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Introduction 

Employment among several groups that have traditionally been underrepresented in the 
workforce has expanded notably over the course of the current economic expansion. Despite its 
obvious importance, this trend has garnered little attention in an economy in which the 
unemployment rate has declined to its lowest level in 30 years, more than 20 million jobs have 
been created in just seven years, and labor productivity has surged to a 2.9 percent growth rate 
over the past four years. 

In this paper we present persuasive evidence that key policies have played a crucial role in 
increasing employment rates among low~income workers, especially single women with 
children. The Earned Income Tax Credit has been effective in improving the economic well 
being of the working poor and their families. l By increasing the rewards to labor market activity 
among workers in low~income households, an expanded BITC has increased incentives to wor~ 
for many single mothers who previously were not employed. Similarly, the 1996 Personal 
Responsibility and Work Opportunity Reconciliation Act (PRWORA), as President Clinton said, 
"provides an historic opportunity to end welfare as we know it and transform our broken welfare 
system by promoting the fundamental values of work, responsibility, and family." The 
provisions of the legislation were intended to increase the relative returns to work for former .. 
welfare recipients, and in so doing resulted in an expansion of employment for these individuals. 

The general strength of the U.S. economy has contributed also to this growth. But because the 
employment rate for single mothers has increased relative to other groups that have also 
benefited from the strong economy, it appears that overall economic growth alone cannot be the 
explanation. The policies we discuss and a strong overall economy are best viewed as 
complim~:ntary, not competing, explanations of the remarkable growth in employment among 
individuals affected by these measures. Labor market policies have increased the incentive 
individuals have to work and the strong economy has provided the opportunity for them to work. 
And by increasing the Nation's labor force, these programs have contributed to the remarkable 
non-inflationary growth in the U.S. economy during this expansion. 

We begin by presenting, in the next section, general trends in the labor force over the past 
several decades. We then evaluate the EITe, PRWORA, and a small number of other programs 
in affecting labor supply. We provide concluding remarks, and an overview of several new 
proposals thathold promise fod'urther increasing work incentives. 

Recent Trends in Employment 

As the current economic expansion, the longest in our Nation's history, continues, employment 
indicator~: remain very strong. In January 2000 there were almost 141 million Americans in the 
labor forc.e, a new record. The labor force participation rate was 67.5 percent, also a new record. 
Employment was at a record high of 135 million, and the employment-to-population ratio of64.8 
percent was also the highest on record. Labor force growth, along with productivity growth, is 
an important factor in overall economic growth; as more individuals flow into the labor force 
Gross Domestic Product (GDP) rises. Statistics cited in the Council of Economic Advisers' 

I See Counl:i I of Economic Advisers (1998). 



Economic Report ofthe President (2000) indicate that about one~third of the growth in real ODP 
over the past decade came from the increase in the labor [orce. Labor force growth will continue 
to be an important component of economic growth in the future:-through the current expansion 
and beyond. 

Since 1975 more than 70 percent of the growth in U.S. employment has come from groups that 
had previously been underrepresented in the labor market. The most dramatic shifts in 
employment have been for women. Sin~e the beginning of 1975, the employment-to-population 
ratio for individuals age 16 or. older has declined slightly for men, to 72.2 percent, while rising 
by nearly 16 percentage points for women, to 57.9 percent (Chart I). At the same time the 
employment-to-popuhltion ratio has risen slightly for black men, increased markedly for black 
women, ,md also increased for Hispanics generally. All of these groups were at (or very near) 
record-high employment rates in January 2000. In fact, the employment-to-population ratios for 
these groups are approaching the national ratio. 

Single mothers have traditionally had low employment rates, but the Federal government, 
working with the States, has implemented a number of policies to increase their labor supply .. 
One way to judge the effectiveness of these policies is to compare the employment rate of single 
mothers over time to that of another group relatively unaffected by these policy changes, which 
can be studied as a "control" group. Chart 2 compares the employment-to-popuhltion ratios of 
single women with children and single women without children, aplausible control group, since 
1980. After narrowing in the early 1 980s, the difference in employment for single women with 
children compared to single women without children increased rapidly, particularly in the mid~ . 
1990s. This paper will discuss policies that appear to have contributed to this rapid growth in 
employment for single mothers. 

The Eairned Income Tax Credit 

The eamed income tax credit is a refundable tax credit aimed at raising the after-tax income of 
low- and middle-income working families. Because it is refundable, families whose credit 
exceeds their Federal income tax liability receive a refund from the Intemal Revenue Service; 
thus its benefits extend to those whose income is so low, they pay no Federal income tax. 

EITC bi!nefits rise with a worker's income until a specified maximum benefit level is reached. 
Both the maximum benefit level and the size of the supplement increase with the number of 
children the worker is supporting. In 1999 (tax return filed in 2000), workers with no qualifying 
children receive a credit of7.65 percent of their labor income up to a maximum benefit of$347 
(reached at an income level of$4,500). Those with one child receive a supplement of 34 percent 
up to a maximum benefit of $2,312 (reached at an income level of $6,800). Those with two or 
more children receive a supplement of 40 percent up to ~ maximum benefit of $3,816 (reached at 
an income level of$9,540). 

Once the maximum credit is reached, the size of the credit remains const<mt as income rises until 
a phase-out point is reached. In 1999, the credit begins phasing out at income levels of $5,700 
for workers with no qualifying' children and $12,500 for workers with children. Once the phase
out point is reached, the size of the credit declines by 7.65 cents for each additional dollar o[ 
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income for workers who do not reside with children, 16 cents tor workers with one child, and 21 
cents for workers with two or more children: The credit is fully phased out at income levels of 
$1 0,200 for workers with no qualifying children, $26,928 for workers with one child, and 
$30,580 for workers with two or more children. Chart 3 shows how the value of the EITC varies 
by income level and type of hOllsehold. " 

The EITe is now among the largest Fedenil programs benefiting low- and mod'erate-income 
families. Earned income tax credits were claimed by almost 19.4 million households and 
amounted to nearly $30.4 billion in 1997. Unmarried heads of households received more than 
two-thirds of these dollars, with the bulk of the remaining one-third going to married taxpayers. 
This tax provisio~ has been effective in alleviating poverty. It has been estimateq that in 1998, 
4.3 millie"n people, including 2.3 million children, were lifted out of poverty by the EITC (see the 
2000 Economic Report ofthe President). 

The earnf:d income tax credit was first enacted in 1975 as part ofa tax package aimed at 
stimulating the economy. It gave taxpayers with children a 10 percent refundable credit on the 
first $4Qd.0 of income (a maximum credit of $400), which was then phaSed out over the next 
$4000 of income. Over the next 10 years the EITC remained a relatively small Federal program, 
and despite small expansions in 1979 and 1985 the real value of the credit eroded slowly. 

The Tax Reform Act of 1986 significantly expanded the credit and indexed it to inflation. Credit 
, rates, phase-in ranges, and phase-out ranges were expanded considerably. The 1990 budget act 
(OBRA90) increased credit amounts for families with two or more children arid expanded 
eligibility. And starting January 1991 ~ the EITC was not counted as income in most means-
tested pwgrams, a change that increased its value to low-income families. ' 

President Clinton proposed a substantial expansion of the EITC in 1993 to help meet his goal 
that no four-person family with a full-time worker should fall below the poverty line. The 1993 
expansion in credit rates and the maximum credit were phased in between 1994 and 1996. , The 
maximum credit for families with two or more children was raised by 69 percent. In addition, 
workers with no qualifying children and incomes below $9500 became eligible for a small credit. 
The cumulative effect of the expansions in the EITC has been remarkable: credits in real dollars 
increased by twelve-fold between 1984 and 1997? Chart 4 shows how the number oftaxpayets' 
receiving the EITC and the total value ofEITC benefits (inconstant 1999 dollars) have increased 
over time. 

, Efficts ofEITe on Employment and Labor ForceParlicipation ofSingle Mothers 

The EITe, by raising the after-tax return to work, unambiguously encourages single parents to 

enter the workforce. In this r~gard, the EITC is unlike other means-tested programs. The work 

incentives provided by the EITC have been associated with a significant increase in labor force 

participation and employment. 


------.--------~.----- , 

2 The expansion of the EITC also increased its effectiveness in alleviating poverty; in 1998 twice as many people 

were lifted out of poverty because of the EITC as in 1993. 


3 



'

Chart 5 compares the maximum benefit received under the EITC and the difference in 
employment-to-population ratios of single mothers and single women without children.:\ This 
comparison, similar to one by Berkley economist Nada Eissa and Harvard economist Jeffrey 
Liebman (1996), is instructive because the EITC substantially affects the first group but not the 
second. Prior to the 1986 EITC expansions, the employment-to-population ratios of these two 
groups moved roughly in parallel. Since then, and especially since 1995, employment of single 
mothers has risen dramatically while that of single women without children has been roughly 
unchanged. As Chart 5 demonstrates, expansions in the EITC have been followed by increa')es 
in the employment of single mothers, relative to single women without children. 

A number of studies have examined labor force participation and employment of unmarried 
mothers and EITC benefits to determine if the close association exhibited in Chart 5 might be 
due to othler factors. In a 2000 study, Bruce Meyer of Northwestern University and Dan 
Rosenbaum of UNC-Greensboro show that employment rates for single mothers rose during 

. periods of EITC expansion relative not just to single women without children but also relative to 
two other groups less affected by changes in the EITC, black men and married mothers. They 
also find that employment increases were especially large for single mothers with a high school 
degree (a group likely to be disproportionately affected by the EITC) during periods ofEITC 
expansion. Perhaps most strikingly, they find that employment rates among single mothers with 
more than one child relative to single mothers with only one child were steady or faIling until 
1993, then rose sharply when EITC benefits were increased for those with more than one child. 

In an earlier paper, Meyer and Rosenbaum (1999) control for characteristics (such as age, 
education, and wages) that may differ across groups and lead to different labor force b~havior. 
They find that employment of single mothers (relative to that of single women without children) 
increased even more when controlling for these characteristics than without controls. In 
addition, they consider the labor supply impact of changes in a number of social policies in 
addition to the EITC (including AFDC waivers prior to the 1996 Personal Responsibility and 
Work Opportunity Reconciliation Act, Food Stamps, and Medicaid expansions). Using 
individual data from the Curren~ Population Survey (CPS) for 13 years, they conclude that the 
EITC accounts for more than 60 percent ofthe increase in employment of single mothers 
between 1984 and 1996.4 

Harvard economist David Ellwood (1999) also looks at a number, of controls to determine if 
policy chzmges, especially the EITC, are responsible for the dramatic changes in employment of 
single mothers. He finds that the rise in relative employment rates is especially dramatic for 
those most affected by the EITC increases-the lowest skill/lowest wage workers-consistent 
with the fi.ndings of Meyer and Rosenbaum (1999, 2000) and Eissa and Liebman (1996). In 
addition, he finds that employment rates for single mothers increased especially rapidly in States 
aggressively pursing welfare reform. 

E.ffects ofEITe on Hours Worked ofSingle Mothers. Theory 

3 Since 1990, the maximum benefit is the average of the maximum for families with one child and those with two or 
more children. 

4 The CPS i.s a nationwide monthly survey of households that collects information on labor supply. wages and 

income, and participation in public assistance programs. 
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The effects of the EITC on hours worked by those who would chose to work without the EITC is 
less clear than its effect on labor force participation for single parents. For workers in the phase
in range of the EITC, the "substitution effect" is positive-the EITC raises the after-tax return to 
working an additional hour and induces a worker to substitute from non-work activity into 
additional work. Btit for these workers and for those in the flat range of the EITC, the "income 
effect" is. negative; these workers now have higher incomes, and this may marginally weaken 
work incentives. (There is no substitution effect for workers in the flat range.) And for workers 
in the phase-out range, both the income and substitution effects are negative. Thus, in theory, the 
effect of the EITC on hours for single parents in the phase-in range is ambiguous while the effect 
those in the flat and phase-out ranges is negative.5 

Effects ofEITC on Married Parents: Theory 

Unlike single parents, married parents who are secondary earners can face a disincentive to enter 
work as a result of the EITC. In addition, the EITC can theoretically reduce hours worked for 
married workers (both primary and secondary earners). When the primary earner receives 
earned income tax credits, the income effect discourages labor force participation by secondary 
household earners. In addition, earnings by a secondary earner can place the family in the phase
out range of the EITC, thus reducing the after-tax wage and providing a further disin<~entive for a 
secondary earner to work. But, for some very low-income families, the primary earner's income 
is so low that the secondary earner can actually raise the family's EITC benefits. The President 
has proposed changes in the EITC that would alleviate some of these effects; they are discussed 
in the fj.nal section of this paper. 

