1981 10.0% $500 $5,000 $16,000 $1.3 0%
1982 10.0% $500 $5,000 $10,000 S1.2 8%
1983 10.0% $500 $5,000 $10,000 $1.2 0%
1984 10.0% 8500 $5,000 $10,000 $1.2 0%
1985 11.0% $550 $5,000 $11,000 S1.t 8%
1986 11.0% $550 $5,000 $11,000 $1.4  27%
1987 14.0% $851 $6,080 $15,432 $1.4 0%
1988 14.0% $374 $6,240 $18,576 $2.7  93%
1989 14.0% 3910 $6,500 $19.340 $4.0  43%
1990 14.0% £953 $6,810 © $20,264 $44  10%
1991 17.3%  $1,235 $7,140 $21,250 49  11%
1992| '18.4%  $1,384 - $7,520 $22,370 $76.  35%
1993 19.5% $1,434 §7,750 $23,050 $9.0 18%
1904]  30.0%  $2.528 $8.425 $25,299 $11.0 22%
1995 36.0% 53,114 $8,650 $26,691 $17.0  55%
1996 40.0%  $3,560 $8,900 $28,524 $20.0  18%
1997 400%  $3,668 $9,170 $29,387 ‘ §230  15%
1998 40.0%  $3,780 $9,450 $30,289 | §24.0 4%
1999  40.0%  $3,900 $9.750 $31,249 $250 4%

“ata for FY91 through #Y99 for multipic-child beneficinries.
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'*r(: Latk 7/’}/
Amenca s Secret Welfare Scam by Lisa Schiffren

APRIL 1993 A MONTHLY REVIEW EDITED BY R EMMETT TYRRELL. IR

REVOLTING LOSERS

. Newt-Haters Ben Jones and David Bonior, by Byron York
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Lisa Schiffren

- America’s Best-Kept o
- . Welfare Secret

§

-What are Republicans doing supporting the Earned Income Tax Credit,
a 20-year-old, fraud-riddled giveaway that makes AFDC seem positively civilized?

‘ ; n fuly 1993, Health and [, :\-‘
Human Services secretary

Donna Shalala announced
a major expansion of ithe
Earned Income Tax Credit
(BTG program, which gives
-cash supplements w people
who make 100 much money 1o
qualify for Aid o Families
with Dependent Children—wor
AFDUC. the nation's primary [
welfare program. Shalala
billed i as the keystone of the
Clinton administeation’s plan
o reform  welfare. Her
announeement came despite
admissions by the Internal
Revenue " Servige. which
adrainisters BITC, that the fraod and error rate in the program

was o Jeast 30 percent, and perbapy o Bigh as 43 percent, |

aiding up te $6 billion yearly.

When that nidiculous number became the subject of hear-
ings last year in Font of the House Ways and Means HIRS)
Oversight Subcomminee, former secretary of the treasury
Lloyd Beotsen admitted there had been Enle or ne ag-
countability or monitonng in the program, Clinton adminis-

Lise Schiffren, o former speechwriter for Vice President
D Quiacle, 15 o writer living (n New Yok,

tration officials themselves—
including Bentsen and IRS
commissioner Margaret
Richardson—admitted that
the fraud rate might be as
high as 45 percent. The GAO
(General Accounting Office,
Congress's main oversight
arm} issued a report this past
October, ¢iting the astonish-
ing fraud rate, in response,
1 the administration, perhaps
fearful of scandal on the eve
of the election, dispaiched
top officials to smooth over

- and de-emphasize the report.
even ag they were making it

. it public. -
Even while a hotly contested election was underway.
with government spending a key tssue, the mainstream
media devoted almost zere coverags 1o these public reve-
fations. The only aspect of this scandal that atiracted atten-
tion—and ot much at thatw-was the revelation that illega
immigrants were eligible for EITC benefits, and hundreds
of thousands of them were receiving these cash granfti as &
gift from American taxpayers. The media failed even to
report that prisaners were eligible for i

One can only guess that this extraocdinary example of
government malfeasance and lack of accountability with

i
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taxpayer mongy got Bo atiention because the EITC is so0 per-
fectly camonflaged. The name itself is so eye-glazingly
techmicul that when it appears in print readers pass over it
without soticing. assuming that it is tax arcana and Aot a
welfare program. That's why, after almost twenly years,
only dedicated policy wonrks knew the program exists.

thoogh the ETTC will sorpass AFDC in cost by
A 1997, the low-profile program bas the kind of bipar-
tisan sopport that shouid always make taxpayers
wary. it is regarded by both Hbersls and conservatives with
the same unentest raveyece as Head Stwb--and, like Head
Start, ity grea selling point seems 1o be that while no one
cun prove BITC dovs any loag-1eem good, it dossn’t seem 1o
do grent hurm either. Deomotrats see 3 as o way o offer
“income wssistance” o whit vied o be called “the desery-
ing poot wethose carning just esough sot o qualify for wel
furg--without baving © expsnd AFDC iselll Hepublivans
ftke it hecnuse giving out cash in the form of eaappersed
tax “refunds” o people wha gre already wzxkiﬁg; Af anly
part-time. secns 20 much neater and lesy liberal than doing
it through the standarnd welfure system, .
The-great clagn for E0C .

-

Perhaps the nation enthuswastically agrees with Robert Shapwe,
the “new Demacrar™ sconarmie gire at the Progressive Policy
Institute, who says, “No American family with a fulldime

“worker should have to live in poverty.” But at a drae wien the

nation seems to be concluding that Great Society tmnsfer pro--
grams have created as many problems as they ve solved, at

‘tremendeus and uasusiainable cost, i€'s important that our lead-

ers put the dozens of means-tested redistribution progeams on
the table for re-evaluation. When advocates argue that welfare
only costs $24 billion a year, they are merely referring to
AP, Food stamps cost another $40 billton annuatly, i you
include all of the other programs—including ETFC. Yeluniesr

Grandparents, dayeare, etc.—the stunning cost of x\:elf:}m

reaches the neighborhood of $350 billion a year And we're
back to the qucs.tlcm of priorities.

" Where EITC Came From

The Eamed Income Tax Credit began, innocently enough,
in 1976, Afer a pamcularly large jump in the Sucm]
Security p.zyro%i tax, officiuls worried that pecple with
incomes near the poverty line would be driven into poverty

. by federal taxes. The EITC was intended to refund the

Sccial Secority (FICA) 1ax,

+

bs that the prograt is 5 wiy
of helping the poor witheut

There is no asset test for EITC.

and to make sure thil regip-
ients got credit as if they

undernining thesr work . ; - . had paid  imae Socipl
cihic: the money is o You could have zzlizause, car, and * Secarity. In its-original
“hanus” for working, uniike boat and still qualify. form, the program prevem-

AFDC. for whivh people
only gualify by not working,
Despite the fact (hat it has been in existence. in one form or
another, tor ningteen years, there have been fow studies of
BITC s wethad effects. The most dgorous study, conducted
last year ot the Institute for Research on Poverey at the
University of Wisconsin, indicutes that EFTC crestes as
much disincentive to work as incentive. Indeed, recipients
who are already working work less when 'huy receive tiis
additional cash supplement,

Even withoot its staggering fraud rate, the plain fact, os
we shall see, ix thut B1TC i not a retund of taxes patd, but
merely o trunsfer program for people who are wo success{ul
10 guallfy for welfare, Legitimme recipients are often gen-
uinely poor—-of that there i no question, And many de
work hard for not much money. But when did the American
taxpuying public agree 10 nstiute a second tier of welfure?

When did our lesders conduct a national debate over”

whether we wished 0 germuanently subsidize all workers u
the low ead of the pay scale to make sure stheir incomes
reach 1 goaranterd minimem level?

- When we did have such u debute——during the Nixon

admislsiriton-—over whal was then called the “guarantced

anngal Income,” or a similar plan, the “negative income
tax,” these radical redisiribution progrums were rejected.
Studing 8t the e showed that such progrins invaniably
ézmmzah the amount of m&r% people are willing to do 1o
sypport thonselfees,
Pechaps we wish o sobsidize the working poor al! the same.

+
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- - ed a fairdy small number of
—oworkers and their children
from failing into poverty as a result of govermmen fax poli-
cy. What could be more laudable?
That's why the program is administered by the IRS,
and why EITC payments ke the form of 8 “refuminble
tax credit.” even though, as with 0 many income redistri-

. btion programs, the rationale and goals for the EITC—

and, more importantly. its size—have expanded several
times since the program’s incepiion. In 4 paper published

~lust November, Johg Karl Scholz, an econormist o
© Wisconsia's Instiuie for Researeh on Poventy, called

EITC “the coraerstone of the Clinton Administration’s
welfare reform agenda.” By 1098, the paper poinied oug,
EITC is expected 1o cost the fodernl government $24.8 bil-
fion per annum, AFDC, in ¢ontmst, will cost 316 biflion
yearly.

EITC is aot like any ;:zzher e credit vauve ever }mzﬁ af,
Most of thear reduee tases doltar for dollar, like a grocery-store
coupon.  your normal tax hifk i is ten doliars, and you're e
hle for a two-dallar child-care credi, you simply pay eight dol-
Jars.in.taxes rather than ten. The eateh is that you autundly have
to pay taxes for such a credit 1o do you any good,

Unlike any other tax credit--with the areanc sxception

. of the “off-road motor fuel tax eredit”™ (which alsa bas an

enarmous fraud rate}-—the EITC is g “refundablc credis.” If

. you gualify for the EITC, and you owe 33 in taxes, you

might, for instance, get a $10 “refundable tix credin.” With
@ normal credis you would simply not pay the $§ you owe.

The Anwrivns Spwx sat0r Apeid 195
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Hat with 4 refundable credit, you pay ne mxes at ail, and
then Uscle Sam sends you five bucks in the mail,

Since people with incomes undur the poverty line do not
pay federul ircome taxes. you can qualify for EITC without
having miuch. or any. tax liability (0 begin with (besides, of
course, the payrolb tux). According 1o studies by Marvin
Kosters of the American Enaterprise Institute, an expen on
£17C, almast 90 pereant of those who receive EFTC cash

puyments pay no federal taxes w begin with, For them, the

grograw sunply amounds (¢ Cash bonus,

What does it tke 16 qualify for this extra spending money’”?
In 1984, 2 worker with one o pewe gualifving {Gependent
minors children and an income up 1o $25.296 was eligible for
songe credin. The maximum credit, Tor o worker with two chil
dren und o sadary of STLOOO, was more than $2,500,

Under the generous Clinton expunsion anncuoced by
Shalala. the rates of the credic will be increased by one-third by
§OB6, That mesns that, at the maxtinem level, BITC will give
recipients roughly 30 cems for each doliur dey eam. So. in
£906, o worker who eurns

E

things easier for such people. (Of course, one reason work
appears not (o pay is tar welfare is 50 gencrous.)
But while some working families fir this pictore, they

" aren’t the majority of EITC weipieots, For most of them, 2co-

pomic hardship is waceable w predicrable reasons, rot ran-
dom bad luck in the face of wnacuy. Contrary 1o the clams
of EITC's potitical advocates, for iastance, workers do oot
fave 1 work foll-time or year-round o qualify, They don’t
even have to earn low wages. You con work part ume. You
can work seasonally. You can work yant of the year, receive
AFDC part of the year. and qualify. Now that the Clinton
administyation has allowed single. able-bodied workers with
no dependents to claim the credit for the fisst time, many stu-
dents who work part-time qualify for some level of cash
grant. Furthermore, unlike AFDC, there is no asset test for -
EITC. You could have a house, car, ane boat, and stifl quakify.

A sccond Eact that erodes the compelling piclure of mom
and did burting inexorable economic forces is thut roughly
half of the families that rece;ve EffC ;xzymzzzﬁ are headed
by single mothers, This is

5100 will get a bonus of
83,370, Workers wha'cumn
mien got o smallor paymint

T oup o oan inosre of 8270060,
at which the credit i phased .
© eutt, [ akklition, meost of these
workers are also eligible for
food stamps and. in many
phices. subsidized housing.
As should be ubvions, the
vatue of benefits far exceeds restitution of the 7.5 pereene
anwiges tat workers contithute 1o Sochl Security.

Who Gets 11?7 Whe Should?

The BITC ix widely understood tw be for the benefit of full-
ting, yoeur-roumd, low-wage workers supporting lumilies)
the payments are suppesed to muke up the difference
botwoen their yeurly income and the nationgl poverty level.
Jett Hammond, an econontist at the Progressive Folicy In-
stitute, the
Council, srticulates this wishful understanding with evident
gincerity, “The BITC iy desigaed ts insure-thiat famifies wha
work veur sound will at feast reach the poverty fine)” says
Hammond. "t is designed to be the wmount of credit

eyusvalons that will pull youf income up 1o the poverty

vvel, depending on the swucwre of your family)
Hummond describes ihe farger rocipiont 4y s person

whi works very bend, makes the minimsn wuge—which

doesit get you o the poventy Ievel i you have kids. Bu
- he’s doing e right thing. He's scumg a good example,
even dough he could gdon weltare, Fhere is a tremendous
social benefit 10 supporting workers. and, thereby, the warl\
ethic,”

IUs ditficul 1o argue with the sentiment that says tha
peopie whe work very hurd to suppirt thelr Rids but doa't
mske 4 kst of momey ought © do bBeiky than people ho

ke wellare, Surely vur wealihy nutlon sught 1o make -

EITC creates a disincentive to work,
Scholz maintains. “People’s preferences
are such that as they have more income,

they buy more of the things that -
they like, and they like leisure.”

think tank of the Democratic Leadership '

winth noting becaose, o the

relentiens drive never to

offend wommen, it is forbid-

den 10 mention that single
mothers—-especially those

never-wed mothers and

' even these not on welfare—

have 2 very hard foe sup-

porting children adeguarely,
in reality. thut cost is

imposed on their fellow citizens. Only 20 percent of mar-

vied, two-parent families with children cors loss than

$25 000 per vear, wherens 73 percent of all famdlies headed

by single mothers live on $25.000 or fess,

. Without Blaming women whe find themselves in soch cie-
cumstances, most of whom are doing the Best they con, it is
iiponant {6 keep rack of the economic costis of social prob-
lems such as divoree and illegitimacy. Both of those canditions
arise from decisions made by individusl men and women: they
are not the result of forees of nature. While such fumilies may,
requine assistance, it s unclear why soclety should be perpetre-
alty required 1 compensate for people’s luck of comfor.