Effects ofEITC on Hours Worked and Household Labor Supply: Evidence 

How large are these potentially negative work incentive effects of the EITC? The empirical 
literature on labor supply suggests that participation in the labor force is more responsive to 
wage and income changes than are hours worked for those already in the labor market.6 We thus 
focus first on labor force participation effects. 

Stacy Dickert, Scott Houser, and Karl Scholz (l995) use estimates of labor supply elasticities to 
simulate the effect of the 1993 EITC expansion on both participation and hours. Consistent with 
the results discussed above, they find that the EITC expansion should raise participation by 
single parents. Their simulations show a smaller increase in participation by primary earners in 
two-pirrent families (because most primary earners in these families were already working). And 
consistent with the theoretical arguments we just outlined, there is a drop in employment of 
secondary workers in two-parent families. However, this decline is small relative to the large, 
increases in employment of single parents and primary earners. Berkeley economists Eissa and 
Hilary Hoynes (1999) find a small increase in the labor force participation of married men with 
less than 12 years ofeducation from the EITC. Ellwood (1999) presents evidence that the EITC 

5 Finally. even workers initially outside the range ofthe EITC could at least theoretically be affected. For example, 
a worker whose income was marginally higher than the range for which EITC holds might reduce work effort so as 
to benefit from the EITC . 

. 6 Heckman (1993). 
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lowers labor force participation among married women. Eissa and Hoynes (1999) also find that 
the EITC reduces participation by married women, but only by about one percentage point. ' 
Table 1 summarizes results of several academic studies on the effect of the EITC on employment 
and labor force participation. 

Results of research on the effect of EITC on hours are summarized in Table 2. Simulations by 
Dickert, Houser, and Scholz (1995) indicate that the impact of the EITC on hours worked for 
those already in the labor force is relatively small. (On net, their simulations predict a positive 
effect of the EITC on labor supply - the positive effect on participation outweighs the negative 
effect on hours.) Empirical analysis by Meyer and Rosenbaum (1999) of EITC expansions from 
1984 to :1996 suggests that the net effect of EITC changes on hours worked is positive for'single 
mothers who are already in thelabor force. 

Other evidence also suggests that the impact of the EITC on hours for those already in the labor 
force is negligible or small. Eissa and Liebman (1996) examine taxpayers already in the labor 
force when the 1987 extension of the EITC expanded the phase-out range to additional workers 
and observe no decline in hours worked. In addition, Liebman (1998) argues that if workers 
respond to ElTC phase out, there should be a bunching of taxpayers near the beginning of the 
phase-out range and few workers near the end of the range. He presents evidence from 1992 tax 
returns that shows little or no bunching at the beginning of the phase-out range.and no sign of the 

'predicted shortage of workers at the break-even point. Eissa and Hoynes (1999) find a 2 percent 
decline in annual hours worked (45 hours) for married men because of the 1986-1993 EITC 
expansions, and a decline of 1-6 percent in annual hours (13 to 93 hours) for married women, 
depending on the specification. Again, all of these effects are for workers a/ready in the labor, 
Jorce. The large net increases in employment from the EITC greatly outweigh the small declines' 
in hours for those who would have worked even without the EITC . 
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Table 1 
Studies of Effects ofEITC on Employment/Labor Force Participation 

Study GroupsTime Period Effect of EITCData 
,~tudied Studied 

Dickert, Houser, Single parents 1993 expansion +72.8 million Simulation based 
i 

annual hours from 
(1995) 

on after-tax and Scholz 
new labor force 

supply. 
wages and labor 

participants 
parameters +12.1 million 

annual hours from 
new labor force 
participants 

Secondary 

Primary earners 

-10.4 million 
earners annual hours from 

new labor force 
; 

participants 
Eissa and Up to +2.8 
Liebman (1996) 

1986 expansion Single mothers CPS 
(Relative to (Includes other percentage point 

effects from single childless in labor force 
1986 tax reform) women) participation 

Eissaand 1986, 1990, and Married men +0.2 percentage 
Hoynes (1999) 

CPS 
1993 expansions (Less than HS 'point in labor 

education) force participation 
Married women -1 percentage 

! (Less than HS point in labor 
education) force participation' 

Meyer and 1984-1996 Single mothers CPS EITC responsiblt: 
Rosenbaum for 60 'percent of 
(1999) increase in 

employment 
Ellwood (1999) 1980-1998 Low-incomeCPS EITC responsible 

single mothers for 20-30 percent, 
of increase in 
employment 

Low-income 4-8 percentage 
married mothers point decline in 
(Includes employment 
policies other 
than EITC) 

i 
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Table 2 

Studies of Effects ofEITC on Hours Worked for Labor Force Participants/Workers 


Time Period Groups Effect of EITC 
Studied 

Study Data 
Studied 

Dickert, Houser, 1993 expansion Single parents -10 hours 
and Scholz 

Simulation based 
annuaHy per 

(1995) 
on after-tax 

worker 
supply 
wages and labor 

Primary earners -8 hours annually 
parameters per worker 

Secondary -30 hours 
earners annually per 

worker 
Eissa and 1986, expansion No change 
Liebman (1996) 

Single mothers CPS 
(Relative to 
single childless 
women) 

Eissa and 1986,1990,and Married men -45 hours 
Hoynes ( 1999) 

CPS 
1993 expansions (Less than HS annually per 

education) worker 
Married women -13 to -93 hours 
(Less than HS annually per 

education) worker 


Meyer and"" 
 1984-1996 Single mothers CPS Increase in EITC 
Rosenbaum increases hours 
(1999) worked 

The Per:~onal Responsibility and Work Opportunity Reconciliation Act 

In 1996, the President signed the Personal Responsibility and Work Opportunity Reconciliation 
Act (PRWORA), changing the Nation's welfare system into one that requires work in exchange 
for time-limited assistance. The law contains strong work requirements, and provides 
performance bonuses to States that succeed in moving welfare recipients into jobs. Even before 
PRWORA became law, many States were well on their way to changing their welfare programs 
to jobs programs. By granting Federal waivers prior to 1996, the Administration allowed 43 
States to establish work requirements, time-limit assistance, or improve child support. 

-
These policy changes appear to have dramatically affected welfare caseloads. As of June 1999 
the number of welfare recipients-adults and children combined-was 6.9 million, 51 percent 
fewer than in 1993. This 1999 figure represents 2.5 percent of the total population, the lowest 
proportion in more than three decades (see Chart 6). A 1999 report by the Council of Economic 
Adviser~; examining the welfare caseload from 1996 to 1998 indicated that the single largest " 
identified factor in the decline in recipiency was welfare reform-the change in State welfare 
programs impJementcd under the Temporary Assistance for Needy Families (TANF) block grant. 
Specifically, the report estimates that TANF accounted for about 35 percent of the decline in 
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recipiency. By way of comparison, the strong economy accounted for about 9 percent of the 
decline. 

The drop in welfare rolls has been accompanied by an increase in the number of welfare 
recipients finding employment. One important confirmation that many welfare recipients are 
successfully moving to employment comes from the aggregation ofrecent State reports. As 
noted above, the 1996 welfare reform legislation included rewards to encourage States to place 
people in jobs. According to reports filed by the 46 States competing for these bonuses, more 
than 1.3 .million welfare recipients nationwide went to work injust the one year period between 
October 1997 and September 1998. . . 

Another compelling piece of evidence on this trend comes from the Current Population Survey 
(CPS). These data provide information on individuals' employment status in the month of the 
survey (March), as well as information about income. sources for the previous year. Chart 7 
shows thc! current employment status in March of each year, from 1988 to 1999, for individuals 
receiving non-SSI cash welfare in the previous year. The proportion employed held steady at 20 
to 21 percent from 1988 through 1992. From 1993 through 1999 there was a persistent increase 
in employment of these individuals, and more than 36 percent of individuals on welfare in 1998 
were cmployed in March 1999. This upward trend in employment status was o.bserved for 
Hispanic, non-Hispanic white, and non-Hispanic black individuals alike .. 

A recent national survey released by the Urban Institute (Pamela Loprest, 1999) provides 
. additional evidence highlighting the importance of work as an alternative for individuals lt~avlng. 

welfare. The study found that 69 percent of individuals leaving welfare did so because of work, 
and another 18 percent left because they had increased income, no longer needed welfare or had 
a change in family situation. A second 1999 Urban Institute study (Sarah Brauner and Loprest) 
reviews €:vidence from state-level analyses about the employment status ofindividuals recently 
leaving welfare. The median of estimates of current employment status for former welfare 
recipients (from 12 estimates) was 65 percent. 

Even among those who remain on welfare rolls, there is an apparent upturn in reported work. 
According to CPS data, in each year from 1988 through 1993, about one third of individuals who 
received welfare in March of that ycar reported having worked some inthe previous year. Chart 
8 shows a steady increase in this per~entage after 1993, so that by March 1999, more than 51 
percent of welfare recipients reported work during the previous year. 

The detailed analysis of Meyer and Rosenbaum (1999) contributes greatly to our confidence that 
welfare teform is responsible in substantial measure for the upturn in employment of single 
women with children. Their evaluation of data from 1992 to 1996 shows that Federal waivers· 
alone we:re responsible for approximately 20 percent of the sizable increase in employment of 
single mothers. As previously discussed, reforms to EITC were found to be even more 
importarlt, and, as we note momentarily, policy innovations in training and child care also 
contribw:ed. 

Similarly detailed research is not yet available for the post..: 1996 period, but for 1996 through 

1999 there has been a clear continuation of the trends that led to the Meyer-Rosenbaum 
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conclusion about the role ofEITC expansion and welfare reform in increasing labor supply. 
Consider, for example, the employment status farlow-income mothers with young children. 
Analysis of CPS data shows that for married women who had children under the age of 6, and 
who were below 200 percent of the poverty threshold in the previous year, the March 
employment rate increased gradually, from 35.3 percent in 1992 to 39.0 percent in 1996 and 
finally to 39.3 percent in 1999. Given that 1992 through 1999 was a period of economic 
expansion and that employment of women generally has been trending upward over the past 
several decades, this trend is not surprising. What is notable is the comparison of these married 
mothers of young children to corresponding single mothers, whose behavior has likely been 
affected by the change in welfare policy. These latter mothers had virtually the same . 
employnlent rate as married mothers in 1992, 34.8 percent. By 1996, though, the employment 
rate for single mothers increased to 42.6 percent,-and by 1999, the employment rate among these 
women had climbed to 54.6 percent. 

Another important policy to move people from welfare to work is the availability of tax credits 
for employers who hire welfare recipients. The Work Opportunity Tax Credit is 25 percent of 
wages for employment of at least 120 hours but less than 400.hours and 40 percent for 
employment of 400 or more hours. The maximum amount of eligible wages is $6,000. :The 
credit is available for hiring members of certain economically disadvantaged targeted groups, 
including certain welfare recipients. The Welfare to Work Tax Credit is 35 percent of the first 
$10,000 in wages paid in the first year and 50 percent of wages paid in the second yeCll" to certain 
long-term welfare recipients. Although a detailed evaluation of these provisions is not yet 
available, a 1998 study by Harvard economist Lawrence Katz on previous wage subsidy . 
programs provides limited evidence that tax credits may playa positive role in increasing the. 
demand for labor services offot-mer welfare recipients. 

Other Policy Changes Contributing to Increased Labor Supply 

Beyond changes to EITe and welfare policy, there are several additional policy changes that 
have the potential for increasing labor supply. The 1999 Meyer-Rosenbaum study of single 
mothers examines labor supply effects of expanded Medicaid eligibility, training expenditures, 
and child care subsidies. Although they do not find statistically significant effects of Medicaid 
expansion, Meyer and Rosenbaum do find meaningful effects of training and child care policy. 
Over the 1992-1996 period they examine, between 5 and 8 percent of the growth in the 
employrnent of single mothers can be attributed to training and child care policies combined. 
The 1996 welfare reform expanded funding for child care, and gave States flexibility to provide 
both pre- and post-employment training to help welfare recipients find and keep a job. In light of 
existing research, these provisions can be expected to provide additional work incentives for 
low-inc()me women. -' 

One group of individuals that has historically had low rates of employment is the disabled. 
According to 1999 CPS data, for both men and women in the 25-64 age range, individuals with a 
disability that "prevents them from working or limits the kind or amount of work they can do" 
are employed at less than one-third of the rate of the non-disabled. There has been very little 
recent change in the employment rates of these individuals. However, there is considerable 
variation in employment among lhe disabled, correlated with education. In the CPS data, among 
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disabled tndividuals with fewer than 12 years of education, only 12 percent of men and 11 
percent of women were employed, while employment rates for the disabled with 16 years of 
education or more were 47 percent for men and 42 percent for women. This vari~tion in 
employment rates suggests that policies that encourage human capital development or otherwise 
increase returns to work might increase the labor supply of the disabled. A recent study of 
individuals with severe spinal cord injuries by economists Alan Krueger of Princeton and 
Douglas Kruse of Rutgers reinforces the potential importance of work skills for labor market 
success among the disabled. Specifically, the authors find that among individuals with these 
serious injuries, those with computer skills returned to work more quickly and had relatively 
higher earnings once there. 