The ihird divergence between the EITC propenent’s
“clainte and the tuth, a5 asnue readers have already noticed,
is that the program 8 net Hmited to workers whose incomes
fall under the poverty line. Again, acoording o John Karl
Scholz, who has weitten extensively on EITC, half of the
recipients have incomes above the poverty line. in most of
the country, Jor instance, $25.000 is understond to be o solid
lower-middle-class family § income. .

‘tAs a smialt political footnoie, “New Beapori” support
" for BITC originated as a “propressive” a&t&matts‘e ) mising
the i wage, which, Robert Shapiro has argued, is an
inflationary aotioe that hurts more poor families than §t
belps. In o 1989 repont, Shapiro noted that only one-fifth of
mitimem-wage workers are poor; the rest are the second of
third wage sarness in their families. Former DL leuder 814

+
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fedaral taxey v sesioring BITCs

.

Clinton axpanded BEFTC in 1993, but has since proposed a
$1.15 ruive in the minimwem wage, which seerns (o indicate
that hie only takex sophisticated “centcist” urgoments seri-
casly if they advorate redistobution.)

1U's imporant 10 note that tere s 2 serious problan among
mien with high-scnool {or less) education, whose incomes have
remined sayrrant for 1wo decades. S barder and harder for
s o sapport families decently, even with working wives,

Clinten sdministration ceonomic policy, including curremt tax-

cut proposals, is focosed around this issee. Yet it remains
guestionuble whether o probleni of the re-organization of the
agtion’s geonorty will be solvéd with persons] subsidies, As
Donna Shalals madatined in congressional lestimony in 1994,
“The EITC is essentially 2 apay ratse for the working poor.” She
T v ackd thal 1 wits 2 sy radse taken out of the pockets of
other warking Americans whose real moomes also have not
SECI MRYOY INCITAses. ¢ '
Far Onee, the Esperts Agree '
Rementber; the reasan politicians love this program is that it
enculrages peaple 10 wark, 1ot loal, But does it realiy?

The University of Wiscansin's Scholz, who s un enthu-
sizstic supporter of EITC. says the progam offers “an
unambiguous incentive for the nos-warking o start work-
ing, becamuse the BITC increases.their after-tax wages sub-
stuntially.” But for sthose already working, BITC crestes o
dininceniive 1o work, Scholz mamstains, “Because the BITC
makes their incumes highsr, ey are likely ¢ buy more
Ipisure, People’™s prefereaces are such tbal as they have
moie iwome, they buy more of the things dat they like, and
they ke leisore,” Econosnists call s universal trade-off
saong people getting free money the “incame effect”

“iluny fmediies nor it the dabor force are not on da: margio
af working,” Scholz nowes in & recent study, Thi means shat
ingentives don't overcome gvervone's decision ot o work.
The implication—at least as I see it though I doubt he woeld
agren-—is this for soine peaple sticks b a8 welfare cubGif
muy work butter thun carrots. “Ninaty-nine puint Hive percent
aof BETC recipients,™ B stutdy continues, “weevive the credit ina
bangs sum afler fiiag o o wio, so ik lioks between earn
ings and henediis . . are Nikeby 2o be Jess clear 1o recipiems.”

I ix another one of the upiyee sspects of EITC tht 2xpents
an both sides of the weolegical divide reéport precisely the
sumie fndings, Marvin Kosters, who for g decade has been
fhe aply expert on the BITC o testify agsint it agrees that
the divigcentives wre us strong us the incentives. He explaies
that “any leval of income can be attained by working less
thae woulkd fie required in the absence of an EITC payioent.”

Furthermore, Kosters asks the ane question oever heard
in Washingiom “Suppose @y o good idea. Dogs that meun
the bigger tre better? Dues i micun that any sircture Iih""ji::?t

as good? [k not. The iocorme cotoff is'very gh relative

o average wages. B ogoen well imte the middle class.” He
recommends simply exchaling low-wage workers from all
ariginal plan o simply
retund poyrod taxes,

Bui Kesters's objecilons 1o the progrm are sol limited

o its efficacy as policy. He also believes thut the EITC's

stratospheric fraud rate is due to inhierent valnerabilities in
the program’s cuerent zize and form. “The system lends
itself 1o abuse when #t gots [az’ger he says, “Fhe pombﬂzzy
of complicated frand emerging is greatly encouraged by the
generosity and size of the thing, If it were small there would
Be much less fddiing around.” .

The term "fiddling around” §s quaint and debicate when i
comes o a discussion of the huge rate of chicanery in the
BITC. In # political culture where the cynical expectation s
that all programs are permeated by some degree of wasie,
fraud and abuse, the BITC, with its curreni 30-45 percent
£$5- billion) fraud rate, is in 4 beague by isell,

Helping the Inner City Help Itsclf

Jim Braton, 2 Washington atiorney with Williams and
Comnoily, served during the Bush adminisiration us deputy
assistant attorney general in the tax division of the Justice
Depastment—i., the office that oversees the presecution of ufl
. federal tx-fraud chses. Bruion thus Became one of the nation’s
leading experts on the types and extent of BITC fruud. He sug-

H

gests that the progrun invites fraud in 5 way the norwal tax-

retum process does not, because the program gives out money
directly to filers. instead of the more usual armangement in
which z refund is disbarsed gfter taxes are paid, The EITC, he
says, has “ereated § wew type of tax ermisal, Usually tax cdm-
inals we whitecoliar, of sifnply people who underrepu, or
gon't pay their taxes, {EITC cheatees] wre ofton strogt eriminals
whe can file fravduleatly and take money from the syswem.”

According 1o Bruton—and w© other senior Bush sdminis-
tratien officiats at Justice and the ERS—the problent began
to ‘eschiate’in 1990, Bruton and his boss, Shirley Peterson,
thea-assistant altorney geoeral {or tux, poticed an increuse
in fravd reports coming i from arcund the country, resalt-
ing. he speculates, fram an expansion of EITC that 1ok
effect that tax year,

Peterson, say colleagues, was particoinrdy imterested in
dealing with the problem. As cases came in from IRS freld
offices, she made sure that the focal U.S. anorneys were ap-
prised of them. But. g5 one official said, “the maximum
fratd i most of these cases was about 32,000, US. atior-
neys have long dockeis. These cases got pushed o the
hack.” Broten sdds, "I costs roughdy 33,000 for the IRS 1o
send a crimins} investigator 1o check up on o e

Over the years, smali-time EYTC fraud has isvoebved obvi-
ous schernes such as g husband and wife, each with a quali-
fying income. filing as if-they were diverced. and both
receiving the credit, people with ilegal income filing ax
returns and geting the credic two single mothers who dow't
work (and may reoeive AFDC) pratending dun they are each
paid 1o look afier the other's children. people filing with
wholly fictiticus children; peuple under-reporting mcome to
maxisnize the amount of the credit they get.

Stightly more creative Chicanery involved peaple filing
requests for emplover 1D numbers (which are uttedy rowting
and never checkedy, making up a company, fling phony W-2
forms, and collecting the cash refunds. Some hustiers used

+ v —— s
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phony addresses, stolen or phony Social Secarity numhbers (the
RS sent the refunds even when they noted that the number
wis incorrect). One common trick was o steal Social Security
misnbers from the files of schoolchildren at public schools,
¢The subcommities’s recoeds are full of such colorful anee-
dotes. by tax-preparers currently residing in federal prisons.)
Far mwore isnovative fraed was encouraged by the IRSs
aow clectronie filing procedures. Reguber faxpayers are pener-
ally reluctant to file by Computer, because there are no safe-
guards 1o ensure that the information you file doesn’t get
changed ance it reaches IRS headguarters, and 1 alf criminal
tax prosecutions the burden of proof s on the Gxpayer. But ihe
IRE, eoger to shift 1o elecisonic fling, created o special in-
ducement ts yse the sew system——ihe Direct Deposit hndioator
I(I)l)l}. Within mere hours of filing o i ehoctronizilly, the

THE LATEST EITC MESS

Four days before the lanuary | slan of tax-filing season,
in a Inst-minule nitempt to pvoid & ropeat of the past
vear's 43-percent EITC fraud-and-error rate, the TRS,
ander pressare from congressional investigators,.
anmounced that it would eruck down on elecyronic
refunds by halting use of the Direct Depostt Indicator
(DY and nstinuing new venfication procedures,
including cross-checking retumns agafust soclal secunty
aumbers. The verifieation could detay BITC “refunds”
by up to two months.

The new policy has creuted havoe angd anger amnong
recipients. Those outraged include many of the poor who
have come to depend on the quick turnaronnd, So far,
mare than | million peaple have colled Beneficial
National Bank, a major “refund anticipation toan” (RAL)
procezsor, It is just suchdouns that are the target of the
reform: last year. the IRS concluded that 92 percent of
fraudulent electronic returns tnvolved RALs,

An H&R Block hotline has received more than § mil-
tion calls about RALs. Said H&R Block president Harry
Buackley, " You just can’t have this many poor people
depending on this money and buave H ot be there—it's
Hike saying we're not going 10 pay welfare this month.”
This is not pure almisin: fast year Block and o handful
of banks processed roughly 3 3 million RALS, of rough-
ly $1.500 cach, for an average fee of $31, grossing $300
million.}

Is cancellaion ﬂf:hc DT justified? Truly needy pee-
pie wauld not face harm from delayed retuens if the
money were paid owt in monthly incrementy instead of
jump swias. The IRS offers the monthly check option,
throbgh employers, yet fully 99 percent of recipients
prefer the lump-suro payments. EUTC recipients would
obwiously heneflt from the weekly approach, which
would also more clearly “make wark pay.”

~—L.3.

F

fiter would be notified of the armoant of his refund with DOL

{Under normat conditions it takes a couple of weels }

Street entreprencurs angd members of the cominal under-
class must have felt like prospeciors stumbling on gold
nuggets glittering in a riverbed, DD allowed banks sad-
some tax praparers to offer toans, using the BDI as collater-
al. These “refund anticipation loans”™ fueled major econom-
i¢ activity in the inner civies. Broton tells of refund anticipa-
tien foan centers springing up in vsed-car lots—so that peo-
ple could file their BITC claim and drive away in a Chevy.

There were other fabulous schemes, In one Midwestern
city, when business got slow for 8 netwurk of ilfegal drug
deaters, the deslers helped clients file for the EITC. Your
1ax doliars flooded back o the ghetto within hours, send.
ing drug sales booming.

Waond of the scheme spread yuickly, Soon street gangs in
Z_,oq Angeles were preparing neighborheod tax retunys—for
a cut of the EITE refund foan. A group of imumigrant cob.
drivers in Texas was caught doing the same thing, AcToss
the country, peopie whom liberals belizve cannot hold s job
were impersonating tax preparers and helping the Climon
administration achieve its goal of helping the working puor,

Noi just crimainals but even legitimate banks and tax pre-
parers, such as H&R Block, were doing a land-office busi-

© mess with the refund-anticipation loans. They even labbied

to maintain the TIDT well after the fraud had surfaced. The
IRS was entirely aware that this fravd was going on. Io

1991, when Shirley Peterson moved from the Justice

Department o head the IRS, she brought along 3 sophisti
cated vnderstanding of e probles. According o ong for

~mer (RS official, she was extremely frustrated fo discover

that the IRS's antupusied computer system made # Impossi-
Ble to ruce the cligibdily of EITC applicants cfficiently. In ..
early 1992 she ordered DDIs 10 be stopped. hecause they
were the direct catalyst for much of the program’s fraud,

Among the firse moves made by the incoming Clinton ‘
administration—and new 1RS Commissioner Margaret
Richardson-was to reverse that decision and restore the
ODI. This ensured that the massive fraed would contin-
e, just s President Clinton was expanding the progran,
in response to congressionu! pressure, Richardson sus
peaded  the DU last December 28, creating havo in the
current fling season. (Bee sidebar at {eft.) And provisions
in the GATT treaty passed lust December will stop BITC
henefis rom gamg t non-resident ahiens as well as pris-
3351~ $ 0

While the m;‘igmwde of the frand was welf known
encugh that Richardson should have been aware of i1, much
of the biame must go 1o the permanent bureaucracy at the
IRS. which has been criticized for intransigencd, inigraal
bureancratic ieuding, and an iastitational culre that does
not allow for the admission of problems. The “systéms peo-

_ ple” at the IRS, who were gung-ho shout electronic filing

and whatever it would take to expand it, were engaged in
destrugtive internal squabbling with the Criminal
Investigative Division (CID), which natorally felt that fraund
shouid be proseduted.

H
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Writing is Tux Notes Today in October 1994, reporter
George G iiman--whe broke the scundal in the tax com-
mnity—tevealed that, according o Joe Samavicey, a e
cently retired gmployee of the Eriminal Investigating
Division. “The onus was on CID employees & do nothing
that slowed the elestronie filing process. Suspieion of frasd,
Homany inslances wis nol eoough. The message from many
senior mansgens af the service centers wos that guestionable
claives should not be held back unless the reviewers were
absebutely sure that the cltms were fraudulent.”