One recent initiative designed to increase relative returns to work for the disabled is the TiCket to 
Work and Work Incentives Improvement Act of 1999. The Act provides health insurance 
protection to the working disabled by giving States new options to allow workers with 
disabilities to buy into Medicaid. It extends Medicare coverage for an additional 4 Y2 years for 
beneficiaries of disability insurance who return to work. And it provides grants for States to· 
develop infrastructure that will help people with disabilities return to work. 

New Policy Initiatives Affecting'Labor Supply 

The Fiscal Year 2001 budget contains a number of items that may encourage additional labor 
supply. The first addresses the so-called "marriage penalty." The current tax system can 
discourage paid work by second earners in a married couple, especially in combination with the 
indirect costs of working such as child care. The Administration's proposal will increase the .. 
return from work for second earners by: (1) effectively exempting up to $1,450 (2001 dollars) of 
earnings' by the spouse with the lower earnings from income tax for couples who use the standard 
deduction; (2) allowing two-earner couples to earn more before having their EITC reduced; (3). 
reducing the EITC phase-out rate (and thus the effective marginal tax rate) by two percentage 
points for taxpayers with two or more children; and ( 4) increasing the child and dependent care 
tax credi't for low- and moderate-income families. 

A second important set of proposaJs involves the costs of work, especially child care expenses. 
Not surprisingly, child care expenses can be one of the biggest items in the budgets of poor 
working mothers. Statistics from 1993 suggest that working mothers with income below the 
poverty level who purchased child care spent 21 percent oftheir monthly income on care for 
their children. If enacted, the Administration's proposals would increase the return to work for 
many low-income parents by making the Child and Dependent Care Tax Credit refundable, and 
by increasing the maximum credit rate for the EITC to 45 percent for low-income workers with 
three or more children .. Chart 9 shows the proposed increase in the EITC for two-earner married 
couples with three or more children in 2001. 

Disabled individuals may incur additional costs in order to work and earn taxable income. 
However, mimy moderate-income disabled individuals do not benefit from the current-law tax 
deduction for impairment-related work expenses because they do not have sufficient work
related expenses and other deductions to benefit from itemizing deductions. In addition, disabled 

. individuals may not benefit, from the current-law deduction because they incur significant work-

I I ' 




·. , ... 

related expenses outside the workplace (which do not quality for the deduction) or rely on 
unpaid relatives or friends for assistance. For example, they may require personal assistance to 
get dressed or be driven to work. To aid disabled workers, the FY 2001 budget proposes a tax 

. credit, equal to the lesser of$I,OOO or earned income, for workers who have difficulty with at 
least one activity of daily living. ' 

The evidence is quite compelling in establishing that many policies affecting the well-being of 
low- and middle-income families-the EITC and reforms to welfare policy, in particular, but 
also a number of other related recent policy innovations-have been effective in bringing 
previously marginalized workers in the economic mainstream. Over the course of the current 
economic: expansion, the strong labor market has been an important source of new opportunities 
for all ·workers, but these conscious labor policies have also contributed to an increase in the 
labor supply of single mothers in particular. A number of additional policy proposals by the . 
Administration hold promise for building on previous successes and further reinforcing 
incentives to work. These proposals are detailed in the Appendix. 
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New Initiatives 

Earned income tax credit (EITC). For families with three or more children, the EITC credit rate 
would be increased from 40 percent to 45 percent. In 2000, the maximum credit would rise from 

. $3,888 to $4,374, an increase of$486. Two-earner married couples could earn more without 
having their EITC reduced. The beginning point of the EITC phase-out range would be 
increased by $1,450. Thus, the ElTC would begin to phase out at $14,140 in 2000 for a couple 
with children. To qualify, each spouse must have earned income of at least $725. The EITC 
phase-out rate would be reduced by 2 percentage points (from 21.06 percent to 19.06 percent)' for 
taxpayers with two or more children. Nontaxable earned income, such as 401(k) contributions, 
would no longer be included in earned income. The proposal would be effective beginning in 
2000. . 

Child and dependent care tax credit. The child and dependent care tax credit would be made 
refundable beginning in 2003. The maximum credit rate would gradually be increased from 30 
percent to 50 percent between 200 1 and 2005. Beginning in 200 I, taxpayers would be eligible 
for the maximum credit rate if their income is $30;000 or less. The credit rate would be reduced 
by one percentage point for each additional $1,000 of income in excess of$30,000; themini'mum 
credit ralle would be 20 percent. The maximum amounts ofqualifying expenses and the income 
threshold for the maximum credit would be indexed for inflation. 

Standard deduction for two-earner married couples. The standard deduction for two-earner 
couples would be increased to the lesser of double the amount of the standard deduction for 
single fi.lers or the sum of the standard deduction for one-earner couples and the smaller of the 
two spouses' earned incomes. Earned income must be positive and would equal the sum,of 
wages, salaries, and net income from self-employment less certain deductions for IRA, Keogh, 
SEP, and SIMPLE plan contributions, self-employed health insurance, and one-half of self
employrnent taxes. Beginning in 200 I, the increase would be phased in over five years. By 
2005, the increase in the standard deduction for joint filers would be $1,450 (2001 dollars). 
Effectiv.ely, up to $1,450 of earnings by the spouse with the lower earnings would be exempted 
from tax for couples who use the standard deduction. 

Disabled workers tax credit. Beginning in 2001, a taxpayer would qualify, for a $1,000 tax credit 
if he or she had earned income and was disabled. The credit could not exceed the disabled 
individu.al's earned income during the tax year. The credit (aggregated with the child credit and 
the proposed long-term care credit) would be phased-out for certain high-income taxpayers--that 
is, the aggregate credit amount would be phased out by $50 for cach $1 ,000 (or fraction thereof) 

'. by which the taxpayer's modified AGI exceeds $110,000 (in the case of a joint return), $75,000 
(in the case of a taxpayer who is not married), or $55,000 (in the case of a married individual 
filing a separate return). A taxpayer with earned income would be considered to be a disabled 
worker if he or she were certified by a licensed physician (prior to the filing of a return claiming 
the credit) as being unable for at least 12 months to perform at least one activity of daily living 
without substantial assistance from another individual, due to loss of functional capacity. 
Activities of daily living would be eating. toileting, transferring, bathing, dressing, and 
continence. 

I3 




References 

Brauner, Sarah and Pamela Loprest (1999), "Where Are They Now? What States' Studies of 
People Who Left Welfare Tell Us," Urban Institute working paper. 

Council of Economic Advisers (2000), "The EffeGts of Welfare Policy and the Economic 
Expansion on Welfare Caseloads: An Update," Executive Office of the President of the United" 
States. 

Council of Economic Advisers (] 999), Economic Report ofthe President, Washington, D.C., 
U.S. Government Printing Office. 

Council of Economic Advisers (1998), "Good News for Low Income Families; Expansions in 
the Earned Income Tax Credit and the Minimum Wage," Executive Office of the President of the 
United States. 

Dickert, Stacy, Scott Houser, and John Karl Scholz (1995), "The Earned Income Tax Credit and 
Transfer Programs: A Study of Labor Market and Program Participation," in James M. Poterha," 
ed. Tax Policy and the Economy, volume 9, Cambridge, MIT Press, 1-50. 

Eissa, Nada and Hilary Hoynes (1999), "The Earned Income Tax Credit and the Labor Supply of 
Married Couples," University ofCalifornia at Berkeley working paper. 

Eissa, Nada and Jeffrey B. Liebman"( 1996), "Labor Supply Response to the Earned Income Tax: 
Credit," ~)uarterly Journal of Economics 111,606-637. 

Ellwood, David T. (1999), "The Impact of the Earned Income Tax Credit and Social Policy 
Reforms on.Work, Marriage, and Living Arrangements," John F. Kennedy School of 
Government working paper. 

Heckman, James 1. (1993), "What Has Been Learned About Labor Supply in the Past Twenty 
Years?" American Economic Review, 83, 116-121. 

Katz, Lawrence (1998), "Wage Subsidies for the Disadvantaged," in R. Freeman and P. 
Gottschalk, eds., Generating Jobs: How to Increase Demand for Less-Skilled Workers, Russell 
Sage, 21-53. 

Krueger, Alan and Douglas Kruse (1996), "Labor Market Effects of Spinal Cord Injuries in the 
Dawn of lhe Computer Age," Princeton University working paper. 

Liebman, Jeffrey B. (1998), "The Impact of the Earned Income Tax Credit on Incentives and 
Income Distribution," in James M. Poterba, ed. Tax Policy and the Economy, volume 12," 
Cambridge, MIT Press, 83-119. 

Loprest, Pamela (1999); "Families Who Left Welfare: Who Are They and How Are They 
Doing?" Urban Institute working paper. 

14 



Meyer, Bruce D. and Dan T. Rosenbaum (2000), "Making Single Mothers Work: Recent Tax 
and Welf<2l1'e Policy and Its Effects," NBER working paper no. 7491. 

Meyer, Bruce D. and Dan T. Rosenbaum (1999), "Welfare, the Earned Income Tax Credit and 
the. Labor Supply ofSingle Mothers," NBER working paper no. 7363. 

. J 

15 




• 
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Chart 3. Earned Income Tax Credit (1999) 
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Chart 4. Size of EITC 
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Chart 5. Maximum EITC and Difference in Labor Force Participation Between Single Women 

With and Without Children 
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Chart 6, Families Receiving Welfare 
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Chart 7. Employment Status in March after Year with 
Welfare Receipt 
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Chart 8. EITC in 2001 for Two-Earner Married 
Couple With Three or More Children 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

October 22, 1999 

MEMORANDUM FOR SECRETARY SUMMERS 

DEPUTY SECRETARY EIZENSTAT 


.. /
/ 

. I. 
FROM: 	 JON TALISMAN .' : ~ 


DEPUTY ASSIST ANT SECRETARY (TAX POLICy) 


SUBJECT: 	 Proposal to Delay EITC Payments 

Representative DeLay is floating a proposal that would make installment payments of the EITC 
"voluntary" during the 2000 filing season. The proposal requires taxpayers to inform the IRS 
that they do not want their EITC paid as part of their regular tax refund. Otherwise, the IRS 
would be required to payout the EITC in monthly or quarterly installments. This is a variation 
on DeLay's earlier propoSal to make installment payments of the EITC mandatory. The earlier 
proposal was criticized by Governor George W. Bush and others. JCT is reportedly scoring the 
modified proposal as raising $1 billion in FY 2000. Since the Labor-HHS appropriations bill 
contains il $1 billion shortfall,. the conferees may tum to the DeLay proposal to make up the 
funding deficit. The Administration should oppose that because it would place unacceptable 
burdens on taxpayers and the IRS. 

The IRS Bays that it cannot implement either a mandatory or voluntary installment payment plan 

in time for the 2000 filing season. Earlier this month, the IRS determined that they would not be 

able to implement a mandatory installment payment system until July 1,2000, or possibly later. 

They have not made a similar assessment with respect to a voluntary system, but IRS staff 


. believes1hat a voluntary system, with more extensive computer programming changes, could 

require even more time to implement than a mandatory system. 

If the proposal could be implemented, it would lead to confusion~ errors, and involuntary delays 
of refund;. Under the plan, taxpayers may be required to check a box on their tax return in order 
to receive the EITC as part of their regular tax refund. Some taxpayers are likely to be confused 
by the new instructions and inadvertently fail to check the box. As a result, they will receive a 
much sma.ller tax refund than anticipated. 

While Dc:Lay appears to be counting on taxpayer confusion to generate revenues, it is more 
likely tMt surprised taxpayers will call the IRS (and their Congressmen) to complain. If 
permitted by the legislation, the IRS would likely respond by paying out the remaining ~ount 
of the EITC immediately to callers, but this would require additional, burdensome procedures 
and could reduce the estimated savings from the proposal. Further, it may cause reductions in 
other IRS functions, as the agency cuts back other services in order to respond quickly to 
taxpayers' complaints about their inadvertent installment payments of the EITC . 

---'----------------- .•...•...--...~----------------



DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

October 4, 1999 

IIFO.MATIOI 

MEMORANDUM FOR SECRETARY SUMMERS 
DEPUTY SECRETARY EIZENSTAT 

FROM: 	 JONTAL][SMAN I~ .. 
DEPUTY ASSIST'Jrh SECRETARY (TAX POLICy) 

SUBJECT: 	 Briefing Materials to DefendEITC 

We have updated our briefing materials on the EITC to respond to recent congressional 
proposals to delay tax refunds for working families. The attached materials show how the EITC 
removes children from poverty and moves single mothers from \Yelfare to work. We have sent 
these materials to the NEC and Hill staff. 

Attachments 

. , 
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October+,- 1999 

MEMORANDUM FOR JON TALISMAN AND LEN BURMAN 

FROM: 	 .JANET HOLTZBLATT AND JANET McCUBBIN 

SUBJEGf: Congressman Obey's Request 

. According to Marti Thomas, Obey's staff would like some assistance on data for the 
minority views report on the Labor HHS bill (which is due Tuesday,) specifically a short (they 
said no l<mger than'1 page) description of EITC, its history and how it works. Attached are the 
following materials, which have reviewed and approved by Len Burman, in response to that 
request: 

, 

• 	 A short version ofour walk-through on the EITC. Longer versions of the walk-through have 
been provided to Congressional staff since 1995. We took out the material dealing with 
EITe compliance and also updated most numbers. We have not yet updated the analysis of 
the effects of the EITC on poverty, pending further information from Census. 

• 	 Background materials from the 1998 Ways and Means Green Bpok. 

Distribution: 

Kiefer 
Dworin 
Nunns 
Fant 
Thomas 
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Earned Income Tax Credit: 

Rewarding. Working Families 


Department of the Treasury 

October, 1999 
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Overview 

• General Description and Goals of the EITC: Page 3 

• Current Law: Page 9 

• EITC Increases Work and Reduces Poverty: Page 16 
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.Earned Income Tax Credit: General Description 

• 	 The earned income tax credit (EITC) is a refundable tax credit for working families with low 
mcomes. 

• 	 For every dollar a low-income worker earns up to a limit, between 8 and 40 cents are 
provided as a tax credit. Above a given level, the size of the tax credit is gradually reduced. 

• 	 Because the credit is refundable, individuals can receive the full amount to which they are 
entitled even if the amount exceeds the individual income taxes they owe. 

• 	 On 1999 tax returns, the EITC will provide a tax credit averaging about $1,610 for nearly 20 
million workers and their families. Working families with earnings of up to $30,580 per 
year may be eligible for the EITC. 

-4
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Two Goals of the EI'I'C 

• 	 Encourage Families To Move From Welfare to Work by making work pay. 

• 	 Reward Work for Working Families so parents who work full-time do not have to raise 
their children in poverty -- and families with modest means do not suffer from eroding 
incomes, 

By providing an offset against other Federal taxes, the EITe increases. disposable 
income for workers and their families. 

-5
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Moving Families From Welfare To Work 

• 	 Social Security taxes and various means-tested benefits create economic disincentives for . 
welfare recipients to work. For each addi!ional dollar a worker earns, benefits decline and 
payroll taxes increase. 

'

The EITC offsets these disincentives with a strong incentive to work. About 80 percent 
of EITC payments offsets the individual income, social security, and other Federal 
taxes borne by families receiving the credit. 

• 	 The EITC encourages families to work two ways. 

The EITC is only available to working families. If you don't work, you don't get the 
credit. 

At the lowest income levels, the EITC grows with each dollar of earnings. For people 
with very little income, more work means more benefits from the EITC. 

-6
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»Rewarding America's Working Families 

• 	 People who work hard and play by the rules should be rewarded for their efforts., 

Parents who work full-time for an entire year should not have to raise their children in 
poverty. 

Parents with moderate incomes should not see their standards of living decline .. 

• 	 The condition of low- and moderate-income families has deteriorated since 1979. 

Payroll taxes increased five times between 1983 arid 1990. 

In the early 1970s, most states provided AFDC benefits as a wage supplement to a 
mother with two children whose earnings equaled 75 percent of the poverty level. By 
the mid-nineties, only three states provided comparable benefits. 

The poverty rate for families with children grew by nearly half from 1979 to 1993. 
Even after recent declines in the poverty rate, 15.1 percent of families with children 
still lived in poverty in 1998. 

Between 1979 and 1992, the earnings of a male without a high school degree declined 
by more than 23 percent in real terms. Among male workers with a high school 
degree, real earnings declined by 17 percent over this period. 

•. 	 The EITC rewards work. But there is still more to do to ensure that full-time workers do not 
raise their children in poverty. 
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11>Providing the EITC Through the Tax System 
• 	 The EITC is a non-bureaucratic way to reward work effort. There are no middlemen or 

service providers. There are no long lines at government offices. There is no need to take 
valuable time off from work in order to apply for the credit. The tax refund is provided by 
the IRS directly to the working families. 

• 	 EITC claimants are taxpayers. If the EITC did not exist, almost 95 percent of EITC filers 
would still file an individual income tax return (in-addition to paying payroll and excise 
taxes), and the IRS would still have to process their returns and verify much of the same 
information regarding their filing status, number of children, and income. 

• 	 . Participation in the EITC tends to be higher than many other assistance programs targeted to 
low-income families. In 1990, 80 to 86 percent of those eligible received the credit. This 
high participation rate is striking when compared to the food stamp participation rate of 59 
perceD:t in 1989. J 

• 	 Because most EITC claimants would be filing a tax return even if the credit diq not exist, the 
direct budgetary costs of administering the EITC are significantly lower than if the credit 
were provided through another means. In FY 1995, the food stamp program cost $3.7 billion 
to administer, while AFDC administrative costs were an additional $3.5 billion -- nearly 14 
percentof the ~ombined costs of these two programs. By way of comparison, the entire IRS 
budget in FY 1995 was $7.6 billion, roughly the combined total administrative budgets of the 
AFDC and food stamp programs. 

Food stamp participation was not studied in 1990. Since 1989, food stamp participatiun rates have climbed (to 71 percent 
of eligible individuals in 1994). Comparable data are not available for the EITC. 
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The EITC Since Tax Reform 

• In 1985, President Reagan included a significant expansion of the EITC as part of his tax 
reform proposal. Under the Tax Reform Act of 1986: 

the EITC credit was increased; 
the credit benefit thresholds were indexed for inflation; and 
eligibility was extended to families with incomes of $26,900 (1999 dollars). 

• President Bush favored an expansion of the EITC. 
Reconciliation Act of 1990: 

As a consequence of the O~nibus Budget 

the EITC credit rate was increased to exceed the combined employer-employee rate for 
payroll taxes; . 
a small adjustment for family size was added to the credit structure; 
someof the eligibility criteria were simplified to make verification-easier for the IRS. 

• President Clinton has proposed numerous steps to improve the effectiveness and 
administration of the EITC. Many of his proposals were enacted, as part of 0 BRA 1993, the 
Uruguay Agreement Act of 1994, H.R. 831, the Personal Responsibility and Work 
Opportunity Reconciliation Act of 1996, and the Taxpayer Relief Act of 1997. The 
Administration has taken other administrative actions to improve and strengthen the integrity. 
of the EITe. 
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The EITC After OBRA 1993 . 


• 	 In February 1993, the Clinton Administration made several proposals to expand and simplify 
ihe EITC. Wih'l certain modifications, Congress enacted these proposals as part of the 
Omnibus Budget Reconciliation Act of 1993 (OBRA 1993). 

• 	 For every dollar a very low-income working parent with one child earns, the EITC was 
increased from 23 cents to 34 cents. 

• 	 For every dollar a very low~income working parent with two or more children earns, the 
EITC was increased from 25 cents to 40 cents. 

The maximum credit was increased by over $1,500. 
Eligibility for the credit was extended to families with two or more children that have 
incomes of up to $30,580 (or about $3,700 above the prior law level).2 

• 	 A small EITC, designed to help offset the employee portion of payroll taxes, was extended 
for the first time to very low-wage workers without qualifying children. 

• . 	 OBRA 1993 eliminated two complex supplemental credits for health insurance coverage and 
for taxpayers with children under the age of one. 

Some critics of the program have argued that the EITC should not be available to families with im.:nmes of $30,000. But 
if the income thresholds had not been changed in 1993, the increase in the maximum credit would have resulted in a phi:tSe-()UI rale of 
30 percent. By modifying the income thresholds slightly, the EITC phase-out rate for a family with twoor more children was increased 
from 17.86 percent to 21.06 percent. Moreover, the income t:ul-off is far iess than the median income lor a family of rour.ln 1999. 
the median income for a family of four is estimated to be over $57,000. 

-11
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OBRA 19<93 AcbievedGoals of Program

• OBRA 1993 supported welfare over work by bolstering the incomes of families moving from 
welfare to work. 

From eVery added dollar a low-income family earns, payroll taxes (including the 
employer's share of payroll taxes) take 15.3 cents while Food Stamp benefits decline by 
24.cents. For a low-wage family with two children, the EITC fully offsets these effects 
by <providing a 40 cent credit for every dollar earned. 

• 
~ 

OBRA 1993 rewarded work for working families by moving toward the goal that a full-time 
worker should not live in poverty if he or she works throughout the year. 

-12
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Extending the EITC to Low-Income Workers 

. Who Do Not Reside with Qualifying Children 

• OBP.....~ 1993 extended a small earned income tax credit (EITe) to very low'-wage workers 
who do not reside with children. 

To be eligible for this credit, a worker· must have adjusted gross income of less than 
$10,200 in 1999. 

The credit is equal to 7.65 percent of earned income up to a maximum credit of $347 in 
1999..~t was designed to help offset the work disincentive effects of the social security 
tax rate (7.65 percent for employees and employers, each). 

This provision reduces taxes,on average, by $195 for 3.2 million workers in 1999. 

• To be eligible for the EITC without children in residence, workers must he over age 24 and 
below age 65. 

• The credit is primarily targeted to workers with income below the poverty level, which is 
$8,116 in 1999. 

• In 1997, claimants of this credit earned, on average, $5,000. 

-13
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The Earned Income Tax Credit, 1999 
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Earned Income Tax Credit Parameters 
1999 

Credit 
Rate 

Plateau· 
Beginning End 

Point Point 
Maximum Phase-out 

Credit Rate 
Income· 
Cut-off ' 

Current Law 

Taxpayers who .reside with one qualifying child 34.0% $6,800 $12,460 $2,312 15.98% $26,928 
Taxpayers who reside with two or more .childrei 40.0% $9,540 $12,460 $3.816 21.06% $30,580 
Taxpayers whodo not reside with children 7.65% $4,530 $5,670 $347 7.65% $10,200 

Disqualified Investment Income Amount: $2,350 
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Helping to Move Families from W elfa.re-to-Work 

• The number of individuals receiving welfare fell by 48 percent from January 1993 through 
March 1999 -- the largest decline in over 50 years. 

• The EITC helps workers stay in the labor force and off of welfare by increasing their take
home pay. About 19.8 million workers are expected to claim the EITC for tax year 1999. 
They will receive an average credit of $1,610.. About 16.5 million of these claims will be for 
workers living with children, who will receive an average credit of $1,890. 

• . Eissa and Liebman (1996) estimate that the EITC expansion and other provisions in the Tax 
Reform Act of 1986 increased labor force participation among single women with children by 
2.8 percentage points - from 73.0 percent to 75.8 percent. Among women with less than a 
high school education, they estimate that the 1986 Act increased labor force panicipation rate 
by 6.1 percentage points. 

• Dickert, Hauser, and Scholz (1995) found that the EITC could result in an increase in labor 
supply of 19.9 million 'hours in 1996 relative to 1993 law and induce 516,000 families to 
move from welfare to the workforce. 

• ,Meyer and Rosenbaum (1997) find that annual labor force participation of single mothers has 
increased by nearly nine percentage points between 1984 and 1996, and (hat much of (his 
increase may be explained by the significam expansions of (he EITC and other changes in (ax 
policy over this period. 
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.EITC Reduces Poverty 


., The Census Bureau reports that the EITC lifted 4.3 million persons out of poverty in 1998. 

• 	 The EITC moves children and single mothers out of poverty. 

Among the 4.3 million persons lifted out of poverty by the EITC, over half -- nearly 
2.3 million -- were children under the age of 18. 

Nearly 2.0 million persons, living in families headed by an unmarried female, were· 
removed from poverty as aconsequence of the EITC. 

• Minority working families. benefit from the EITC. 

The EITC removed about 1.1 million African-Americans and nearly 1.2 million persons 
of Hispanic origin from poverty in 1998. 
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-"Growth of EITC Contributes to Drop in Child Poverty 

• After falling sharply in the 1960s, poverty among children increased between 1969 and 1993. 

• Since 1993, the child poverty rate has fallen. Using a measure of poverty that take~ into 
. account both taxes and transfers, the child poverty rate declined by 4.7 percentage points 

between 1993 and 1996; 


An analysis by the Council of Economic Advisers shows that about half of this decline 
is attributable to changes in: tax policy~. and in particular, the recent expansion of the 

, EITC. 
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Earned Income Tax Credit Claims by State 
for the 1997 Tax Year 

Total Number Total Refundable i 

with Refundable; Amount !
1 • 

EITC I (thousands of $) ; 

; 

381.961 650.959i 
22.095 27.197 j 

440.538 ~ .276.786 
208.278 344,487 

1.912.630 2.955.666 • 
181.536 258.938 ! 
110.621, 154.611i 
40.268 1 61,918' 

1.033.989 1 1.597,677 ; 
576.532 943.840. 