The IRS has raditionslly been reluctant tr discuss tax
frand since it has o large stake in-conveying @ sanse of
omniscience, considering 1hat we still have a largely volun-
tary comiplisnee sysiem. The IRS generuily only discusses
fraud g s hos discovered in cosjenction with punishment
it has meted out. For obvious reasons, the IRS cunnot and .
dovs not discuss fraud that §s seceessfud, The inernal politi-
cal caliire of the 1RS 18 not conducive to admissions of
muassive (wilure by one or another competing demwament.

For ull these reasons, .

o adit toapavers suspected of hiding sigoificant amounts of
income. I would cost the government more than the amount
of the credit to investigate whether or not the recipient was
eligible. As Bruton put i, “As soon as 3 program distinguishes
between people who get and people who don'i, you have 1o
have a policiag mechanism.” That is why, for example. state
degariments of health and human services bave armies of
caseworkers assigned to monitor each AFIXT recipient.
Fust as a great many peaple in Washington think shat il
makes sease 1o use the military to deliver humanitarion aid,
_because it i more efficient than the average relief organiza-
fion. so politicians are enamored of using the IRS io deliver
social services. In recent years the IRS has been given the
task of collecting student loans and child suppert payments.
s garnishing wages, zad the Jike. IRS muy well be more effi-
¢ient than the Health and Homan Services Depanment (who
waould doubt It?), but in 2 sockety bused on a Righ degree of
liberty and privacy, there ase very troubling implications 1o
broadening the scope and power of the institution most hus-

when the House Ways aind
Mot Comuniiee wished o
investigate the fraud! they.
bypassed top RS officizls

and  went  siraight  to
then-Treasury Seercetary
Bentsen,

The Threat ¢ Liberty

In fis opening statemest in
Februniry 1994 heanngs on refung fraud, former oversight |
commitive chaieman JJ, Pickle of Texas wid, “In my judg-
ment, the RS has almost perfeeicd the ant of vsing iis comput-
ers 10 give ok Wy refunds guickly, withost making a conre-
spanding effor in the ared of fraud conwol.”

Towsrd the o of a long interview, Jim Broton, & man
shose vonversation reveals @ passion or liberty dnd an
isgrained distrust of state power rare is 2 political &fficial,
said, “When we take poople’s money under threm of
punishinent, aren’t we obligsted to be careful shout where it -
goes’l”

Not evervone iovolved with the BITC shured Bruton's
concerss. Asked whether the BUTCs fraud rate smies o dif-
fesence tn-the utility of the grogram, Jefl Hammond. the
peonumist ot the Progressive Policy Institute, unswered, "H
90 percent of gligible workers are receiving i, that's u greit
suceess rate, B othere's some Traud, we ¢an’t belp ihal”
When guestiongd shour tz?zzt vulnerahility to froud inhersnt
1 the program’s sfrveture, Hammond replied testly, "We
" just desiga the ideus and the poticy. IUs not our fault if the
RS cun’vadminister it effecsively. Lu;}k i%iz:: wublem iy that
the [RE doesn’t have enough auditors”

The IRS is sadted so thut only one percent of il iax retums
are audited inoany given year, Other than coaducting 4 com-
plete audit, there is no way 1o deterntine whether someonc

whe chums the £17C s, i Tact, ;‘izg,z’bi:, foc it Even if the IRS .
had the resources o check more retumns, it g:zm.rzzﬁy chooses

Some hustlers used phony addresses,
stolen or phony Social Security numbers.
One common trick was to steal Secial
Security numbers from the files of

school children at public schools,

tile 1o privacy, une that
afready has the‘goercive
power of the stawe behind i

Do we wani the afready
overly powerful tax collec-
tion.agency to have addis
fignal entorcement powers?
fsr'o this whimately the most
pernicious gost of the wel-
fare state? Corruption
tncreases because the gove
erument is giving nway mimey 50 the governmen increas-
es is size, power, and ability fo intrude inta citizens' privite
financial affairs in order to fight the coruption. As farmer
deputy ussistant attorney gesersl Bruion put i, “Every time
we esigblish a new orime. we're creating s new mechanisin
for the govermnent 1o check up on you” Adding more audi-
LOrs imposes & opsmonetary cost it eitizens imerested in
liberty sheuld Bnd unaccepiable.

The Fumed Idcome Tax Credit mnkes an apt case sudy
precisely because the program is rot exwremely big, over-
renching in i goais, or fruught with the emotional baggage
of AFDC. ¥ is a cautionasy example of a great truism of the
welfara stale: any program that statts out ransferring
money from those who earm more to those whe sarm less,
even for the hest of reasons, will ultimately be co-opted and
urned into 4 general weifare program. it demonsteates, too,
just how many obstacles even minor soctu] engineerisg nuns
up against, even when the goal is the simple distribution of
cash, These are not new ruths, but they dou't seem to have
been learned yet, ekber. _

" Finally. the fact that IRS administers o cash'giveaway
program with a 30-45 perceat fraud rate—und the shocking
fact that President Chimon would expand such a program—
gives'd fair indication of just bow much contempr the pow-

ers that be have for those who coatinue to pay their taxes,

either voluntarily or because of the coercive power of the
state o send those who don't cooperateto jail. {3 ¢
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. EXECUTIVE OFFIGE OF THE PRESIDENT LRM NO: 881
- OFFICE OF MANAGEMENT AND BUDGET
Wakhington, D.C. 208030001 - FILENO: 708
Yuss
f LEGISLATIVE REFERRAL MEMORANDUM Yotal Pagetsr:_| 1
TO:  Leglsiative Lialson Officer - Soe Distributiop below: .+ «.f .
PROM:| Janet FORSGREN o {44 X, x,iﬂwru A ﬁ 1~ 410
~ . Assistant Dlrecior for Logislatlve Refsrence ok '

{vas

SUBJECT: TREASURY Proposed Testimaty on Refund Fraud Prevention, focus O“f;..‘éw ‘ésr;za&;{:imme'“ N
o - ToX Crodit- ' .

CHMB CONTACT:  Chris MUSTAIN 3053023 -
. Logisiative Assistant’s line (for simple responses).

e i——

R [
o\ﬁw
_DEADLINE::__ 2:00.pm Monday;-April 03,1985~ !

in acoordance with OMB Clreular A-18, OMB raqguasts the Views of your agency on the above subjsct before
advising on its relationship 1o the program of the Prasident.

Piease advige us if this ltem witl affur:i dlrect sponding or recaipis for purposes of the
“Pay-As-Tou-Go” provisions of Titls Xul of the Omnibus Budget Reconclilation Act of 1390,

COMMENTS: Margarst Milner Richandson will give the attached testimony before the Senste Governmant
AHals Commiiles on Tuesday, Aprit 4ih.

AGENCIES:

J2B-HEALTH AND HUMAN SERVICES - Francas White - (202) §80-7780
217T-JUSTICE - Kemt Markus - (202) 514-2141

420-National Economic Councll - Sonyla Matthews - (202) 455.2174
315-Small Business Administration - Kris Swedin - (202) 205-6702

+Sotlal Becurity Administration - Jack Carmililer - (202) 482-7148

EOP:

Algn Rhinasmith
tarry Moyers
Kathlsen Tusch
Kgith Fontanst
Laster Cash
Shannah Koss .
Wandy Taylor '
Jos Minarik ;
Ahmad Al-Bamaris’
Bab Damus
Shuck Konigshen
David Laving
Brute Raed -
Jaremy Ben-Ami
Tim Kestlng
Cladsss Cenda s
Jim Musr

Janet Forsgren

Jim Jukes

Ron Jones i
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‘ RESPONSBE TO LRM KO: 831
i LEGISLATIVE REFERRAL MEMORANDUM FILE NO: 705
1 s

if your responsae to this raquest for views 13 simple {8.9., concurino commenty, we preter that you respond by s-mall of
by fexing us this rezponse sheet.

If the response 3 simple and you prefer (o call, piease call the branch-wide iine shown below (NOT the analyst’s line}
to loave & message with e fagisiative assistant,

You may aiso respand by:

{1} calling the analyst/attormney’'s direct line {you witl be connected to voloe maif i tha analyst does not answen); or
(2) sending us & memp or ielter,

Plaase include the LRM number shown abova, and the subject shown below.

YO Chris MUSTAIN  385-3823
Laffice of Mansgemaent end Budgst
Fax Number, J95.8148
* Branch-Wide Une (lo reach legisistive assistant); 395-7362

‘m{}n{: {Date)
‘ : (Name)

| (Agency}

{Telephone)

!
SUBJECT. TREABURY Proposed Testimony on Refund Fraud Prevention, focus on the Eamed incoma Tax Sradit

§

f .
The following 15 the response of our ggencty 1o your request for views on the sbove-caplioned subjert:
¢

Concur

‘ No Objection

No Commant

See proposed adils on pages

Lther,

FAX RETURN of pages, attached io this rasponse sheet
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STATEMENT OF MARGARET MILNER RICRARDSON
: COMMISSIONER OF INTERNAL REVENUE

BEFORE THE

'SENATE COMMITTEE ON
GOVERNMENTAL AFFAIRS

APRIL 4, 1995

P

Mr. Chairman and Members of the Commiltas:

wan me today are Mike Dolan, Depuly Commissionst and Ted Bzaw?;, Retund
Fraud Exscutive.

wg appreciate the opportunity 16 be hers today 1 discuss the IRS's efforts to
stop refund fraud in gansral and Eamaed income Tax Credt (BITC) fraud in particulac.
The (A8 has addrosacd tax mi_’tmd fraud through e Questicnabla Refund Program
since 19?}’?. Teams of tralnad patsonnal In each of the ten Service Genters have ussd
both manual echniques ant computer criteria to sefect suspicious returns for funther
revisw, Mowsvar, technology has significantly Improved the capabilties of both
govammant agencles and financial inatitutions o deliver money faster, Botause the

i
risk of fraud is greater with shoner paymaent cyclss, both public and private institutions

must ba rgmw vigilant than sver in guarding againat fraud.

Shortly é?:e: r:eming Commissioner a littls less than two years agoe, |
recognized the nesd 10 step up fraud detection sfons, and the IRS has taken many
steps sinci:e then 10 ansure that reud detection receives the highest priorty, The RS

is and will ramain committed 1o detacting and preventing atternpts to undermine our
‘! -

tax pystorn by those who are unwilling to comply with tha tax laws. Qur traud
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pravention afforts are and will continue 1o be balancad with tho regd to sateguard
zaxpayers%‘ rights ang privacy, '

Fraud is a dynamie, constantly ohanging and adapting phenomenon that is not
unigue to the government. The IRS, like other nantiel businesses such as credit
cafd and insuranoe companies, s challanged on & daily basls by Individuals whe
attempt 2ﬁ; fraudulently circumvent the aygtem for finansial gain. The IRS has &
ng!ﬁﬁ&ﬁﬁt sdditional challengs, however, betause the {RB cannct soreen its
customers bessd on credi higtory or other hfcmaticﬁ - W& must ake gl comors,

Mr Ghasrman and distinguished Mambers of the Committes, Asaistam
Secretary samuais will discuse with you tomorrow the effectiveness of the EITC in
achievi:sg}ts policy goals. This moming, | would like to shars wiih you what the |IRS

Has 1oaméd sbout refund fraud, describe for you the tHE's actions during g current

filing season 16 slep his fraug, and discuss with you our future fraud prevention plans.

FILING FRAUD STUDIES ‘

Unéﬂerstandi‘ng the fraut schames confronting the IRS is essential 1o planning
the most eﬂamlve methods 1o detect and prevent s reoccurtance. This 18 & difficult -
task, mpwi’aﬁy when freud perpetrators think creatively, relish dawamg oomplex
schames, anc adapt continuolsly 10 REW fraud controls,

Betore this Commities last July, | reported on three filing fraud studies that the

' IR8 planned o provids a mors comprehensive analysis of the characieristics and

extent of :_eiand fraud. The first study involved a small statlstlcaliy valid sample of

%
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1000 retums Hled slpotronically during January 1884 which claimed the EITC. The
EIre ciatrf'ité on these retums was veritisd by parsonal contact with taxpayers, return
prﬁﬁafezsf and emplayers. The preliminary results of this study, as reperted 10 this
Commiﬁai& sl July, showed that roughly 35% o 45% of the 1.3 million returns with
£iTC iiiodi e%ctrr;mically through January 28, 1884, comalned errors that' r&zzzzifat{
adlustmants, both up and down, in the amount of EITC claimed. Approximately 80%
of the EITC cleims with errors wers belioved 16 resu’t from unintsntional errors; the
&rors in the rermaining 50% of the retums appeared to ba the resull of Intentional
misrag?aéamutians o quallty for EITC. Taxpayer characteristics gleaned from this
study ak:éd in the development of additional fraud zontrole lor the 1683 lillng season.
The final ianalysés of this study should be available in ths naxt month, and wo will
share tae; results with this Commities.

- The sacond study, whith wao conducted in Fabruary 1994, involved 2,200
laxpayors whose returns had been fllad siactronically by EigelroniC Return Origingtors

{ERCs}. The purpose of this alud'y was {0 determing whather retunds from the

slectronic Hiing systemn (ELF) were being received by taxpayers g8 Issued. This study |

has also been completed and in only a handful of the ceses did there appear 10 be
Mﬁ&mgihét ERQs wars kasping a part e.}f a taxpaysr's refund. | |

‘f'h‘o thire study Is cur}emiy underway. 1t invoives & statistically valid, randem
sample r::jf approximately 2,000 refund returns fiied olecttonisally and on paper clgiming

EITC tiiad throughout the 16956 fillng soason. Resuite from the third study will be used

Roos
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o oxpgnc:s our undemtandiz‘tg of iscuas idortifiod during the tirst study. The field work
and analys!§ of rasults wili be completed in the tafl,

Maintgining sffscriva frawd pravention demands continuous assessment of
emargingf trends and constant ravision of prevention machanisms. Sirategies which
are pedsli:ﬂy m&%&ﬁow today, may be of no use tomorrow.  Thus, ,ifw study of :éfzmd
returns filed during this filing season that is currently ungderway will provide valuatle

Information that wili bs used 1o battsr plan our stralegy for next year's filing season
H
and beyond.