. I49.136 62.3141 
64.167 96.789 ' 

State 

!Alabama 
Alaska 
IArizona 
; Arkansas 
,California 
[Colorado
!Connecticut 
IDelaware 
I Florida 
: Georgia 
!Hawaii 
: Idaho 

Average Claim 

Amount 


(S) 

1.689 1 

1.230 
1.555 
1.639 
1.525 
1.382 
1.336 
1,495 
1.525 
1.621 i 

1.226i 
79 

1.864.029 
343.154 

'1.966.894 
1.081.085 

I 	 13.837.236 1 
1,898.354 I 

I 1.602.085 
356,399 

6.898.458 
.\ 3.377.576 

552.105 
520.936 i. 

Total Percentage of 1 Total Claim . 
Number of Taxpayers . Amount 

EITC Claims , Claimin EITC i (thousands of $) 

24.7 777.301 
30,442 

460.087 
8.9 37.444 

17.7 540.008347:168 
421,488 

2.411.5311 17.4 
257.224 1 23.8 

3.678.384 
12.71 334.125241.770 

. 146.997 9.21 196.440 
76.212 

.1.309.902 
14.350.967 
19.0 1.997.956 
21.1 1.153,161711.201 
12.0 81.52966.480 
16.1 124,41284.111 

1,4 1 11,126.013 1.470 598,975 i 907.254 
. Indiana \ 2.724.201 i 374.273 ; 

13.8: Illinois 	 5.553.152 1 765.955 
546.748 1.461 I 288,742 1. 435.000.13.71 

'Iowa 1.316,118, 11.7 212.169 1.382 1 113,127, 162,327 i 
. Kansas 1.176.500 149.335 12.7 216.463 1.450 112,309 ' 169,008 ! 

153.575 1 

Kentucky 1.665.227 308,909 1 18.6[ 453.628 1,4681 241.479 i 363,609 ' 
Louisiana 1,824.508 491.482 26.9 852.446 1.734 1 414.532 726.127 I 
Maine 112.697 	 60.640 83.957574.272 82.894 1 14.4 1.360\ 

2,522,375 336.829 13.4 490.921 1,457 260,688 387,883. Maryland 
9.6: Massachussells 2.958.740 285,476 367.706 1,288 : 208.050 279.718 

4,427.591 : 573,904 13.0 826.354 : 
1 

1,440 • 450,384 667.753 
: Minnesota 2,240,064 [ 221.730 
IMichigan 

9.9 295.830 i 1.334 162.040 222,035 
31,5 303,239.; 539.125 

. Missourri 2.451.886 
: Mississippi 	 1.138.928 359.304 636.843 1.772 

306.594 : 473,474393.452 16.0 ! 590.464\ 1.501 
Montana 	 404.283 16.5 94.821 ! 1.420.66.766 51.193; 73.512 

71.767 : 106.178 
Nevada 837.719 124.595 ; 14.9 

138,134 i 1,430Nebraska 	 785,435 96.567 1 12.3 
176.939 ! 1,420 .95,739 i 140.232 

New Hampshire 586.297 58.487 1 10,0 77.268 I 1.321 41.171 i 56.522 
New Jersey 3,861.555 455.475 11,8 653.969j 1.436 350.775 i 514.985 

1New Mexico 	 756,492 182.151 1 24.1 ! 276,693 ! 1.519 149.110 228.083 



Earned Income Tax Credit Claims by State 
for the 1997 Tax Year 

Average Claim' Total Number Total Refundable IPercentage of! Total Claim TotalTotalState 
! 

Amount with Refundable AmountNumber ofNumber of Taxpayers AmountI 

($) EITCClaiming EITC (thousands of $) (thousands of $)EITC Claims Taxpayers; 

: 
f 1.44716.1 1.665.239 996.603 1,456.0131.302.6046.113.041'New York 

19.2 1.549 526.2811.029.659665.037 830.6263.460.153INorth Carolina 
1.37952.612 28.341 40.220300,1341 38.142 12.7I North Dakota 

I 1,008.230 1.435 542.448702.467 
1 

12,9 802.252iOhio 5,430,932 
1.540 228,521 357,429287.676 ! 20.4, 443.442'Oklahoma 1.413,851 

819 13.6 ' 289,491 1.413 156,191 227,5961,501.235'Oregon 204. 1 
980,167 539,527707,976 12.7 1.364 771,4735.565,284: Pennsylvania 

1,34460,065 13.0 60.759 64,17145.986463.759: Rhode Island 
615.650 604 310.875 508.016 .1.716.667 383.626 I 22,3South Carolina 1.1,440 1 37,11049.296i 14,5 70.969340,161 54.657: South Dakota 

20.1 759.032 1.537 367.979 607.837!Tennessee 2,455,623, 493,620! 
1.6646.456.037 1 1.907,725 22.6 3.212,454 1.551.967 2,616.510'Texas 

12.6 1.476165.649 85.712 129.525jUtah 875.651, 112,064 
37,501 13.31 49,308 1.315 27,036 36,366262.240!Vermont 

448,041 14.8:, 670.120 1.496 351.7353.030,210 540,969: Virginia 
307,805 11.8 418,207 1.359 233,5322,608.639 327.391; Washington 

201,410 1,443139.600 19.1729.612 110.427 164:753:West Virginia 
10.5 369.1341 1.418 195,314: Wisconsin 260.3112.476.864 286!241 

1,41414.9 25.986.Wyomrng 226,595, 33,761 37.845 
; District of Columbia 
! 
Other 

,Total U. S. 

267,591 i 

1.216.700 

123,056.853 

53.616 

22,223 

19.617,656 

20.0 

1.8 t 

16.1 

47.737! 
79,636 

20.348 1 

30,014.216 1 

1,485 

916 

1,515 

43.831 

17.636 

15.581,593 

66,462 

17.283 

24.077 ,590 
Department of the Treasury 

Office of Tax Analysis 

Source; Intemal Revenue Service. ·Statistics of Income Bulletin," Spring, 1999. pgs. 153-205. 

Note; The credit amount claimed may be different from the amount actually paid. 

October 4, 1999 
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TABLE 13-lI.-DISTRIBUTlON OF ITEMIZED DEDUCTIONS FOR MEDICAL EXPENSES, 
1995 

Avera,e deduc- RetUl'ns Tolal amountIncome class Ithcwsands) I lion (lbousands) (billioRSl2 

~i~~iO2U":::::::::.:::::::::::::::::::::::::::::::::::::::::::.: 
$20-- 30 .................................................... . 

30- 40 ..................................................... 

40-- 50 ..................................................... 

50-- 75 ................................................... .. 

75- 100 ................................................... 

100-$200 ................................................. 

200 and over ...............................:............
1 

Total ................................................. _. 


$5,819 411 $2.1 
5.736· l,I40 6.5 
3.199 1,035 3.9 f 
4,015 888 '3.6 
4,086 679 2.8 
4,992 790 3.9 
7,146 220 L6 

12,038 114 1.4 \ 
38,442 13 0.5 

5,039 5,351 27.0 


I The Income concept is delined in the introdoction to Ibis chapter. 

2Amounts in excess of the floor 011 ilemired medical dedoctions 17.5 pertent 01 adjusled eross in


come). 

Source; Internal Revenue Service. 

EARNED INCOME CREDIT 

LEGISLATIVE HISTORY 

The earned income credit (EIC Code sec. 32), enacted in 1975, 
generally equals a specified percentage of wages up to a maximum 
dollar amount. The maximum amount applies over a certain in
come range and then diminishes to zero over a specified phaseout 
range. Toe income ranges and percentages have been revised sev
eral times sinc~ original enactment, expanding the credit (see table 
13-12). . . . .. . 

---Inr987~-tl'iecreaitwas-indexed 'fodnflation;--InI990-and-again 
in 1993. Congress enacted substantial expansions of the credit.. 
Au:ltiliary credits were added for vefl young children and for health 
insurance premiums paid on behal of a qualifying child in 1990. 
These were repealed in 1993. Also in 1993, eligibility for the credit 
was expanded to include childless workers. The Personal Respon
sibilityand Work Opportunity Reconciliation Act of 1996 incor
porated new rules relating to taxpayer identification numbers and 
the modified AGI phaseout of the credit in addition to amending 
the credit's unearned income test (described below). The Taxpayer 
Relief Act of 1997 also included provisions to improve compliance. 
The provisions: (1) deny the EIC for 10 years to taxpayers who 
fraudulently claimed the EIC, 2 years for EIC claims which are a 
result of reckless or intentional disregard of rules or 'regulations); 
(2) require EIC recertification for a taxpayer who is denied the! 
EIC; (3) imposes due diligence requirements on paid pre parers of 
returns involving the EIC; (4) requires information sharing be
tween the Treasury Department and State and local governments 
regarding child support orders; and (5) allows expanded use of So
cial Security Administration records to enforce the tax laws, includ
ing the EIC. The Balanced Budget Act of 1997 also increased the 
IRS authorization to improve enforcement of the EIC. 

'" 
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TABLE 13-12.-EARNEO INCOME CREDIT PARAMETERS, 1975--97 .&, 

IDoliar amounls unadjusted lor inllation) 

Credit 
Calendar year . rate 

(percenU 

1915-78 ........................... 

1919-84 ........................... 

1985--86 ............... ~ ........... 

1987 .................................. 

1988 ......:........................... 

1989 .................................. 

1990 ...............:.................. 

1991: 


One child ...................... 

Two childien ................. 


1992: 
One child .....................; 
Two children ................. 

1993: 
One child ...................... 
Two children ................. 

1994: 
No children ................... 
One child ...................... 
Two children ................. 

1995: 
No children ................... 
One child ...................... 

. Two children ...........:..... 

---1996:-' 

No children ................... 
'One child ...................... 
Two children ......:.......... 

1997: 
No children .................. 
One child ..................... 
Two children .. 

10.00 
10.00 
14.00 
14.00 
14.00 
14.00 
14.00 

16.10 
11.30 

17.60 
18.40 

18.50 
19.50 

7.65 
26.30 
30.00 

765 
34.00 
36.00· 

1.65 
34.00 
40.00 

7.65 
34.00 . 
40.00 

Mininum Phaseout lance
income Mali, I'I,Ueout 

for mali- mum rate Begin, Endingmum credit (percenll ning incomecredit income 

$4,000 
5.000 

. 5.000 
6,080 
6.240 
6.500 
6.810 

7;140 
7.140 

7,520 
7.520 

1,750 
7.150 

·4.000 
1.750 
8,425 

4.100 
6.160 
8,640 

4.220 
6,330 
8.890 

4.340 
6,500 
9.140 

$400 
500 
550 
851 
874 
910 
953 

1,192 
1.235 

1.324 
1.384 

1.434 
1.511 

306 
2,038 
2,528 

314 
2.094 
3,110 

323 
2.152 
3.556 

332 
2.210 
3,656 

10,00 $4.000 
12.50 6.000 
12.22 6,500 
10.00 6.920 
10.00 9.840 
10.00 10.240 
10.00 10,730 

11.93 11,250 
12.36 11,250 

12.57 11.840 
13.14 11,840 

13.21 12,200 
13.93 12,200 

1.65 5.000 
15.98 11.000 
17.68 11.000 

1.65 5,130 
15.98 11.290 

. 20.22 11.290 

1.65 5.280 
15.98 11.610 
21.06 11.610 

1.65 5,430 
15.98 11.930 
21.06 11.930 

$8.000 
10.000 
11.000 
15.432 
18.576 
19.340 
20.264 

21.250 
21.250 

22.370 
22,310 

23.050 
23.050 

9.000 
23.755 
25.296 

9.230 
24,396 
26.673 

9.500 
25.078 
28.495 

9.770 
25.150 
29.290 

------~---------- .. 
~ulce lolnl Cummillee on lalallan 

f<;xl'I.ANATION or PHOVISION 

The 1';IC is availahle to luw-income working taxpayers. Thrce! 
separate si:hedules apply. . 

Taxpayers with olle yu.t1ifyillf.: child may claim a credit in 1997 
IIf ;1·1 perC{~nt.of tlwir earllill~s lip til $G.500, resulting in a maxi· 
ilium credit of $2,:llO. The maximum credit is ,lVailablc fur tho!;,! 
with eanlillgs b(~twecn $6,flOO <lnd $11.!..I30. At $11.930 of earnings 
the cre(lit be!l~ins to ph<lse down <It <I rate of 1;'.91:1 perccnt of cal'll 
in!,!s ahove $ t l.!):lO. The ITt.·liil is phased dllwll to 0 at $25.750 of 
carnilll!S 

http:perC{~nt.of
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Taxpayers wIth more than one qualifying child may claim a cred
it in 1997 of 40 percent of earnings up to $9,140, resulting in a 
maximum credit of $3,656. The maximum credit is available for 
those with earnings between $9,140 and $11,930. At $11,930 of 
earnings the credit begins to phase down at a rate of 21.06 percent 
of ~:!~,!i~f~_ab?~~_$11,930. The credit is phased down to $0 at 
$211,,,,.,,, v,' ca......t;... 