FISCAL YEAR 188E INITIATIVES AND REBULTS

As part of s continuing efforis to prevent and dstest traud, the 1RS has
Mbﬁﬁé and implsmentad numercus systemic varllicationa ang enhancements for
the 1285 tiling seasdn. Audiionsily, significant ressurses are being directed to
preventing and detecting questionable and fraudulent ralund claims before the refunds
are pald. , Thesa Initiatives Insiude increased veritication of taxpayers’ social sacurlty
numbers, ‘additiona! chacks of returns claiming contain cradits, ERO sultablily checks
and incranged Eﬁo monltoring, and addtional compllants resourcss davotad 1o fraud
duetection _ar;d prevention. In addition, a significart part of our strategy invludes

‘ delaying u"n refunds that, as a result of computer analysis and fraud igentification

profilas, ai:rper erronsous or raudulent. This additional time, in most cases up 1
eight wecks, helps us detect fraud schames, Including duplicate uses of Soclel

Saourity Numbars,

o
i
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“Th}oagh intamal studies end the repont of an outslde expen, the IRS lvamed
that fraud was baing perpetrated through the use of incomrect and lavalid social
security numbera, As & result of this knowladge, during this flling seasén, the RS Is
davoting isubstastiat ressiurees 10 onsuring thet xpayers claiming refunds use the
propar tai:payar teentification number -- generally a taxpaydr’s Secial Socurity Numbet
{(BEN]. i electronioally filsd retums have na GEN, hava an invalid BEN, or more than
one taxpayer uses the same SSN (Ouplicate SENS), the retums &ré na accepied N
the 5ystem A correct, valld SSN must ba provided for the taxpayar, spouse, and
capandants beforms an electronically filad retum will be recapted, So far s filing
$BESON, over 3.7 milien eccurrences of miséing‘ invalid, or duplicate SSNa have besn
fdantitied ifnn eloctronically filed retums resulting in the alfectsd retums heing rejsctad.

The additional chacks of BONa are not fimited to CLF returns, however, The
IR8 is also checking paper returas for missing, invaid, or duplicats SSNs. Failure to
provide s:mh & valid 88N results in a delay of the refund untl the matter is resclved.

in Em service cantar, we have identified ovar 400 uses of the same SSN for
dependents - this 88N, however, is ntt 4 valld number. A single praparar ;}{ﬁﬁamd
returng using this “falee” SSN over 400 times — 64 times as the SSN for tha primary
taxpayor, 113 times a5 he 88N for ghildren being claimed for EITC, and 261 Uimes as
the 88N for children baing claimed a8 dependents. In this case alone, through the

use of our duplicate SSN repont, we have delayed over $380,000 In refunds pending
further reviaw.



1

1D:202-395-6148 MAR 31°9S  6:12 No.013 P.08

.. O3/31798 FRI 10:16 FAY 302 €71 3048

I
'

H

We have 3pent a lot of time both belore and during thie filng season urging
taxpayers to use corect soclal securlly numbers (88Ns) on fax returns for themsalves
and their dar}andem Wea amphwzeﬁ he importance of accurate SSNs thig filing
seuson by intluding & messags to that pffact on the cover of alf fax packages and
{hrough nzany public sarvice announcements. In December 1894, over 150,000
taxpayat; who filed in 1894 with Inzorreat o Invalid SENs recelved letters from the
IRS alerting them (¢ be more caraful on thelr 1995 tax retums. 1T the 1axgayers did
hot have ‘& SSN for themsalvas or treir dependents, the lstter advised them 1o contact
the Soial Securlty Adminisiration bafore fiing thelr tax return, While the increased
sorutiny of SSNs may oause dofays for legitimate taxpayers, once the SSN prablems

are correoted, those 1axpayers will not experience dolays In future vears.

G§{ azudiea ot fraud slso revesiad, as detaiied abwe. that & large amount of
fraud I re!atecs to refundable crodtts, such as the EITC. As & result of these findings,
guring th{s tiling seaecn, we are performing edditional checks on retumns that claim
rawrtﬁaz:{e crodite - ingluding Eifﬁ -- 10 a@nsure that only those taxpayers who aig
entitled to such credits tecaive them. Refunds sre being delayed on BOM@ retuns 1o
allow us additlonul time to vorify slaims prior te Iasuing the refunds. Beoause of the
nddﬁiﬁnai time neadad 1o campiete this roview, in some cases taxpaye& who glaim
refundable crodis may inttially reqeive thelr refunds of withheld Incoms taxes {ollowsd

by & ssparats refund cheok for retundable Sredits. i a 1axpayer's refund Is delayed, a

Rt
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" notice w%if be sent explaining the reason for the delay. éenwaiiy. tho refund will be
sam within eight waeks from the date of the notice,

While our fraud screens are designed to detact only suspicious returns. some
taxpayazs; who have filed oomplete and accurate returns will have thelr refunds
dolayed. We régret any inconvoniencs this may cause and taxpayoars wiho are in 8
hardship :aituaiirm ak a rodult Iof the Tofund dalay can apply o the Problam Resolution
Program for assistancs. |

Al tha baginning of thig Tiling season, the IRS estimatad that B2 mililon
individual refund returns would be filed in 1985 and up to eight percent of these '
refunds aoazé‘ he dalayad with the now soreens and filters put Into place. Threugh
March '1?;. 1995, 35.1 miliion rofunds have been issusd -~ 32.8 million ware issued for
thas tull aiﬂ@uzﬂ of tha relund; 2.6 miliion wore partial refurkis. Only 2.2 mifiion refuntls
have bsgn delayed in their antitsty. Thase numbers ere cung!s@ wilh gur estimates,
and we ézmtzmw fo project that approximately gight parcent of total returds clalmed

this filing season wilt be delaysd.

Some examples of potantialty fraudulent refund schemes we have datected this

i
filing season ara;
H

#

o a)  Aboul 73 paper returns prepared by a preparer in Virginia warg baing
filst at our Phitadélphia and Austin Servics Centers. These reiurzzs ait
involved larga Schetiule A daductions. By querying ons of our new

automated detection sysiems (AUTO-WIF), an addiiomal 200 ELF
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¢ feturng were eniitied as being fiod by the sama praparer, again with
| targe Sohedule A deductions.
b} | Numerous retums with Schedule C {seil-empluyed) net Income in the
$8,000 10 $10,000 mnge claiming head of hougehold flling status were

identified by one service center. Thase relums also claimed the full

EITC. Mot of the zéxpayers have gimiar or identical surnames and live
at or around the samy agdress, To dawe, 112 returns have bean
identifisd with over $200,00C in rafunds claimed.

T €j  Another gervice center tdéntli!sd 23 suspiclous retuins that were

‘ prepared by the same praparet. Thess retumns clalmed EITC and ali
tisted 8 chiid undar the age of one; thus no 88N was raquired for the

¢ ehild, Total refuntds sinimod were in oxocss of $48.000.

!

i ) .
wiarxlng with the Department of Justice and U.8. Attorneys, the IRS continues

0o} actlvei} puUrsue prosecution of vriminal violations whara appropfiai&: For example,
in FY 94: B1 return preparers. convicted of fraudulent refund schemaes, ware
sentencad 10 an évezage prison term ¢f 20 months. |

The IRS has racsived many pasitive responsss 1o our fraud pravantion effons
thia filing sesson. [ belleve that most texpayere understand that the RS needs the
addltionat time 10 verify the accwaqy of tefunds claimed to maintaln the inlegrity of the

tax W&m,

¥
i
H
i

Boos
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We have uls0 lsarmed that some EROS have besn reaponsible for inltlating or
Z =z

aiiing a large amount of refund fraud. Thys, as pan ¢f sur fraud prevention eiforts
i

this ﬁ?iﬂg‘ season, new policies snd procedures wara implamentad for straening EROs
before émﬁtlng them to sccess the 1RS olotironic Bilng system (ELF). Fingerprint
and oradit chacks were conducted on naw ERQ applicants to better ensure that only
appropriate énﬁ respansible individualg perticipate in slestronic filing. ‘n'xé RS
(eoolved approximat;afy 38,000 applications for admiselon to ELF in 1005, Ofthe
33,000 applications that had o undargo sultabiity shatks, 1,500 appilcants were
tajeciad ft,m'\:az.rsa of fallure to meet our snhanced admission requirsmants.

Ajr}ot?;ez stfort we have undertaken throughout this fifing season In our distriot
offices is enhanced monitoring ¢f ERQs. 8o far, these monitoring visits have been
extromaly susosssful. For axample, white on g monltering visit 10 an ERO befievad to
be In nen-compliancs with program requitements, the ERQ 01d va: *if you think | am {
bad, you should ook inte what angther ERD is doing®. That contact led 1o another
ERO who was not complylng with the program requirements and identification of a
patentia}ly abusive scheme involving discounting of refunds. Through March 4, 1595.
we havé conduoted over 3,600 monitoring visits. resulting in the suspension of 103

| . DA A-SSN

ERQs from tha program and the 1ssusnee of warnings to an additional 308 EROs.

Ancther fraud provention step taken thiz filing seasdn was the eiimination of the
Direct Depostt Indlcator (DI}, In the past, this indicator signalad an ERD 1na1 @

faxpaysrs refund would not be reducad to satisly sngther gavemmeﬁt debl. Alhough

, 8
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the DD has been used by landers 10 &tarmiﬁa whaether to i;sue refund anticipation
oans, the IRS has no invoivement in these loans. Cur oxperience Svar the last few
ysars with eleotronis filing and the DI showed that refund fraud schemes woie
asslsted by the Qva%iabi!ity of refund ént‘;cipatimn loans. Thus, the IRS Is no ic’ngair
providing the indicator. Lenders ac still free to make refund a&iicipaﬁca toans based
on thelr ésuai lenhding orteria.

For the 1006 hflag season, 232 (RS offices and 1,000 voluntaer sites around
the country are olfeing frep electronic filing,  As of March 17, 1995; ovar 117,000
individue! tax retums were glectronically tiad from these sites. T‘heéz taxpayers wili
have ma’ edvantages of fres electronic fiting, Including its accuracy {aimost £9.5%), the
&cmoﬁ@ement of raceipt of the retumn, faster notification 10 taxpayers in the svent
IS questions arise.

Wao portinue 1o éxuild on our parnership with practitioners and EROs.  The vast
majority of practitionsrs and EROs are intarssted in maintaining the integrity of our tax
gystem; thay recognize their rasponsibity to prepare, file, or transmit gorract
intormation to the IRS. However, when we identify those few who abuse the authority
of their pasition by committing traud or who fail to adhere to our program guidelines,
we will ‘ﬂaka acifon to afthar remove them {rom the program or putsue sriming! |
enforcement to the full extent. Blopping fraud reyuires the combinad elforts of all our

partners in tax sgministration - 1&x rewm preparers, EROs, lax practtioners, end

¥

Congress.
;

10
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&;I swsteg earliar, this fillng season, ths IRB has in placo new sysiemic
scraens to detect questionabis and fravdulent refund claims, In sdditlon to this effort,
aur Criminal Investigation Divislon (CI} through its Questionable Retund Detection
Teams {QRDT) is using new toshnology to aid in tha detection of ratund fraud
sshames. For examplo, the Elecironlc Fraud Detection System (EFDE), an avtomalad
fraug d@uﬁen systom, waa inctalied in &l five clactronic Hling centars this Hiling
seasan, a&er a 83&@3&‘&% plict of the prograrm fast !iiiizg sedson in Clncinneti. Befors
ﬁms', the rosutte of fraud screening were printed on paper forms 10 De revisweda,
EFDé converts this paper system so that # Is an on-tine research ool which can be
used to validate claims and identlfy myltl-retum fraud schemes.

While EFDS is used in the e%ss:fon!a fiing weﬁtar& ancther automated detection
system, called AUTO-WIF has been instalied in all 10 eervice centars, !f;s mimaz;g
PUIPGSE 15 10 provide 1RG Servite Caniery processing papst returns with 3ome of the
samao capability of EFDS for scheme identification and gulcker access (o elsctronicaliy
fled data. .

The most sophisticated fraug sehamas are dovised by those skiled in compuder
programs ar;zi techniques. They assume tha axistance of systemic fiters and ﬁésign
tholr ifm;u:! sChemas 1o ciccumyent thess Tiliers and poas throygh the system

z:nnhai%ai-lg&d. The sophisticated iraugsiars e8! the system from time to tme to moake

sure thay roughly understand the paramelsrs being used. With this information, they

11
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Incraasingly generste multiple transactions and attampt to Incorporate sutliclent
rangomnass or variation to minimize the risk of deiewonj

Ta identify these sophisticated fraud gohomes, we are using the Las Alamos
‘Natioaai Laboratory lo Saaign sohtwars 1o detect anomalies and match patterns in
large data gets. Five new anomaly datection/pattemn recognitien 1wols were develapad
are being tested at tha Cincinnatl Service Cantar this fillng ssason. Rétams with
those ;&a{tema oun beo identified and ramovad from nommal procgssing for further

- scraliny, . As we continue 1 identify the lema on returns that are ;:Ir'mcﬁva of f}aw,

wo will addd thern 10 our eystamie fiers.

tn agdition to aKzzham:ing out syslomic Hiers to detect more questionable rafund
clalms this flling season, i@ have subsiantially incréa&sé t&e enforcemant resources
aﬁsw{a \to kigntitying fraudisiont schemas. as well as examining quastionable claims,
Criminat Investigation resources in our Guestionable Ratund Detection Toams wate
INCreasec by 11 parcent and Examination resouices were increased Ly 277 pearcent
over 1,700 enforcamant ptaffysars ara being devoted 10 curbing the abuses and fraud
As of M%:::h 10, 1985, wa have ilentified 504 ELF schemes -~ 8.938 returns were
éatectacé; 5,3{}6 rotums (868%) ware held for further action. The schsmés claimed
rofunde of $18.4 million of which $12.5 million (88%) was denisd, We have aiso
Identﬂie& 488 paper return achemes Invalving 2,888 rofurng of which 2,678 (00%)
ware held for further action.” These paper telurns clalmed refunds of $5.0 milon of
which 84.0 million {85%) was donfed.