Taxpayers with no qualifying children may claim a credit if they 
are over age 24 and below. age 65. The credit is 7.65 percent of 
earnings u{) to $4,340, resulting in a maximum credit of $332. The 
maximum IS available for those with incomes between $4,340 and 
$5,430. At $5,430 of earnings, the credit begins to phase down at 
a rate of 7.65 percent of earnings above that amount, resulting in 
a $0 credit at $9,770. . 

All income thresholds are indexed for inflation annually. In order 
to be a qualifying child, an individual must satisfy a relationship 
test, a residency test, and an age test. The· relationship test re
quires that the individual be a child, stepchild, a descendant of a 
child, or a foster or adopted child of the taxpayer. The residency 
test requires that the individual have the same place of abode as 
the taxpayer for more than half the taxable year. The household 
must be located in the United States. The age test requires that 
the individual be under 19 (24 for a full-time student) or be perma
nently and totally disabled. 

An individual is not eligible for the earned income credit if the 
aggregate amount of disqualified income of the taxpayer for the 
taxable year exceeds $2,200. This threshold is indexed. Disqualified 
income is the sum of: 

1. 	 Interest (taxable and tax exempt), 
2. Dividends, 
3. Net rent and royalty income (if greater than zero), . 

.. -4.Capital·gainsnet-income,.and-_._._____ 
5. 	Net passive income (if greater than zero) that is not self

. employment income, . 

For taxpayers with earned income (or modified AGI, if greater) 


in excess of the beginning of the phaseout range, the maximum 

earned income credit amount is reduced by the phaseout rate mul

tiplied by the amount of earned income (or modified AGl, if great· 

er) in excess of the beginning of the phaseout range. For taxpayers 

with earned income (or modified AGI, if greater) in excess of the 

end of the phaseout range, no credit is allowed .. 


The definition of modified AGI used for phasing out the earned 

income credit disregards certain losses. The losses disregarded arc: 


1. 	 Net capital losses (if greater than zero). 
2. 	Net losses from trusts and estates, 
3. 	Net losses from nonbusiness rents and royalties. and 
4. Seventy-five percent 	of the net losses from busim-sst.·s, COlli' 


puted separately with respect to sole proprietorships (other 

than in farming), sole propriet(}rship~ ill farming. and other 

businesses. 


The definition of modified AGI also includes tax-exempt inlerest 

and nontaxable distributions from pensions. annuities, and individ· 

ual retirement accounts (but only if-not called over into similar ve


. hicles during the applicable rollover period l. 

t 
~,' 
~. 
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Individuals are. ineligible for the credit if they do not include 

their taxpayer identification number and their qualifying child's 
number (and, if married, their spouse's taxpayer identification 
number) on their tax return. Solely for these purposes and for-pur
poses of the present-law identification test for a qualifying child, a 
taxpayer identification number is defined as a Social Security num
ber issued to an individual by the Social Security Administration 
other than a number issued under section 205(c'(2)(B)(i)(IJ) (or that 
portion of sec. 20S(c)(2)(B)(i}(III) relating to it) of the SocialSecll
rity Act regarding the issuance of a number; to an individual apply
ing for or receiving federally funded benefits.. . 

If an individual fails to provide a correct taxpayer identification 
number, such omission will be treated as a mathematical or clerical 
error by the Internal Revenue Service. Similarly, if an individual 
who claims the credit with respect to net earnings from self
employment fails to pay the proper amount of self·employment tax 
on such net earnings, the failure will be treated as a mathematical 
or clerical error for purposes of the amount of credit allowed. 

The ElC is relatively unique because it is a refundable tax credit; 
i.e.. if the amollnt of the credit exceeds the taxpayer's Federal in
come tax liability. the excess is payable to the taxpayer as a direct 
transfer payment. In this sense. the EIC is like other Federal pro. 
grams that provide poor and low·income families with public bene
fits. However, the EIC differs from other Federal programs in that 
its benefits require earnings. 

Under an advance payment system. available since 1979. eligible
taxpayers may elect to receive the credit in their paychecks, rather 
than waiting to claim a refund on their tax return filed by April 
IS of the following year. In 1993. Congress required that the lRS 
begin to notify eligible taxpayers of the advance payment option. 

INTI::HAC1'ION WITII MEANS-'I'ESTEU PROGHAMS
I .. . .... '.. __. ___ ....____ 
----- Thetieafment onneElt: for purposes of A}'DC and food stamp 

benefit computations has varied since inception of the credit. When 
enacted in 1975. the credit was not considered income in determin
ing AFDC and food stamp bencfits. and the credrt could not be re
ceived (In an advance basis. Frolll. January 1979 through Septem. 
ber 1981; the cn'dit was treat~:d as earned income when actually 
received. 

From OClober J!)~ I to SeptclIlber HJ84, the amount of the credit 
was treated as earned inrome '!IId Was imputed t') the family evclI 
IhOllgh il lIlay lIot ha\'c bC1'1i ren'ivetl as ,HI advalll.:e paymcnt. 1'111" 

10 till' Deficit HI'lllll"linli ,\l-t of WH.!, the credit was Ireatl'd 
as ('a riled illl'tlllH' (lilly wlll'/1 rl·n:ived. either as all mhance pay.
1Ill'IIt or as a refulld alh-I" tlw 1:""dIlSiofl of the \'I'ar, 

lllldl'l- til(: Faillity SlIpporl :\d "f 1!IKK. Statl:s gl!llCraiJy were Ie 

qllin'd III disl'l'g;II'd at"l.\".lth·alln'· p:1YlIll'lll or n-fulld of Ilw EI(: 
wlll"lI c;dndatillH ,\I'"lll' I'ligiflilll.,· "" hl'Ilt'lits 11,,1\'1:\'1:,., the cn'tlil 
W;l:; ""ulllni :igaill"( Ill!' gru,.,s 1I11'''111l: 1'ligihilllY ,.,Ialldard / Iii:! Ill:'" 

!"I'1I1 .01' I he Siall' 11t'1:ll stafldard' r"r bOlh 'lpplH"alits and n'ripil!lIls. 
(}I!H,\ I~)!J\J !',,('cilit'l! Ihal, d(j'dil'I' ./;.1111<11'\ I, HI!/·l, the EU' 

\\':IS Ilill I .. II(" LsI'I'1I illill ;1I'llllllil i,,, 11ll'1I11I1' ,f"r 1IIl' IllIIlll1I ill which 
the j>:lyllll'llt is n·t·'·il·l·d or allY rnlinwlfll! 11I,illlh I Ill' as a rC!mlllTe 
(f,)1' till' III'-lul h ill which till: PilYllII'lIt is rl"n'j\'l'd or IllI: 
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month) for detennining the eligibility Gr amount Gf benefit fGr 
AFDO, Medicaid, SSI, food stamps, Gr low-income hGusing prG
grams. 

EFFECT OF PROVISION 

MGre than 18.5 milliGn taxpayers are expected to. take advantage 
of the EIO in 1997 (see table 13,.-13), Their claims are expected to. 
total $26;8 biiiion, 81 percent of which will be refunded as direct 
payments to these families. As table 13-13 also shGws, approxi. 
mately 69 percent Gf the tax relief or direct spending from the EIC 
accrues to taxpayers who. file as singles or heads of households. 

Table 13-14shGWS the tGtal amGunt Gf earned income credit reo 
ceived for each Gf the calendar years since the inception of the pro
gram, the number Gf recipient families, the amount Gf the credit re
ceived as refunded payments, and the average amount of credit re
ceived per family. 

EXCLUSION OF PUBLIC ASSISTANCE AND SSI BENEFITS 

LEGISLATIVE HISTORY 

While there is no specific statutGry authGrization, a number of 
revenue rulings under CGde SectiGn 61 have held that specific types 
of public assistance payments are excludable from gross incGme. 
Revenue rulings generally exclude government transfer cayments 
from income beca use they are considered to be general we fare pay
ments. In addition, taxing benefits provided in kind, rather than in 
cash, would require valuation Gf these benefits, which CGuid create 
administrative difficulties. 

EXPLANATION OF PROVISION 

The Federal Government~r:o.vides_tax-rree-publicassistanceben_
elits-to individuals-eitner by cash payments or by provision of cer
tain goods and services at reduced cost or free Gf charge. Cash pay

. ments come mainly frGm the Aid to. Families with ~ependent Chil
. dren (AFDO) and Supplemental Security Income (881) Programs. 
Inkind paynlents include food stamps, Medicaid, and housing as
sistance. None Gf these payments is subject to income tax. 

DEPENDENT CARE TAX CREDIT 

LEGISLATIVE HISTORY 

Under section 21 of the Internal Revenue Code. taxpayers are al
lowed an incGme tax credit fGr certain employment-related ex
penses for dependent care .. The Internal Revenue Code of 195.1 pro
vided a deductiGn to gainfully employed Womell, widowers. and le
gally separated or divorced men for certain employment-related de
pendent care expenses. The deduction was limited to $GOO per year 
and phased out for families with incomes between $4,500 and$5,100. 
. The Revenue Act of 1964 made husbands with incapacitatl'd 
wives eligible for the dependent care deduction :.Ind raised the 
threshold for the incGme phaseout from $4,500 to $6,000. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

I 

Ii June 3, 1997 

MEMORANDUM FOR SECRETARY RUBIN 
r 

DEPUTYSECRETARYS~ERS 
! 

FROM: 	 DONLUBICK(J...ll~~ . I 

ACTING ASSISTANT SECRETARY (TAX POLICY) 


I 
SUBJECT: 	 Defending the EITC I 

I 
Michael Froman asked me to provide you with some priefing materials·regarding our 


arguments in defense of the earned income tax credit (EITt)~ Although the FY 1998 budget 

resolution only assumes savings from the Administration's EITC compliance initiatives, it'is 


I 

likely thaI the credit may still come under attack in at least. three different contexts: 
r. . 

I 	 .
• 	 TIle budget resolution report language specifies that ~urther reforms of the EITC may 

be necessary to improve compliance. At Senator Nickles' urging, the Senate version of· 
the resolution includes "Sense of the Senate" languag~ calling on the Administration to . 
propose additional compliance measures. It is possible that Congress intends to 
consider more comprehensive EITC reforms in the f<ill, after the passage of the 
reconciliation bills. I 

I 
I 

• 	 Chairman Archer has assured Democratic members that the EITC will not be reduced 
in r~onciliation (other than the $124 million in assumed compliance savings) to finance 

I 	 . . 

tax cuts. However, it is unclear whether he would try to use EITC savings to offset 
additional spending.· There has been some speculation that the Human Resources 
subcommittee might try to offset some of the costs of the welfare reform add backs, by . 

. 	 I 

n~pealing the,EITC for low-wage workers who do nr reside with children. . 

• 	 In its draft report, the National Commission on Restructuring the IRS proposes that the 
Administration and Congress work together to redude the EITC overpayment rate to 
under ten percent, while maintaining its high particiPation rate. An earlier draft 
contained a proposal, by Representative Portman, tb block grant the refundable portion 
of the credit. Archer reportedly asked Portman to rbmove this option from the 
Commission's report, but, this propOsal may resurface in some other context. 

In anticipation of these possible EITC;'ght~: I have atta~h~ one-pagers on (1) the benefits of 

the EITC and administering it through the tax system; (2) a summary of the EITC compliance 

study for !aX year 1994; (3) the Treasury press release describing the eight EITC compliance 

initiatives. announced in April; and (4) the arguments in fdvor of the EITC for workers who 


. do not reside with children. 