12
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In past fillng seasone, refunds weare not delaysd untll siter & potentially
fraugulent scheme had beon idantified, As 8 result, the refunda on many returnsg

Invoived in a scheme would ba jssued before the scheme was detected. The delay of

i
questionable refunds thig filing season has provided addiional time to ldantify

fraudulerit claims and 1o select quastionable claims for examination.

Several retums must be 189 telore our Service Center Criminal Investigation
opsrations oan ldontily e patiom of a potentially fraudulent soheme, Bacause we
delayed refunds mis year while returns are balng revivwed, on the schemes ldentified

this Hling season 80 far, over $0.5 millon that previously would have besn rstunded is
gtill In the Treasury. ‘

EARMNED INCOME TAX CREDIY

Refundabie tax credits, such as EITC, prasent unique opportunities for those
who wa;"z{ o commit fraug for tinancial gain,  Athough delection and prosecution of
rofund tjraz:d arg imponani, it Is costly and ineffiniant 16 progecvte avery ingtance of
fraud. Reocognizing this, the IRS must continue {0 bulld barrlers to kaud. Tha IRS's
goal is to provent frauduient retums from entesing the system, and one of tl;e biggest
challenges In maeting this gosl ls to Install the “up-front” fraud contrals that will
eftsctively tstact and prevant fraudoient refund claims from entering the system.

%« numbar of the inltiatives and systemic enhancements Ingtalled by the 19884
tiling saliaacrz and the current fiiling season were designed to stop iraud invoiving the
EITC. i?h!s filing aesson, wWa aptimated that about 20 millon taxpayers would ¢laim

l 13
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thoir EITC, an incroage of about § millton svar 18083, This norease resulls from

axpanding the EITC 10 single taxpayers. We have Just recelvad our firet repont of
EITC claimed for thls filing ssason. As of Fabruary 18858, 4,802,000 retums have
been filed claiming the BITC. This is down from 5,845,000 retummsé flled claiming EITC
at the same time last year - a daceasa of 16.3 percent, of 953,000 returns. The total
ETC claimad so far Is $6.8 billion which is a 4.2 percent Increase over the £6.6 billion
olaimed &t this timo last yoar. |

”?hiase results may be an sarly indication that she fraud cantrel Initiatives put in
place this filing s_easen ere reducing the number of fraudulen ciaims Invelving EITC,
thus making the EITC unattractive io the fraudeters and prasarving the credit for those
who have ag;ned it. However, whon we compiste the filing season study that |
mentionad sariler. ws will be abls 1o measure EITC éampiiance maote precisely.

le:rough thase same cystamio fikers and detection sHonte thet are addroseing
EITC fm%zd, the IR i3 making suides v stopping ravd In other areas, such as motor
fuel nxci:ka tax credity. For oxample, on ono raturn tiled this season, a seif-employed
beautician claimed the tax-free use of over 42,000 gallons of gasoling, generating &
relund of §8,000. We caught this retum end many like &, and the refunds were
delayed ﬁefora keing paid aut.

it has been ustimated that betwsen 76% and 88% of all eiigible families actually
claimed i?sa GITC in 1980, Tnrough our educ.:atlorz a;;:s publicity etiosts, the IRS is

‘

miaking a concerted effort to reach an oven larger percentage of aligible famifes, For
! . .

exampie, last yoar we sent 14.7 miiion EITC recipisnts information about the

14
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advencet MM inoome tax crodiy {AEITC). The Treasury Dapariment contacted
carporate CEOS 1o gain thelr support and seiick other CEOs and naticnal
arganizations lo provids information about AEITC. In addition, we are using our
axpayer aﬁﬁc&ﬁan programs o prnmaiﬂ the EITC to thoss who are eliglbis by
encouraging employars and community or seolal ssvice organizations 1o conguct
s&mrnarg for omployeas and cliants. The IRS and the Small Business Administration
are also co-apON3Iing employar seminare In strategic tocations throughout the filing
568507 10 1rain smployets How 10 ampute the AEITG for thelr employees.

Vé&rkms who qualify fgzt g AEITC can get up to $105 per month in thelr |
paychacks -- whather they get pald weekly or bi-waskly - by filing out a very simple
Fom 'u?zs, Earnad Income Tax Cradit Advance Paymsm Cartificats and providing B to
thair an{:;%wéfs, By clalming the eamned income credit on an advancsd basis,
mxpayt;a who are elipitle for EiITC can aveld sotontlal refund delays and use thesa
funds during the yoar 1o pay for expsenses. They don'l have to walt unil they file theis
return to get the credit. So far this fling season, preliminary rasuits show that morg
taxpayars opted for AEITC than in g}i of 18893,

b ]

FUTURE FRAUD PREVENTION PLANS

Mt Chairman, 1 assure you that the IRB is committed to stopping all fraud,
hciud!x;ig EITC fraud, and that we wil comimze our effons 10 ensure that unly those
hard working Americans who ara eligibie for the EITC recelve . Although we are still

in the mitst of our current filing seaton, &t the direction of Mr. Brown, the Filing Fraud

% : 15



L

O UDAs31/85 PRI 10121 FAX 203 B22 A48

! I1D:202~385-6148 - MAR 31'9S

[

Exaoutive, wo have already begun planning tha fraud pravention atrateqy for next filing
seELON, ‘ ‘

Wé are gaining valuable Information this fiing sesson traugh stdies, ERO
monitoring, and snforcement activities, on which to basa the modification and
refinement of our current strategies. Over the next few months, we will be reviewing

this information. Based on the results of sur review, we will revise the standards used

. to serewn EROs, and adapt the systemic screens used to detect fraud during this filing

BOAsON, &nd, if necessary, put In plave new fillers.

While we will continue 1o enhancs our datection and prevention effonts, the key

1o improving our ability to detect fraudulent refundabie eredt schemes 1e our Tax

éwemi Modsmization progtem. Without modarn eguipmant and softwars, applying
axpan s!yatﬁms analysis to large deta bases Is vidually impossible. Tax Systems
%&oﬁem:iz&tian will not only provids the computing power and capachy neadad to apply
s&phistieataa fraud getsction systems, but it will also provide us with more tmely
access to information.

Mr. Chalrman, now more fhan ever, | eal sirongly about the need for a stéady
funding vohicle for Tax Systems Modemization. Fisocal Year 18068 Is a pivotal year for
the IRE as wa sontinus nur plans 1o acquire and implement malsr new systams.
What hajppms to our FY 1858 budget will impact the tax adminigtration system of the
tuture, shaping our ability 1o effectively adminiater the tax law and oolfleot all the
revenug that is due.

5118 No.013 P 18
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As | stated earller, fraud ts o dynamio, oenstantly changing phenomenon.
Pmemiofn and detarrence are glearly mel Keys 1o controlling 1. We will continue ouwr
pr@gtﬁmsi to detsct, investigate, and prosecute gl types of refund fraud, Me.
chaifmar;, evon Hthe IRS is suﬁc—essfui In our surrent offoris fo eliminate ali EITC
traud, our job will not ba done. In our 9@9@56&, when one avenue of fraud is shut
down, fraudstars merely migrate 16 othar mors accossible avenues. As | have stated
belore, 11:1 sOMN Instances it may be neossaary 1o dulay questicnable clalms for
sefurds whille they are carelfully gonutinized and pay intarest, rather than rlsk atiowing
frauciutert c'nima. The 1R8 will remaln vigliant in s fight againit fraud 1o ensure that
those who choose net 1o comply with the taw a:a‘caugm

| Mr. Chalmnan, this consludes my prepared ramarks. My collsagues and |

would be happy to answar any question you of other Committes members may have,

{
'
)
¥
!
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MEMORANDUM FOR THE CHIEF OF STAFF
THE SECRETARY OF THE TREASURY
THE SECRETARY OF HEALTH AND HUMAN SERVICES
THE ATTORNEY GENERAL
THE DIRECTOR OF OFFICE OF MANAGEMENT AND BUDGET
THE CHAIRMAN OF THE COUNCIL OF ECONOMIC ADVISERS

FROM: CAROL RASCO
- BOB RUBIN
SUBIECT: Working Group on the Earned Income Tax Credit (EITC)

4
Over the past year, the Treasury Department has taken several important steps to
preserve the integrity of the Earned Income Tax Credit (EITC). These measures have been
taken in response to studies by the Treasury Department, the Internal Revenue Service, amd
the General Accounting Office that bave found continuing cvidence of overpayments and
fraudulent claims.

Because the EITC is such a crucial element of the Administration’s domestic and
cconomic policy, we would like to convene a series of mectings to review its lopg~term
integrity.  The meetings will give the Treasury Department an opportunity 1o outling its
ongeing efforts to strengthen the EITC program, and prompt a discussion of what other iong~
term measures might be necessary.

Please designate one or more high~level members of your department to take part in
this effort. 'We will contact you with a time for the first meeting.

A brief summary of the Treasury Department's efforts is attached,
i
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EXECUTIVE OFFI1ICE G F T HE PRESIDENT
O4-Nov-1964 12:12pm

TO: ﬁrua& N. Reed

FROM: Caxol H., Rasco
Econonmic and Domestic Policy

Ce Jeremy D. Benami
;
SUBJECT EXTC
Please draft & memo from Bob and me to the Cabinet folks necessary
{any reason to throw CEA into this?) and when it is here I will

talk to him...I assume Gene is A-DK on this?

Thanks!
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FOR IMMEDIATE RELEASE
October 25, 1994

STKI'BMENT CF TREASURY SECRETARY LLOYD BENTSEN
) EITC PRESS CONFERENCE

I bave a few poims to make about the Earned Income Tax Credit program today,
and some announcements. ‘| have another meeting I have to go to in a couple of
minutes, but this is important to me so 1 wanted to stop in and say something. Tve
asked Peggy Richardson, the IRS Commissioner, and our Under Secretary for
Enforcement, Ron Noble, 10 stay and go over the fine points with you

The Eamed Income Tax Credit is au extracrdinary program tha: belps American

families stay cut of poverty and encourages them to work.. It's been around since 1975,

and we {roproved it last year because helping American families is a priority for this *
sdministration. Tt has the potential to help 20 milllon low income working Americans

and their families bave 2 better life - by rewarding work. The EITC has a refundable

tax credit which can be taken as o Jump sum at the end of the year, or a partial credit

that comes in the form of lower withholding during the year, with a smaller refund at tax
time. ' : : ‘ '
I

Over the years there have been difficulties, and now there are problems in
particular with fraud and electronic filing. We bave an on-going effort to sttack this
problem. Tnamed a task force earlier this year to examine the issue, and it made an
interim report to Congress serlier this month, We've also worked with the GAO.’

- Let me gquickly go over soms numbers for you. In the good news dcpanment, the
error rates for the EITC program appear to be more than 8 third Jower now than they
were in the 1980s. But they're still too high. .

_ The data the IRS put wgether tolf us that for the last two weeks in Xmuy there
were 1.3 million electronic returns that claimed the EITC. The work the IRS bos domé -
tells us that if we went through those returns line by line we'd find that 29 percent of

them, accounnng for 24 percemt of the toial iax ¢redit claimed, or sbout 5358 million,
overclaimed what was due. Thet doesn't necessarily mean the taxpayer wasn't entitied to

some tax credit, bui that they claimed o mucﬁ
. y
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The figures plgo tell us that 13 percent of the flers, accounting for about 12
percent of the refund total claimed, may have intentionally overclaimed what was due,
The good side of that is that 87 percent of the Blery are getting it right. Now as to that

13 percent, I'd like to use some strong language sbout lving and fraud, but the lawytrs
tell me I have to bite my tongue because of the issue of intent.

: We kaven't been sitting on our hasds. For nearly two years now we've bécn
going after problems and cracking down, snd we're gaing to be dolng more.

First, it may not sound like the plnce for an EITC provision, but we havc e
number of proposals in the GATT legislation, such &s requiring texpayer identification
numbers for all children, regardless of age. It also bas an item 10 have the Defense
Department report some of the non-taxable sarmed income both to military personnel

. and to the IRS ~ such s housing and subsistence allowances. And, the legislation would
deny the EITC to prisoners and 10. :zazz»resident aliezzs -

.. Our'welfare reform proposal also has a prugra.m to look at other administrative -
ways to improve EI'I‘C eemplianca

So far we've taken more than & daze:z separate actions ih our e&mpmhzrmvc
. progeam 1o imprave the BEITC, such as desiding to adé m\ﬁ‘ to help demct fraud, and
) maidng forms more undemandabia. *

Taday we're anpouncing 8 number of additional ;:epa to make &s certain as we
can that ozly those people who'are truly entitied to the Earned Income Tax credit
receive it.  Some of what we're doing can be éone administratively, and some of it will
take legislation.

By the time we release the 1996 budget — zarly next year - ~ we Will dcvﬁop
measures 10 deny the Barned Income Tax Credit to illegal aliens. The IRS estimates
that over 150,000 illegal slisns claimed the EITC this year for last year's taxes. We
looked into this one. There was vothing on the books that made it possible to verify the
existence of children claimed by sn illegal alien, which leaves an opportunity for frand
that we're closing off. :

. Second, starting in the next 1ax season, we will no longer provide preparers who
fils electronic returns what we call o direct deposit indicator, That indicator means that
we don't see soything shat would require us to hold the tax credit 1o pay some other tax
bill It's often used as & signal to len:icrs who work with preparers z}mt a refund il be

‘on the way shortly.
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. We've found thata vc:y very hxgh number of EITC faud schemes involve reﬁmd
anticipation loans, and those loans are based on the direct deposit indicator we send out.
The crooks take the money and run, and the taxpayers and banks get burned, So we're

* no longer going to tell the elactronic filing operations whether a refund is likely to be
coming. The taxpayer will still get any refund they're due. but we won't be sending out
that notification.

The Earned Incqm,e Tax Credit i for those who deserve it, who need that extra
encoursgement to work full time, to Iiff thelr families out of poverty, 1o join the
mainstream {n American {ife. It is not for cheats and frauds and slick operators, and

‘we're going to do our best to weed them out, and prosecute them when we find them.

‘ 30

Fomy
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FOR IMMEDIATE RELEASE ,
thabcr 28,. 1994 . y

X

* "STATEMENT OF TREASURY UNDER SECRETARY FOR ENFORCEMENT
| RONALD K NOBLE
X_ EITC PRESS CONFERENCE

Since I m'ivzzé here at Treasury, Secretary Beutsen bas been caﬁlmizz;d 10
addressing t}ze‘-pwblem of tax refund fraud, Ta;: refund f:a%zd undermines the integrity
of our voluntary tax system, and {s & direct assault on ihé ﬁ;.dmi Treasusy. ﬁg}sc.whc
commit fraud u.:ﬁng the Earned Income Tax Credit are preying on ; vahable program

designed to assist low-income working Americans.

We sl are determined not o allow ineligible people and fraud perpetrators 1o

take advantags of the EITC program. We are equally committed to making sure that

people who are entitled ta BITC get it. As Secretary Bentsen told you, the ’Trea:sury “

,Depmcnt has been taking continuing steps to combat refund fraud in general, and

]

EITC fraud i in particular.
I would like 10 revizw some of thasz ey Almost as soon & she mvcd &t

the RS, Comssmw chhardscn tzmgmzcd that refund freud and EITC &a.ud were

“serious problems that had not been properly addressed in ‘the past. Ske commissioned

an outside expers 10 sssess the IRS: vuinfrability to fraud. She sppointed 3 Refund ‘

Fraud Executive to focus on this problem and to report directly to ber. She also directed
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the IRS w conduct & sudy of EITC compliance during the 1994 Gling season. ‘That
study is the basis for the statistics that Secrcwy Beatsen quoted
kMarchcfthayca: Semtaryﬁcnmappeiatzémtochﬁ:a’?ask?oru
that would make an indspendant, comprebentive review of the problem. ’I‘he Task
. Fors hired experienzed, impardal experts to manage gnd di:;m its efforts. 'rzsezxs
fulty supported the Task Force. The Task Forcs consulted with raprasentatives of the
IRS, OMB, Department of Justice, other components of the Treasusy Depertment, GAD,
fzrivfzzg industry, snd outside experts. Some of the gew pﬁc&ﬁmu ézat the IRS is pvumng .
in place for the ncxt filing u;aaca are the r&ui:'af mr&iﬁnﬁon botween the IRS and the
© Task Force, ‘ ‘

On Oc:obe: 61 te:ﬁﬁeﬁ befcre Rep. Pickie $ Oversight Subeommittze, and ’
presamed an @zeﬁm repornt fra:a the Task Force. There was &iparztsan support for the
Task Fawc 3 wark. We plan to pmrvide & fizal report to Secretary Bentsen and Conx:m
by the end of December.

One ares that the “Task Force cxamizxd c}mlyw the problem of EITC pon-
complizce. As obvious question &, "How lazgs is the ETTC fraud problecy?” The
IRS's 1994 study provides the best zvﬁxhie dm o xrrc: com;:hm ‘I”he
'encm Bews from the study it that almest 9096 of the people who claim the BITC

” are weil-intentioned and trying to comply with the law. As I ezplaineﬁ m?a, fully {o ey
testizony on October 6, the ETTC forms can be complicated. Coruplicated forms cao
lead to mistaken claims for too much EITC. In addition, taxpayars may bave legltimate

disagreements that lead to erroneous claims. For example, two parents Living and filing
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. 3 :
s&pa.rateiy may bath beﬁeva tbey cax claim thcir ehlld on the EITC form because they
- ,bezh pz’mde financial support for the child. 'Ihe child can be ciaimed only on the EITC
form of the pazent with whom the child lived for more than balf the year. If the ¢hild -
fraquently spent nights gt both parfents hcmsea. the parems may legitimately dispute who .
qualifies to claim the child for EITC pnrpasa& ‘
The IRS bas been werkiag for several ycars 10 simpnfy the EITC form, and to
previdc greaz:r assistance 1o :axp&yers in undmtandmg bow propcrly to file for the ”
EITC. “The IRS is alsa taking more aggressive cnfammant actions, including making’
expnxsded ﬁ'axzd ¢hecks befaz*z refnnds are pdd Duri.ng thz 1994 filing taason. ‘the IRS
'insﬂtuwd improved fraud mntml systcms, which resulted in the rejection of over 600,000
electronlcally fled EITC claims. As  result of these efforts, we expect to see the
mumber of erroneous EITC claims drcp in the upcoming years.
Addidonsal studm are naumry before we can guantify the amount of EITC
" froud, but t would be :msleadins o presume, that 29% of the §14-15 billion paid mry -
| year in EI'I‘C involves frand. m me cxplain the best infmnan that we have.
| ’Ihe Task Fores publicly d:sdased at the Octz:ber 6 hearing that berween one |
and five ‘mlh:m dollars in pwblcmﬁc refunds are paid every year. - Only & portion of
| the probicmanc refund claims invam fraud, and only a portion of :hes: involve the
m .
‘ In closin‘g, let me-say that it is crideal for there ta‘be continued
’,: cooperation between Main Treaxui_y gnd the IR.S,*and thai thc‘ ﬁ%S‘s Tax System
Modernization program be ﬁﬂly and expeditiously ﬁm?cd. Enhanced computer
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z DEPARTMENT OF THE TREASURY -
Co INYERNAL REVENUE SERVICE o
WASHINGTON,. .C. 10224

1

COMMIBMONER

For immediamte release ' o
Sctober 28, 1994 C

STATEMENT OF MARGARET MILNER RICHARDSON .
 COMMISSIONER OF INTERNAL REVENUE -

Since kecoming Commissionsr over & year and a half ago,

:have made the elimination of £iling fraﬁ& a Lep priority at the
+ IRE. ]

We appreciats the support of Secracaxy Bentsen and in
particular his establishment of the Treasury Refund Fraud Task
Force. In addition, we appreciats the fine work that
undersecretary Noble and the task force have done and the
agsaistance they have given us in our efforts to eliminate filing

. fraud from our tax system, L
We at "the IRS have tak&n a numb@r ef steps to pranect the
integrity of our tax systen and, as Secretasy Bentaen stated, we
plan to take more during the upcoming fiizng season.

whila these steps are important and, . I bazieva,‘wzz* be
affective, the solution to protacting our gystem from fraud ig.
the immediate £full funding and implementation of our Tax System
Modernization efforts. Only with the enhanced computer ‘
capabilities that TS will provide us will we be able te reapond
to both sophisticated fraud attempts and the varzaﬁs problematic
refund returng that we racaive each yaar

Laa ne cake 2 momant and lzst 3u3§ some of tha steps wa have
cakan sa fay: - .

- ﬁuxing the last filing season, we began prewrefund
examinations of questionable refund claims, including some

" returns claiming the Barned Income Credit.' During the.
upcoming filing season we will significantly incraase the
nurber of these pre-refund sxaminations. .

< »leo during-the next filing season, we are increaging tne .
staff we have in plage in our service centers who work to
datact £raudu1ent reryrns. .

- ﬁarlxer this month we issued new *ulaa taz elacnran;a
return originators or EROs.” Thess naw rules reguire some
new ERO$ Lo gubmit to credit shecks and ‘xngarpriﬁ“xng we

- feel these new rules will ensure that only’ appropriate ang
-responsible people are allowed to pnrn_cz§ate in our
electronic filing system

H
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We also plan to monitor ERGS more clessly during the filing .
gezgen. This will ensure that BROs who fall to comply with
‘ our reguiraments are éenxed accesg to the ainctronmc f;l;ng
' program,

. - The 1994 Barned Incoms Oredit form was nimglifiéd to maks
it easier for low income workers to apply for the credit. - . ;

Burzng the 1935 ££1ing aeaaan, in addition to the
elimination of the NI, we plan to Cake other steps Lo protect |
our £iling system fyom those intent on £iling fraudulent roturss.

: wnile wa remalin aamm;cted to issue refund checks timely on
creburny £iled with complete and zoourats information, rafunds on
returns with incorrect or missing social sevurity npumber will be
dezzysd bl we- can veyify that the taxpayer is due the refund, ;

I cannot enphasize enaugh rhat quring tbe next £iling
season, it will be essential that all taxpayers file their
rasurng with complets and aceurate informubion.. Any raxpaysrs
ungure about the accuracy of their sogial security numbers should _—
contact the Socisl Security Adminiatration as: goon as ponnible G - - e -
verify their numb&ta . ’ )

Az fecrptsry Bentsan anated, tho IRS and Treasury are
committed to. inguring that the Earned Income Credit is there for
t&Q&ZQ million low income American workers who deserve it and
need it.

e f . . . 1
-

ot w7
.
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'I’REASURY DEPARTMENT &C’I‘I&N’S f ‘
TO REDUCE EARNED INCOME TAX CREDIT OVERPAYMENTS AND
mmnm'r CLAIMS

s

”n

14

S

T!zz Eamed Income Tax Credit (BITC) pmviécs appropriate incentives for people

* choose work over welfare and rewards these working families by helping to lift them out of

. poverty, The Administration already is in the process of implementing and devdopiag p:opuiaiz ‘
to stem ervoneous and fraudulent clams for EITC refunds.

1. ADMINISTRATIVE ACTIONS

The following aetions are biing implemented:

The 1994 EITC Schedule was simplified to make it e&sim' for low-income taxpayers to

underatand if they are eligibls for the credit,

_ ’I‘he supplemenual mdats for health irxsuraaw and fczz infants undes thc age of one have
been repealed. This +has helped reduce the complexity of the EITC and improve

o
N ot T

compliance and administration. It also ensures that t?;e most nwdy faxmhw get the md:t ‘

e

amounts 1o which they are entitled, S -

the magt;imde and source of erroneous paymmts. ‘

Working with the Justice Department, the IRS is promting preparérs and &wtmmc .

return originators (EROs) whu take advamage of the BITC prowsions to defraud the

Pederal gcvment

The IRS i3 mﬁmﬁng studies of refund fraud and EITC cornpliance to bettsr understand

The IRS will continue 2 major overhaul of its informanon symms to belp Keep pace with .

the demamis of a growing number of tm:paym

The following nczism will taks effect in tax yw 199%:

The IRS will delay refunds on any questionable return with an {nvalid or missing taxpayer

idenrzf‘mtion number, ‘I‘hxs wxﬂ give greater time to verity the refond being claimed.
The IRS will iacmm te nambar of staff devoted w éctwtiag refund fraud by one~third,

IRS ficld resources will be shifted 10 check wmpkancc by eiet:u'emc return anmwrs
{BRO&) to ensure they are mesting requirements for pmnczpaﬁan ia the program.

October 26, 1994
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II. LEGISLATIVE PROPOSALS

. During the past year, the Treasury Department has also made & number of legislative

proposaly to improve oversight of the EITC, The foﬁomg proposaly are contained in the GATT
2@::513&% which will be considered by the Congress in the November/December aess%an

#

Y
L 2

The EITC would be dmaé to prisanets and non-resident allens,

_Taxpaysrs would be required to provide taxpayer identfication numbers (gcnzmﬁy. socisl

security numbers) for afl children clzimed for BITC purposes.’ With this informuotion, :ha

’IRSmﬁheb&arablemvedﬁrampawzeh@bﬁityfarthcmdit,

The Departmzzit of Dedense would be required (o report oertain types of non-taxable

sarmed income, such as housing and subsistence ullowances, to both military parsonnel .

and the IRS. Under current law, taxpayees are required to include non-taxable forms of
Income for the BITC, but zm.ny may be unsware how much thay have received from zh:%z

employers.

administeation of the BITC:

The Administration’s walfare :efm propasal slto .contains a provision mismi to

b

The Tmry Department would create & demonstration project, under which aligible

claimants could reesive advance EITC payments througha state a'ganeﬁf‘if thé states verify
the eligibillty of the BITC. clalmants, These demonstration projects will allow the
Treasury Department to test whether EITC compliancs would impreve if eligibility were
verified up-front before aa‘vm payments were mads. .