Benefits of the EITC 

, 

• 	 Tne lEITC helps workers stay in the labor force and ofr'o~welfare by increasing their take
hdm.~ pay. About 18.6 million workers are expected to c1,aim the EITC for tax year 1996. 
They wilJ receive an average credit of$I,422. About 1:4.7 million ofthese claims will be 
fo} workers living with children, who will receive an average credit ofSl,746. About 3.8 
mjl]Ji(m workers who do not live with qualifying children ~iIl receive a smaller average 
crbdit,ofS173. ' ' I 

I 	 I 

• 	 Abollt 85 percent ofEITC payments offset the Federal tax burden ofthese low and 
m6dc~rate income families. ' • 

• 	 TJe JEITC is the only program designed to offset high mJginal tax rates inherent in the 
sohial security and welfare systems; as such, it is a comer'stone for welfare reform. The 
EliTe encourages individuals to move from welfare to w6rk. Dr. Karl Scholz (Deputy 
ASsistant Secretary for Tax Policy and University ofWjs~onsin) estimated that changes to 
thb EITC enacted in OBRA 1993 would induce 516,000 families to move from welfare to 
thb workforce, saving S2 billion per year (net ofthe incre4se in EITC payments to these 
fa~ilies). ' I 

• 	 AJcoording to the most recent data from the Bureau Ofth~ Census, the EITC lifted 3.7 
million persons out ofpoverty in 1995. , I 

• 	 TJe EITe also reduces economic pressures on workers and families, who are struggling to 
mJke ends meet. In 1996, working families with children Icould receive the EITC if their 
inJome was below $28,495 ($25,078 for workers residing with just one child). In 
cohttast, median income for a family of four in 1996 was about S51, 000 (and median 
inJotne for a family of three was about S43,000). I 

• , Tb!e l:'ITC helps low and moderate income workers wit holt forcing them to take time off 
ofiwork to apply for benefits, and without subjecting them to the stigma ofvisiting a 
wJlf~lre office. ' I 

• 	 TJe EITC helps low and moderate income workers witholt a special bureaucracy, If 
th~re were no EITC. nearly 95 percent ofEITC claimantsl would still file a tax return 
(ei:thc~ because they would be required to file, or because ~hey would want to obtain a 
refund of withheld taxes). We do not know how much it costs to administerjust the EITC 
polrtk>n of the income tax system. However, we do know: that it costs far less to 
adhuruster the EITC, than to administer the' AFDC or F~od Stamp programs. Together, 
adhuirustrative costs for AFDC ($3.5 billion) and Food Stamps (S3.7 billion) are equal to 
alTho,st the entire IRS administrative budge,t for FY95. . 

Office ofTax Analysis 
April 21, 1997 



I 
IRS Study or EITC Compliance in T~ Year 1994 

I 

I 
• 	 In April, the IRS released a study of EITC comPliance! during tax year 1994. 

• 	 Previously, the IRS conducted a pilot study which w~ limited to 1993 tax returns filed 
electronically during a two week period. . The new stuclY is more representative of EITe. 
claimants and should not be compared to the 1993 study. 

I 
I 

• 	 The 1994 study found that $4.4 billion, or 25.8 percen~ of total EITC claimed, exceeded 
the amount to which taxpayers were eligible. IRS enforcement practices, which were in 
effect at that time, reduced the estimated net error rate:to 23.5 percent. With the tighter 
procedural tools put in place by last year's welfare reform act, the net error rate would 
have been reduced to 20.7 percent. I. 

The three most common errors were caused by tJpayers (I) claiming children with 
whom they did not live for at least six months; 1(2) who filed as single or head of 

I 

, household when they were, in fact, married (and thus did not include spousal 
income in adjusted gross income); or (3) claimi~g a child, with whom they lived, 

. 	 . , I 

but who should have been claimed by another 1member of their household. The 
third type of error is common among unmarried couples and extended families. 

I 

'. I ~ 

• 	 While EITC noncompliance remains at unacceptably high levels, the study's results do 
. show significant improvement since the late eighties" 	t~e last time that the IRS examined 
a comparable group of taxpayers. In the 1988 Taxpayer Compliance Measurement 
Program (TCMP) , the IRS determined that 35.4 perbent of the amount of the EITC 
claimed exceeded the amounts for which taxpayers wbre eligible -- between 10 and 15 
per1centage points higher than current levels. I 

I 
• 	 Both legislative and administrative initiatives have likely contributed to the improvement 

in compliance., Since 1993, the Administration has taken: 11 steps to ensure that only those 
whit) are eligible and deserving receive the EITC. The study's results do not reflect the 
enactment or implementation of all of these steps. I 

, I 

• 	 In 1996, the IRS released a study showing that other Iareas of the tax code are a much 
greater source of noncompliance than the EITC. The tax gap study found that the gross 
individual income tax gap, before enforcement actio~s, was between $93.2 and $95.2 
billion. Over 40 percent ($39.1 to $39.9 billion) o~ the gross tax gap 'for 1992 was 
attlibutable to the underreporting of business income (including self-employment income, 
partnership income and rents and royalties). i . 

I 
I 
I 

• 	 While EITC compliance has improved, error rates are ~till too high. 'The Administration 
I 

is proposing Bnew legislative and administrative proposaIs to further reduce EITC errors. 
I 
I 

Office of Tax Analysis 
JUrle 2, 1997 

I 

I 
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I I \ ,I II 

TREASURY ~.~ NEW S 

II I '~ I: I I I 

ornCE OF PUBUCAFFAlRS -1500 PENNSYLVANlAAVENUE. N.W. - WASHJ.;NCTO~. D.C. - 20220. /20%16%2·2960 

FOR IMMEDIATE RELEASE Contact: Michelle Smith 

April 23. 1997 (202) 622-:~960 

Treasury Depanmerit announces initiatives to crack down on EITe errors 
I 
I 

Treasury on Wednesday announced eight new initiatives Ib reduce Earned Inco~e' Tax 
Credit errors. in response [0 an Internal Revenue Service study of compliance. The study , 
found that $4.4 billion. or 25.8 percent of lotal EITC claimed. exceeded the amounllO which 

, I·, ' 

taxpayers wen: eligible on tax returns filed between January 1995 and April 1995. , 

1 
, IRS enforcement practices in effect during the 1995 filing season reduced the estimated 

net error rate to 23.5 percent. With the tighter procedural tools put in place by last year's , 
welfare reform act. the net error rale would have been reduced fufther. to 20.7 percent. 

"The eight initiatives put forward today are important step~ in lowering EITC error '" 
rates." Treasury Secretary Roben Rubm said. MThe EITC is critibal in lifting families OUt of 
poverty. but it should onJy be going to those families who are eHg\ible. " . 

While EITC noncompliance remains at unacceptably high Irvels, the srudy's results do 
show si1!niflcam improvement smce the la1e 19805. the last time that the IRS examined a 

- I
comparable group of taxpayers. In the 1988 Tax.payer Complianc~ Measurement Program 
(TCMP).the IRS determined that 35.4 percent of the amount of thb EITC claimed exceeded 
the amounts for which tax.payers were eligible. The Improvement lin EITC compliance since 
1988 reflects cenain legislau\'e changes and a concened efton by the Treasury Department 
and the IRS 10 crack down on EITC errors Since 1993, the Admipistration has taken 17 steps 
10 ensure thal onJy those who are qualified and deserving of the EIre receive it. . 

. A summary of Treasury's ei~hl initIatives put forward tOdaJ, is attached. We urge 
Congress !O suppon these effortS to Improve EITe compliance. . ! 

-. 30 _. I 

RR-1636 
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l&eislative ptoJ)Osals 

Reckh~ or intentional disregard and fraud will be p~hed with denial of EITC• 
eligibLlity in the future. In addition to enforcing the current civil and criminal 
penalties, the IRS would automatically deny for ten years\theEITC claims of those who 
are found to have claimed the credit fraudulently. If an I¥TC error is due to reckJess 
or intelJtional disregard, the taxpayer would be ineligible for the credit. for the next fWO 

, 
years. 

I 

• 	 New recertification procedures for taxpayers whose Er:fC claims have been denied 
in the past. If the IRS denies an EITC claim after an exa.Jn¢ation. the taxpayer would 
not be automatically eligible for the EITC in the future. 1iaxpayers must be recertified 
as eligible by the IRS in order to claim the credit again.· \ 

Improve debt collection. The IRS would be able to placeiliens and execute levies on a• 
portion of unemployment compensation. welfare benefits. imd other types of assistance 
in order to collect outstanding tax liabilities and penalties. \. . 

I 

• 	 New peila1ties on preparers. Like many other taxpayers. ~ large number of EITC 
claimants -- about half -- turn to tax preparers to help them!complete their tax returns. 
Under this legislation. the responsibilities of paid preparersi would be clarified. . 
Preparers who do not fulfill cenain due diligence requiremdnts would be subject to 

I 	 I 

penalties ranging from $50 to the full amount of EITe overflaim. 
I 

• 	 Reduce unintentional taxpayer errors. The definition of a\qualifying child can be 
confusing to both taxpayers and the IRS. The Treasury legislation will provide simpler 
and clearer guidance on children qualifying for the EITe. I 

• 	 Test new systems of verifying EITC claims. The Treasul Deparonent would seek 
legislation permitting it to select four states to experiment with alternative ways of 
providing the EITC throughout the year. States would be re;quired to verify eligibility 
for the ElTe before paying out the credit. Effects on advance payment participation 

. 	 I 

and compliance would be studied by Treasury. I 

Administrative Actions 

Aggressive action to prevent erroneous ElTC claims. Usi~g the results of the EITC 
compliance study and other pilm proJects. the IRS will develop new profiles of 
potentially erroneous ElTC claimants to select for pre-refund! audits. During the 1998 
fihng season. the IRS is earmark-lOg substantial resources forlthis intensified EITC 
compliance effon I 

I 
• Expand tatxpayer access to volunteer services. In 1996; 1.~ million low-income 

taxpayers receive assistance from over 47.000 volunteers in IRS-sponsored Volunteer 
I 

I 
i 

\ 



j 
I 

Income Tax Assistance (VITA) sites. The Treasury Depbent is contacting 
businesses and tax professional organizations to make sufe that. they are aware of the 
need for volunteers and com'luters at these sites. Improving access to free taxpayer 
assistance and electronic fuing will help reduce the risk ~f unintentional errors. 

I 
I < 



I 
Repealing the EITC for LOw-Income Workers , 
Who Do Not Reside with Qualifying Children , 

1 

. .' 	 . I 

• 	 Under the Omnibus Budget Reconciliation Act of 1993,1 a small earned income tax 
credit (EITC) was extended to very low-wage workers who do not reside with children. 

To be eligible for this credit, a worker must havl adjusted gross income of less 
than $10,000 in 1998. 	 I . 

The credit is equal. to 7.65 percent of eame<i'incbme up to a maximum credit of 
$341 in 1998. It was designed to help offset thd work disincentive effects of the 
social security tax rate (7.65 percent for employbs and employers, each) .. 

I 
. 	 . I 

• 	 Re]>(".aling this provision would raise about $2.9 billion between FY 1998 and 2002. 
As a consequence of its repeal, taxes would increase, dn average, by $180 for 3.9 
million workers in 1998. 

• 	 Repc:aJ.ing the credit will affect workers who have already been adversely affected by 
the ,velfare refonn act which was passed last year. Under the welfare reform act, . 
individuals who do not reside with children, and who' ate between the ages of 18 and 
50, face stringent work requirements in order to qualify for food stamp benefits. 

To be eligible for the credit without children in ~esidence, workers must be 
between the ages of 25 and 65. In 1994, about three-quartersofrecipients were. , 
between the ages of 18 and 50 --' the group most: adversely affected by the food 

. stamp reductions.· 	 I 

, 


Eliminating their EITe would be particularly harinful to those workers who lose 
their jobs, and then their food stamp benefits, ,d~ring the year. 

I 

• 	 In 1994, nearly half of the claimants for this credit had adjusted gross income of less 
than $5,000. On average, their wage income was $4,800 .. Despite their low income, 
only about 8 percent reported receipt of unemployment ,benefits -- possibly because 
many may have worked in jobs which were not cover'~ under FUTA. 

, 	 i 
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-:1997 .... SE - 0 02130 
DEPARTMENT OF THE TREASl!JRY 

WASHINGTON, D.C. 20220 I 
I 

IFebruary 27, 1997 I 
ACTION· 

I 

I 
I 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM: 	 IKARLSCHOLZ~ 
DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS) 

I 

SUBJECT: EITC Noncompliance i 

i 

Last week, Ken Apfel (OMB), Calvin Mitchell, and I Imet with Gene Sperling to discuss 
the Administration's response to a forthcoming IRS study on no~compliance among taxpayers who 
claimed the earned income taX credit (EITC) on their 1994 tax !returns. Even though the IRS has 

I 

not finali2:ed the report yet, Apfel suggested that we advise Sperling as soon as possible to the 
I 

report's general findings. At the meeting, we told Sperling t~at the report will show that about 
20 to 25 pc:~rcent, or $4.4 billion, of the EITC was overc1aimed during the first four months of the 

1995 filing season. 	 .1' 

Wf: now need to work closely with the IRS to develop: new compliance initiatives and to . 
coordinate the release of the report. It would be very h:elpful if you would call Deputy 
Commissioner Dolan and ask for his staffs cooperation ;.vith Tax Policy on these tasks. 
Suggested talking points for this conversation are attached. I 

Attachment 

cc: 	 Lubick 
Mitchell 
Krupsky 
Barr 



Talking Points Cor Conversation with Dep~ty Commissioner 

Regarding EITC Noncompliance 


. , I 

, I un<krstand that the IRS is currently reviewing a studyiOf EITe noncompliance dUring tax 
year 1994, and that this study will show that BITC error rates remain over 20 percent. 