II. AUDITIONAL ACTIONS

The ’Prm Department {3 sanouncing two additlonal measures tad.ay 10 ensure that Y
EITC refunds are ;:asd gnly to e!xgible individugly: ‘ ‘

¥

The Departmant will aweiop measures ﬁzuy the EITC to undocumented workars,
Currently, the undocumented workery are entitled 1o feceive the eredit. This proposel

will chanpe that. RS esfmates that over 150,000 undocumentsd workers claimad the

EITC for mx year 1993, Generally, they cannot obiain social sefurity numbers for

themselves or thelr children. As a resuly, it is diffioult «o verify the existence of a ehilld |

without. zhz social seourity number,

Begmm; in the 19935 filing seazon, the IRS will fio longer provide direct deposit
indicators (DDIs) to electronic retym originatars. The IRS curreatly provides EROs with

such information to determine if tha taxpayar's refund will be offsct Dy another liobility

before payment. DDy are ofien used by BROs o determine the siskinsas of making a
refund anticipation Joan to & laxpayer, B.:&nd azzxcipmca joans sre & wures of fraud.,
Eliminating the DDI will reduse this fraud,

Gotober 26, 1994
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. The. Henorable Ronald K. Nobls

.. SUBCOMMGTTIN ON OVENSIGHT -
Ootshay 11, 1994

P

N ¥ ’ i + ;
1

Under Sseretary for Enforcement
U.8. Department of the Treasury
‘2800 Ponnevivanina Avenus, N.W. -
washingeon, D.C. 20238 ’

1

Dear Under Secretary Noble _
C I wanmt to.take this opportunity vo ﬁéra@xxzmygahnn@ﬁgwumﬁat

lazding the afforr o combab bax vefund fraud. Your raecognition

¢f the scope and magnitude of tha refund -fraud problsm, coupled

" with your candid testimony befors the Subicommitiée on Overaight

on Oatabay &th,’ has helped gsnsrate the momentum necessayy ta .

’f;sauxe'that this problem is effeotivaly daslt with at the highest

levels of Soverament. I appraciste your contribution and. raspsct
the mannay in which”you are conducting this impertant review.snd
presenting the facts., . L ' ' ' :

- The Tax Refund Fraud Task Force [TRF Task Force), under your

gtewardship, should also bs commended for irs vhorouyh and
jondepandant investigution, aniid findings, and Tecommendations
for meaningful ‘ghort-texm reform, 'The TRP Task Force is -
‘performing a valuable public service and I'm hopsful its sffortas
willi bring about an and to wide-goale fraud abuses.

. The progress made by the TRF Tamk Force ia a good start and
your interim raport offers goow encouraging news. Wut clearly, .
more must be done to address the long-term concerns, suck as’ -
implementation,of atrong fravd contréls ss part of IR8’s Tax
Bystemp Modernizarion program, It is my hope that you will help
enpurs thay Treassury and IR atﬁg committad te addresging thes tax
refund fraud prodlenm sad prapeyving Our voluntayy tax system.

You ars doing an extellent job, Ron; Reep up the good work.:

With warm parecmal regards, I am

;

- T T ginge

; ey

1yb émit‘. ‘on Overasight

SIop/ph - o : ' \
¢e: The Honorablae Licyd Benteen, Secratary
U8, Departmant of the Tressury T
Mr. Stephen A. Saltgburg, Director, TRF .Task Porce
Mg, Joyee J. Walker, Manager, TRF Taek Fexce
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LEGISLATIVE AND ADMINISTRATIVE OPTIONS TO
MAKE EITC WORK BETTER

i.
l
Legislative and Administrative Proposals Taken in 1993 and 1994

Simpticity and verification prior (o payment of the EITC are key to the successful operation
of the program. The most cost-effective way of lowering the EITC error rates is to ensure that
the refund checks are not paid to the wrong people. The IRS can not expend thousands of
dotlars to recapture overpayments of $2,000 or 53,000 from low-income persons.

Simplicity

} ITC Eligib! ividugls - Preventing costly taxpayer mistakes is a first
step toward anszzrmg that Ei’i'{l‘ :ﬁfszﬁs are ;ze.;::i to the right taxpayers. This year, the Schedule
EIC was redesigned to be easier to read. The repeal of the two supplemental credits for health
insurance and young children in OBRA 93 will also reduce the Schedule EIC by a half-page and
eliminate complicated provisions which were difficult for taxpayers to understand for the IRS

to administer. ‘{\m ) Slow dowse prvscss 48 o Lonnll ccbonr
: ‘&9‘5? Fiis e o Vs -«“?ﬁ%

Verification 33 Cracdibomn an vidom Prigerees
. ; o ) shffer poathis for soaes
Delay Pay f BITC Until Verification Is Complete -~ 4 dom 5}7{,& ,{\,?}‘ whetes

f;gw\-ﬂh v-imu
ing the advanced EITC -~ At the time that

advance payments are made 0 workers under the current system, neither the IRS nor ﬁmgieyers
have reliable information about workers™ eligibility for the BITC. Workers may receive the
EITC in advance, only to learn at the end of the year that they must repay the IR3 some or all
of the advance payments because they erroneously claimed advance payments, Other workers
may make fraudulent advance payment claims. [f the advance payments were based on more
complete information about the worker’s eligibility, such erroneous and fraudulent ciaims could
be reduced.

Under the Administration’s welfare reform bill, States could have the option to propose to
the Secretary of the Treasury a demonstration project pursuant to which advance payments of
the EITC would be made o eligible residents through a State agency. Approval by the Secretary
of the Treasury of a State’s proposal would be required in ali cases.

Allowing Sitates the option 1o provide advance payments of the EITC may resolve many of
the problems with the current system. Individuals could receive assistance in determining the
appropriate amount of the BITC o claim in advance. States would also have the resources o
verify eligibil ity for the credit better than employers, reducing the risk of erroneous paymenis
being made to meizgzbie persons. A penalty could be imposed on States for lax verification.

(2 Delay [ refunds on guedt ¢ returns -- During the 1993 filing season, the IRS
began 10 delay paymem of refanzis on saspzczoas returns by one week, to allow for verification




2

of the return information. During the 1995 filing season, the IRS will slow the process further
on returns with missing, invalid, and duplicate social security numbers for EITC claimants.

o} e Credit - EITC claimants are required 1o provide taxpayer identification
{mmbez's mNs) fer mch EITC qualifying child over the age of one. Generally, social security
numbers (SSNs) are used as TINs.

Beginning with 1993 tax returns, the IRS ig validating the social security number and the
age of cach qualifying child reported on 2 return filed electronically. {About 40 percent of tax
returns claiming the EITC are filed clectronically.) The returns are matched t0 4 master iape
containing SSNs and birth dates from the Social Security Adminigtration (§8A). The IRS rejects
returns with invalid SSNs and requires the taxpayer to correct and resubmit the retum

electronically or to submit the retumn on paper. The IRS also rejects electronically filed returns
with "applied for” entered in tieu of an SSN for children over the age of ope. The IRS also has
begin to look for duplicate usage of the same SSN for qualifying children on electronically filed
returns,

Trans : g alifying ; s -~ While all items on
f:iﬁx;tmmm}l} filed returns are zmmexizaz:: y available to zhe iRS for automatic testing,
mformation on paper returns must first be transcribed 1o ¢lectronic tape.  Because of
transcnption costs, some information from paper returns, including the SSNs of EITC qualifying
children, ts not transcribed {or is transcribed from only a2 sample of returns). Beginning with
the 1995 filing season, IRS will transcribe the SSNs of all qualifying children from paper
returns. This will allow the IRS to verify each child’s SSKN and date of birth and to check for
duplicate uses of SSNs across all retumns filed.

{2} Require _ qualifying children - As part of the GATT financing provisions,
the Administration has proposcai that taxpayers provide the social security numbers of all
children, regardiess of age, claimed as dependents or for EITC purposes.,

i

Non-taxable earned income - Under curreat law, taxpayers are required 1o report non-
taxable forms of earned income for the BITC. Examples of non-taxable carned income include
mititary allowances, 401(k} contributions, and meals provided by employers. As part of GATT
financing, we have recommended a proposal 10 be included in the welfare reform plan fo require
the Defense Department to report housing and subsistence allowances on Forms W-2,

Increase Knowledge Base

The IRS is conducting three small studies of EITC compliance during the 1994 filing season.
The first study examines returns filed electronically during the first two weeks of the filing
season (January 14 to 28). The second examines the behavior of electronic returns originators.
The third examines paper and electronic returns filed throughout the filing season,

The IRS has used the information obtained in these studies to design a larger study of both
electronic and paper returns filed throughout the 1995 filing season.
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MEMORANDUM FOR SECRETARY BENTSEN
DEPUTY SECRETARY NEWMAN

FROM: ERIC TODER /(,f
: DEPUTY ASSISTANT s;:czzmm' (TAX ANALYSIS)

SUBJECT: GAQ’s Study of EITC Compliance

Within the next week, Senator Roth is expected to announce the results of an interim GAQ
audy of EITC compliance. GAQ based ity study on data collected by the IRS earlier this year.
in February, 1994, IRS Criminal Investigations agents interviewed nearly 1,100 electronic filers
who claimed the EITC during a two-week period in January. The study also describes IRS’s
efforts to prevent erroneous payments of the EITC during the 1994 filing season. GAO expects
to release a final veport in Pebruary; they are releasing the interim report in October at the
urging of Senator Rath.

The report contains both good news and bad news for the Admidistration. On the one hand,
the error rates, contained in the report, will be lower than the 40 percent rates found in studies
of EITC compliance during the eighties. Nonetheless, the error rates, contained in the repon,
are still unacceptably high, The report will state that

. 29 percent of the 1.3 million returns filed electronically during the last two weeks
of January claimed too much EITC.!

- Of the $1.5 billion clatmed in EITC during the first two weeks of the filing
season, $358 million, or 24 percent of total EITC claimed, would have been
overclaimed.

. About 13 percent of the EITC filers may have intentionally overclaimed the
EITC. About $183 million, or 12 percent of the EITC refunds claimed, would
have been the resuit of intentional errors by taxpayers.

 Earlier this year, the IRS briefed vou on the principal findings of the report. At that time,
they indicated about 40 percent of the returns had an adjustment to the refund.  This estimate
is higher than the error rates reported in the GAO study for two reasons, First, the IRS estimate
inchudes returns with adjusiments to the total refund, including those filers who correctly claimed
the FITC but made errors elsewhere on their ax return,  Second, the 40 percent estimate also
includes returns with adjusiments which were ia the taxpayer's favor,
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The GAO report indicates that the [RS is continuing to study EITC compliance. As more
information becomes available, the IRS will be revising the estimates of non-compliance by the
taxpayers included in the January study. For example, information reports (such as W-2's) are
now being maiched to the tax returns of the EITC claimants in the January study. GAQ will
state that IRS investigators believe that the error rates will increase a3 a consequence of further
study. (Because the error rates may increase when the study is completed, it may be premature
to state that non-compliance has declined since the eighties.)

The report aiso discusses IRS’s processing of EITC returns, and the sumber of refunds
which were delayed or rejected during 1994, According to the report, the [RS delayed 3500
million in potentially erroneous EITC refunds claimed by 400 thousand taxpayers who filed
paper returns but who did not include a social security number for the gualifying child.
(Roughly 8 million taxpayers filed for the EITC on paper returns.) 1RS rejected 610 thousand
electronic returns, oul of 6.3 million elecironically filed EITC returns, because the qualifying
child's social security number did not match social security records. The interim report does
not criticize IRS'S processing techniques.

At the ‘request of Senator Roth, the report also contains a short discussion regarding illegal
aliens and their eligibility for the EITC. Under current IRS procedures, undocumented workers
may obtain the EITC even though they cannot obtain a social security number for their
qualifying child from the Social Security Adminisiration.  Although taxpayers must report a
txpayer identification number for each child claimed for EITC purposes, there is some
ambiguity in the law regarding whether the Social Security Administration is required to provide
undocumented workers, with children, with social security numbers. According to the GAQ,
at least 160,000 EITC claimants were undocumented workers,

Press inquiriés about the report are likely, Talking points, which can be used in response
to press inquiries, are attached.

RECOMMENDATION -- The Administration could respond to the GAQO report in several
different ways. The Treasury Department could publicize the resulis of the IRS smudy before
Senator Roth has an opportunity to release the GAO study. However, this approach may result
in bigger headlines than Senator Roth's study. Instead, I would recommend a more low-key
approach. 'Under this approach, press inquiries, following the release of the study, would be
directed ¢ither 1o Assistant Secretary Samuels or Commissioner Richardson. In response to
inguiries, they would stress the Administration’s commitment to the EITC and its efforts o
improve comgliance,

Disagree. Ler’s Discuss,

Agree,



Talking Points on GAO Study of EITC Compliance

The Administration has made the expansion of the EITC one of its highest
priorities. The EITC makes work pay and serves as a incentive (o fow-income
families 1o reduce their dependency on welfare,

From past experience, we know that there have been problems with taxpayers
clatming the EITC when they were not eligible for the credit. To reduce EITC
errors, OBRA '90 contained z number of compliance and simplification
provisions. However, until this year, we did not have any information regarding
the effectiveness of the OBRA "90 measures.

In OBRA '93, the Administration proposed & phase-in of the expansion of the
EITC in order to use the time to develop better systems 1o administer the credit.

Ag part of that effort, the IRS has been conducting a study of EITC ¢compliance
during tax year 1993, The recent GAOQ report is based on the data collected by
the IRS.

The study confirms that taxpayers are still having difficolty complying with EITC
requirements. But the study’s findings are only applicable to taxpayers who filed
glectronic returns during the last two weeks of January,

- Early filers may not be typical of EITC recipients in general. For
example, many early filers may not have received all of their Form W-2’s
at the time that they claimed the BITC. As a result, early filers may have
a tendency to underreport wage earnings, resulting in erronecus EITC
claims,

n many cases, axpayers' errors are the result of unintentional errors. Taxpayers
may not understand the EITC eligibility criteria and thus can easily make
mistakes when completing their tax returns.

Even though the study of early filers may not be applicable to all EITC claimants,
we take the results of this study very seriousty. During the past year, we have
made several legislative proposals to improve EITC compliance as part of GATT
financing provisions,

- We have proposed that taxpayers be required to include the social security
number of all children, regardiess of age, who are claimed as dependents
or EITC qualifying children, With this information, the IRS will be better
able to verify a taxpayer’s eligibility for the EITC.

= We have also proposed that the Department of Defense would be required
i report o taxpayers and the IRS its payments of housing and subsistence



-
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allowances, Nontaxable earned income, such as military allowances, are
includable in income for EITC purposes.

As part of the Administration’s welfare reform initiative. we have proposed a
demonstration project which will test whether compliance will improve if the
EITC is paid out through state offices.

T A N
In OBRA 93, the Administration proposed the ¢limination of the supplemental
credus for health insurance and for infants under the age of one. These
suppiemental credits have been source of nos-compliance.

During the past year, the IRS has also regxamined its processing of EITC claims,
During the next filing season, the IRS will delay EITC refunds if the taxpayers’
social security number, or the number of the taxpayer’s child, appears
guestionable,



.BHHSXASPﬁfHSP @ovr

16/25/83  15:08  ¢520Z 690 6382

+

DEPARTMENT OF HEALTH AND HUMAN SERVICES |
. ASSISTANT SECRETARY FOR PLANNING AND EVALUATION

‘ %wy“:’m
“'w;W

\ ) .
PEONE: - (2026906805  FAX: {202)690-6562

From:

Divizion: LN ) . = Division: : ’ >
Gy & Stater ' “ City & State: :

Ii’)fﬁce Number:, é’?fﬁ - ’?54%? ' Office Number; . b

i ' L st
Fax Number: Fax Number: 485 =
’ ‘ , Kusmber of Pages + cover é : ‘ ':
. N S :
REMARKS: ‘
* *- j T



1[1le25/§4 15: 4685 a0 684 §582 : ’bmisgmﬁzss’ et s 1t 1 “W”“@”{{f}:{
. : . T

_W,,.@%AH

%
H

EITC/WELFARE REFORM PROPOSALS
TO COORDINATE BETTER TAX AND TRANSFER POLICY

* - o N
. ¢ g ¥

THE NEW INFORMATION SYSTEM

Ta achieve our vision under welfare reform, we are proposing on the one hand, enhanced State and
local information processing systems to improve management and defivery of services and for other
pucposes and, vn the other, 3 mational data *clesringhouse™ to coordinate data exchange. With these
systems io place, it will aiso be possible to make sigaificant improvements in prwenung and zﬁe&e.cz:ng
fraugd and abuse, ’i‘iwsz: changes are deseribed below, S .

Enhanced State Systems. At the State ang local level, the new systems infrastructure would include
" automated subsysteass for ‘

* °  Intake, eligibility determination, assessment, and veferval;

¢ +

. Cage mmagemem and service delivery; and .

’ ﬁeaeﬁz pa)rmem az:d reporting. '

The znftastructure wold consist of new systems wmg«:}aenm integrated with existing or modiﬁed
State and county-level systems, The wide variations in existing automated systems make i«
unreasonable to try to standardize these systems. lastead, we need linkages that allow for the
accurate exchange (}f data between systams. ’

~
~

By linking the var:ous programs and systems, States could pmvzée integrated services and/for tzexzeﬁts
to families and individuals “at-risk" of needing financial assistance, those receiving assistance, and
those wansitioning frors public assistance to self-sufficiency. - As part of this automation effort,
enhanced funding will be offered as an incentive for States 1o develop and carry out statewide,
automated systeos for JOBS/WORK management and monitoring, and- 10 enable seamless semce& for -
child care.

Such an automated system infrastructure would enable States to provide greater support to families
who might otherwise dissolve and to parents who may, because of unmet needs, be forced t0
terrainate employment or training opportunities, [a other words, this structure will allow the
integration and interfacing of multiple systems, for example, AFDC, food stamps, work programs,
chiid sare, Child Support Enforcement (CSE}, and others.

In addition, a8 Electmmc Benefit Transfer (EBT) and Electronic Funds Transfer (BFT) become more
widespread, they would be used for other programs, such as reponting of JOBS participation and child
care reporting and payments. As an example, 3 JOBS participant could be required to self-report
gither with a touch-tone p}zonc that connects w a Voice Recognition Unit {VRU) or with plastic card
technclngy
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To facilitate developmoent of these systems, the Federal Government, in partnership with the Sustes, or
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groups of States in paftmership with the Federal Government, will develop mode! systems that
perform these functions or subsets of these functions.

Natienal Clearinghouse. The National Clearinghouse will be 2 collection of abbreviatsd case and

other data that provides the minimum information for carrying out key program features under
welfare reform. In addition, it will "point” 1o where detailed data resides. The Clearinghouse will
not be a Federal.data system that does individual case activities, Instead, States will retain general
processing responsibility, but information will go to and from the Clearinghouse.

The Clearinghouse will maintain ai least the following data registries:

y
.

National Welfare Receipt Registry

in gcnérai, the Registries will operate similarly. For example, the National Welfare Receipt Registry

* The Nadonal New Hire Registry will maintain employmem data on all new employess in the

U.5. as they are hired. Information in the database will be matchéd regularly against the
National Child Suppont Registry. . o

will enthance and subsume téze current Federal Parent Locator

ﬁamce (FPLS}ﬁmctao ari allow States to Jocate pzrsons who awe child support or x»ho
are owad child suppon .

istey will contain data on all nohcustodial parents who have -

support {}{Gets 321(1 can match these cases against other databazes for enforcement purposes.

2 HE L eint Regise wlll sontain data w operaw & z:mMnmued assistance
prﬁgram safzh as Soua.l Semrzzy numbers, beginning and ending dates of welfare receipt,
participation in various work programs, and te name of the State providing benefits,

%

H

will be maintained by ubtaining electranically from each AFDC agency information on {oadividuals
receiving benefits. Upon request, the Cleariaghouse will send electronically information to the State

agency.

The information to be exchanged is as follows:

*

-

Information 1o be sent to the Clearinghouse includes identification information, such as the
names and-Social Security Numbers of members of the family; the dates an individual went
on and off assistance; participation information for AFDC, JOBS and WORK programs;
information on extensions of time-limits and sanctions for nencompliance for these and other
progtams and other information as specified by the Sec:w;zy .

}

L{eg ag:gn 1o be received from the Clea:tnghoase includes whether the applicant has been

reported o have received assistance and, if so, when and in which State(s); whether the Social

Security Nuinbers supplied are valid; whether the applicant is.contained in the New Hire

Registry as recently employed; and other information as specified by the Secretary.

H
i

T

1003
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‘ Information Discrepancies. I an information discrepancy axits between the information the client
presents to the State agency and the isformation in the Clearinghouse, the Secretary will assist in the
resolution by verifying that the data contained in the Registry reflects the information contained in the
State agency records where the individual had previous assistancs, correcting the Clearinghouse
information if necessary, and reporting die updated information w the requestiog State. -

g oes

The States involved roust take appropriate actions (o regolve the discrepancy according to'normal due V-
process requirements and must submit corrected information to the Clearinghouse when the T
discrepancy is resolved, . __ . , ;

£

-4
)

. ENHANCED STATE svmms

As :zzdzcated gbove, state systems will be eahazx::ad to provide aﬁd:tmnaﬁ capabilities and o 'exchange
_ data with the National Clearinghouse. The three main enhancements 10 State welfare “information
systems are described below.©

+ . i

Traasitiona] Assistanca Support Information System'

The State agency, 1o assist in the administration of time-limited welfare, will establish and operate a
statewide, automated, Transitional Assistance Support Information Systess,  This system will serve to

- significantly improve the effectiveness and effiviency of State systems information infrastructures for »
the management, monitoring, and reparting on clients as they work toward independence and self ‘
sufficiency. The State may receiva enhanced funding for these cba&ge& under specific approaches
approvad by DHE%S and described below, . _ ) .

M:mmum System. ’I'he minimum capabilities of the Staté system inciude:

L * Exchanging mf’oma{mz as desceibed above in a standard, electronic format with the Nauonai
1 Clearinghouse; _ . ;

. Querying eiecucmcaﬁy the National Weifare i%ccm;x{ Ragnstry in thc National Civaxwghousa
before granting assiseance; . . _ .

* Using the information received from the Clearinghouse in the determination of ei;glhllzzy and
period for whtch assistance may be granted; :

*  Reporting corrected or updated information 10 the Registry; and N \ -

s - Meeting current statutory requirements for security and privacy.

3
¥

- Augmented System. In a collaborative sffort with other States in which an augmented system is”
developed, 3 State may adopt the-augmented system and receive enhanced match for {ievalopmem
costs. Under this augmented system, chients will reqeive oonsaéerzbly enhanced service
responsiveness theough prescreening to maich available services to individuals and determine the
requirad qualifying and verification information needed for each service. The additional automuted

- functions must include at least: determining eligibility; improving government assistance standards;

o T .

A N =
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performing case maintenance and management functions; calculating, managing, and reconciling
payments to eligible recipients; providing for processes and provedures 1o detect and prevent fraud
and abuse; and prodncmg reports. .o i

l1

Child Care Case Management Infarmation Syst'm
Again in collaborative efferts, States will be given enhanced maich to develop 2 comprehensive Child
Care Case Management Information System. This system will provide statewide, automated,
procedures and pwcesses to achieve seamless child care delivery, including all child care programs of
the State.

F

5085@0]21( Case Management Information System

Finaily, States will be given ephanced match to develop a JORS/WORK Case Management

. Information System, again if the development is done as a collaborative effort. This system will

provide statewide, automatad, procedures and processes to control, account for, and monitor all b

+ factors of the JOBS and WORK programs and support hoth management and admmzstzazwe actmtaes )
of the pmgrams ‘

¢

A

ENHANCED DETECTION OF FRAUD AND ABUSE N
The propased welfare system will fead o substantial improvements in detecting and controlling fraud
and abuse compared 1o the current system, In many States, existing systerns cannot handle the
growing aumber of applications for aid and the transient nature of these clisots. Compared to

existing information systoms, new [ozal, State, and.Federal systems will dramatically increase the
ability to detect fraud and abuse. As knowledge of these efforts grows, prevemmz} and detecrrence of
fraud and abuse will increase as well, '
The following examples illustrate what States could do with the newly-avatlable information. Fiest,
the National Clearinghouse will provide States with information on employment so they can detect
unreported income of noscustodial parents, Teading to increased child support payments. It will also
aliow States to detect vareported income of welfare clients, leading to lower caseloads.

Improved parent locator capabilities will mean States can find absent parents more quickiy and easily.
Coupled with improved information on employment, this means increazed child support collections
and reduced weifare spending. ,

,y "

States can use the jocation and receipt of AFDC and &z& aames and Social Security Numbers of
_members of AFDC families to detect and prevent other forms of fraud and abuse. Such information,
either alone or by matching it with other data sources, will alfow States'to prevent, for example, '
clients from receiving booefies in moldiple iecatloms from claiming non-existent children, and from
claiming children by more than one family.
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Partly because of increasing the detection of frawi and abuse and partly because of changing the
alture of the welfare system, much fraud and abuse will be prevented or deterred before it occurs.
For instance, people who currently have unreported jobs, but are fraudulently getting cash assistance, e
- wil] be *smoked-out® because the JOBS plus WORK requirements will prevent them from working 3t~
theis unreported employment. in the face of increased likelihood of detection of fraud and abuse,
others may decide not o come onto the rolls at all or, once on, to actively purtsue seif»suﬁ' icigncy.

PROPOSALS TO COORDINATE BETTER '?AX AND TRANSFER POLICY .

F

The following proposals for improving the covrdination of tax and transfer policy could make use of
the new data systems proposed under welfare reform. They are meant to be jllusteative of what could
_be done with the new information that wiil ba available when the new systems are in place.

I For a'male head of household 1o claim £}w EITC, paternity, adoption, iega! guard;an.s*}zzp or
Joster core as determined by legal proceeding must be esrablished.

For checking paternity claims, the National Clearinghouse could verify those claims entered in the
National Child Support Registry against IRS records, Checking foster care relationships would -
depend on how awtomated the particular State system was.

4 -

2, For a faint or ?;ead of househald resurn, all chitd support must be pald before processing the
EITC. The EITC would be reduced for eliminated completely] by the amount of the zmpatd
chzid support and the amount owed woidd be sent 1o the custadial parent, »

Since the State child szzpp(m records keep track of how much is owed far each child, they could
supply the amount of unpsid child support by SSN. Th:s dats woukd be pn:mded to IRS.
3. An adult ctarmmg a cizzid Jor EITC and sfrwr tax purposes, must be the same adult claiming
the child for AFDC and fozxf sternp purpeses.
. The National Clewnghause will contain ail tha SSNs for AFDUC cases. This data would be zzzat.,hai
annaaity with the tax data. . ‘o
"4, -Egch child claimed for EITC must have a valid Sociah Securisy Mzméer. Under this proposdl,

the IRS must cross-check EITC claims with §54 records,

The Social Security Administration has validated SSNs for many years.
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5. 3?:53‘ IRS must check that the chiid is not claimed more than once. SN
§

This check can be done intérnally at IRS, however, it would be more et‘fectwe if doog in ccn;aacz;en

 with vahci:mﬁg the 5SNs.as5 pw;osed in 4,

oy ’
. ] Y

6. The IRS azz:f HHS mzzs{ ezzsw‘e that rep::}m::g 0f wages is siifar berwee;z tax and :ran‘gfef - |
sysiems..

Current! y, the IRS does some checking af the reporting ef wages by emp oyees with the records
provided by employers to 85A. The checking could be extended ta comparing the amaunt of wages
for tax and transfer purposes. S;:ecuﬁcallwf Szazcs could produce annual reported wage totals by SSN

to be malched with tax m::ards . :
\
7: ' Ensire that welfare aw-paynwms and child support payments can be saé:zmcred frm 81?’1’.’1’
payments. '

Currently, weifare overpayments are collected from on-going benefits, but if the client is no longer
receiving wetfare the collection is harder. Collecting the ovarpayment by reducing the EITC would
be 2 single collection rather than a lengthy incremental process as is the case with AFDC currently,
State data systems would contain the required data for processing these actions, but the ease with
which this can be done depends on the degree of automation of the Siate systems.
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