I ' 
I 

• 	 We must be prepared to announce a serious plan of action to combat EITC noncompliance 
at the same time that this report is released. ! 

• 	 I recognize that EITC compliance has significantly improved since 1988, when the 
overclaim rate was over 35 percent In large part, thi~ improvement is due to steps taken 
Uflder Commissioner Richardson's and your leadership. 

, I 
• 	 But despite these improvements, the BITe error rate is still too high. Whi1e the EITe 

noncompliance is not the largest problem faced by tHe IRS, the EITe will be compared 
. 	 I 

with AFDC and food stamps. Error rates for those programs are between 6 and 8 percent. 
I 

• 	 I understand that the error rate is high because th~ IRS cannot verify certain EITC 
eligibility criteria, such as residency and relationship tests, before the refunds checks are 
mailed. , I 

• 	 Tax Policy has developed a preliminary set of options!to address these problems and will 
send you a copy. You should get together with them as soon as possible to discuss these 
options and other possible sOlutions. Work on thek options should be given a high 

I 

priority, so that we can release both the study and t~e new EITC compliance initiative 
simultaneously. I 

I 

I 
i 
! 

Office ofTax Analysis
I 

February 27, 1997 



I 95-150943I 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20226 

. ! 

October 10, 1995 Ii' 
i 

! 	 INfORMATION 

MEMOlRA1~DUM FOR 	 SECRETARY RUBIN 
. ._aLL . 

Ii 

FROM: 	 Glen Rosse~ ~ , I 
Deputy Assistant Secretary (Esonomic Policy) 

, 

SUBJECT: 	 Impact of Senate EITC Cuts on Rural Areas . 

I 

. Attached please find a copy of a table estimatinglthe impact on nonmetro (so· 
called rural) areas of the EITC cuts approved by the Senate Finance Committee. The 
idea for this document came out of OUli' daily budget (Etsldne Bowles) meetings. 

i 
This EITC pie<;:e is to be included as one part ofa White House-assembled rural 

impact document estimating the impact of Republican budget cuts on rural areas. 

Attachment 



L 
I 
I 

Tax Increase on Working Families in Nonmetrb Areas in 2002 
An Analysis of the Senate Finance Committe~ E1TC Proposal 

(1996 $) 

Tax Increase Amount per 
State TaXpayers (Thousands! ' Taxpaver 

Alabama 154,277 $59,244 

Alaska 12,426 $3,534 

Arizona 49,652 $17,694 

ArkaI'l686 131,975 $47,765 
, 	 California 106,599 $38,779 

Colorado 40,092 $13,647 

Connecticut 7,607 $2,363 

Delaware 9,088 $3,173 

Distl'ict a Columbia 0 $0 

Florida 62,582 $29,952 
Georgia 229,549 $84,529 
Hawaii 12,261 $3,817 

Idaho 50,323 $17,371 
lIIinol$ 143,740 $49,656 
Indiana 90,139 $30,762 

Iowa 73,929 $24.252 
Kal'l686 . 65,976 $21,834 

Kentucky 145,728 $49,844 

Louisiana 117,055 $43,199 
Maine 39,074 $12,661 

Maryland 27,458 $9,461 

Massachusetts 3,866 $1,239 

Michigan 91,714 $29,576 

Minnesota 64,589 $20,926 
Mississippi 250,385 $96,601 
Missouri 124,906 ' '$42,714 
Montana 39,270 $13,063 

Nebl'aska 44,440 $14,914 

Nevada 12,566 $4,276 
New Hampshire 20,253 $6,651 

NewJersey' 0 $0 

New Mexico 69,270 $24.196' 

i'kwVol1< 96,602 $32,946 

North Carolina 219,038 $79,710 
North Dakota 18,229 $6,044 
Ohio 105.405 $34,851 

OIdahoma 100.873 $34,852 
Oregon ,55,700 $18,992 
Pennsylvania 97,007 $31,712 
RhOde Island 3.542 $1,188 
South Carolina 111.533 $41,523 
South Dakota 29,624 $10.123 
Tennessee 146,929 $52,777 
Tel<as 299.579 5109,313 
utah 21,623 $7.494 
Vermont 19.841 $6,312 
Virginia 114,076 540,462 

Washingtoo 49,945 516,443 

West Virginia 69,513 $23.446 
Wrscoosin 70,964 523,465 
Wyoming 16,340 $6,109 

U,S, Total 3,962,000 $1,396,000 I 

I:: 
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5337 
5331 

$333 

$352 

"This analysis comprises approximately 73 percent of the total 
Senate Finance Committoo EITC cuts between 1996 and 

I2002. 

Department 01 the Treal;Ury, Oct:>ber 6, 1995 

Numbers may not add due to rounding, 
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DEPARTMENT OF THE TREAiSURY 
I 

WASHINGTON, D.C. 20220 

September 25, 1995 

INFORMATION 


MEMORANDUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

I 

FROM: 	 Glen )ROSse~¥--' , I, 
Deputy Assistant Secretary for Eqonomic Policy 

I 
SUBJECT: 	 Senate Proposal to Cut the EITC; 

, I 
Attached find a copy of talking points on the Semite proposal to cut the Earned iIicome 
Tax Credit. ;', . I 
This material was made available to Gene Sperling for:purposes of breifing the President 
in advance of his lunch meeting with reporters today. i 

: 

I I 

Attachment 

EXECUTIVE SECRETARIAT 




I 

I 
Senate Republican Proposa~ to 


Cut the Earned Income Tax Credit (EITC) 

I 
I 

• 	 On Friday we learned the specifics of Republican pl<ins to increase taxes on millions of 
I 

lower-income working families, tax increases which will go in part to finance tax cuts 
for the most affluent among us. .' I . 

• 	 Republican members of the Senate Finance Committee are proposing to slash the 
Earned Income Tax Cred it and increase taxes by $41.~· billion over the next 7 years. 

I 
I 

• 	 '17 mi.ll.km low-income working Americans will be subject to an immediate tax increase 
averagirig $281, which will grow to $457 per year by the year 2005 . 

. I 

• 	 Low-income, working families would be espechilly hard hit. 
. I ' 

The final phase of the 1993 EITC increase curr'ently scheduled to 
, 	 I 

become effective in 1996 would be eliminated for families with 2 
, ' 

or more qualifying children. At the same time,: the Republican 
plan would increase the so-called phaseout rateS that reduce the .

I 

EITC as the taxpayer's income rises thereby effectively raising 
their marginal tax rates. . I . 

In 1996 alone, the Republican's proposal woul~ result in a tax 
increase, on average, of $372 for each of the7!.4 million working 
families -- including their 18.5 million children that are raising 
2 or more children: . I 

I 
The 5.3 million families with only 1 child woul(d suffer an average tax increase 
of $240 in 1996. ' I. 

I 
i 

• 	 Included in this package is a proposal to tax social security payments received by 
approximately 1 million widowed, retired and disabled taxpayers who care for about 2 
million of their own children, grandchildren, or other Ichildren. These social security 
recipients will be subject to an average tax increase of~ $859. 

• 	 The modest EITC that was first made available last y~ar to yery low-income workers 
who do not reside ~ith qualifying chil~ren would b~ 9liminated. 

This component alone will subject 4.3 million ltaxpayers to an 
average tax increase of $173. i 

http:mi.ll.km


, i 
! 
i 
I 

• 	 Ali EITe recipients with annual incom~ currently in ~xcess of $11 ,630 will be subject 
. 	 I 

to g:eeping tax increases eyery year as the so-called ppaseout rates are increased. 
Thus, recipients will see their EITe reduced simply bbcause of inflationary increases in 

.. 	 . . I 
their Income. 	 . I . 

. 	 I·

• 	 Working parents who receive child support payments }vill, for the first time ever, 
suffer a tax increase simply because they are fortunate: enough to actually collect those 

. 	 I 

payments. Payments which by the way are intended sqleJy for the benefit of their 
children.' '. 

I 
I 

This proposal would impose a terribly unfair form of double taxation, as 
amounts paid as child support (unlike alimony, \for example) are generally 
taxable to the parent paying the child support; and not to the parent receiving it. 
Under the Republican plan, however, ~ parent ~eceiving child support who also 
claims the EITe .lri.I.l be taxed on the receipt Of\Child support. 

Among EITe recipients who collect child suppdrt, annual payments average 
about $3,200. Under this aspect of the proposa~ alone, about 700,000 custodial 
parents will be subject to an average tax increase of $549 in 1996. These 
custodial parents should be encouraged to seek ~nd collect child support, rather 
than being penalized for obtaining it. i 

Example 

• The effects of the Republican proposal can be illustrated by the example of an 
unmarried worker whose income is near the poverty levbl and who has 2 children. 

. . " I . 
Under current law, in 1996 that individual would receive an EITe of $2,532, or 
$8 more than the employee and employer share ¥ social security taxes paid 
with respect to her earnings. The Republican pr0posal would reduce her 1996 

I 

EITe, and thereby increase her taxes, by $299~ ! 

. I 


Because of the annual increases in the phaseout' rltes, by the year 2000 this 
worker's taxes will be $489 higher under the Republican proposal than under 
current law. In 2005, the difference will total $8p7. 

I 
• 	 This Administration will vigorously oppose this Republican proposal to increase taxes 

I 
on low-income working Americans, including the compo'nents that tax social security 
benefits received by widowed, retired and disabled taxpayers and that subject child 
support payments to double taxation. ! 
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DEPARTMENT OF THE TREASURY 

WASHINGTON 

, 

I 
' 

I

September 7, 1995 i . 

i 
MEMORANDUM FOR: 	 SECRETARy' RUBIN I 

DEPUTY SECRETARY SpMMERS 

FROM: 	 Dan si£i:Deputy Assistaht Secretary for Economic Policy 
I 

SUBJECf: 	 Economic Efficiency of tQe! EITC 
I 

, i 

From our conversation on Tuesday about the economi~ efficiency of the EITC, I took 
your basic question to be: The EITC is a subsidy and Isubsidies create inefficiencies. 
Doesn't this mean that the EITC is inefficient? To think through the issues we discussed 
yesterday; I met with Eric Toder and Janet Holtzblatt ;from Tax Policy and Glen Rosselli 
and John Hambor from Economic Policy. I

i 

On the basic point, you are essentially right th~t the EITC is a subsidy and 
thereby JJotentially produces inefficient distortions in labor market decisions. On the 

. whole, however, these distortions appear to be small Jnd, for' many "Yorkers, may offset 
distortions from other income transfer programs and ~ould, therefore, improve efficiency. 

I 
Moreover, the EITC is not primarily intended to promote economic efficiency; 


rather, it is chiefly a program to provide additional support to low-income working 

families., Viewed from this perspective, the EITC offhs potential advantages compared 

to other transfer programs that provide support for lqw-income Americans. The 

following points flesh this out. 
 i 

i 
The EITe appears to have modest effects on labor ma~ket decisions, and could not, 
therefof'e, create large inefficiencies. 	 ! 

• 	 The EITC can affect the decision to work and the number of hours worked. For 
example, the EITC could induce some worker~ to work who would otherwise not 
do so, perhaps pulling some workers off the ~elfare rolls. As we discussed 
yesterday, the number of workers pulled into the workforce from the welfare rolls 
appears to be a modest fraction of those receiving the EITC. Although there are 
few estimates of these behavioral responses, qne study suggests that the expansion 
of the EITC in OBR:A93 would pull about SOp,000 families from the AFDC and 
Food Stamps programs.' Even if one increas~d this figure significantly to capture 
the effect of the entire EITC on pulling peopJe from welfare to 
work, the figure would still be a modest share of the roughly 20 
million families receiving the EITC. . I 

'Dickert, Houser, and Scholz. 



" 

• 	 The EITe could also induce workers in the phase I-in range to· 
incn:ase their hours and workers in the phase-out, range to 
decrease their hours. The same study mentioned learlier also 
estimates that the impact of the EITe on hours w'1'orked is 
relatively small. ! 

i
• 	 To the extent that the EITe has relatively modest effects on the 

labor market, the EITe looks more like a straight transfer program 
to pltovide support for low-income working famili~s. Thus, any 
economic inefficiencies induced by the EITe likeiy are small. 

The EITC offsets other distortions and may be improving lefficiency for cerlain workers. 

I 

• 	 The existing tax and income-transfer system alreatly distorts labor market . 
decisions. In particular, certain low-income work~rs face very high marginal tax 
rates as their incomes rise, from other taxes--suc}j as payroll taxes--and a 
reduction in other benefit programs, such as food, stamps. To the extent that the 
EITe offsets these other distortions,it may help ~hese low-income workers, to 
make efficient labor market decisions. i 

I 

The EITC has other potential benefits that may offset distortions in labor market decisions. 
I 

The EITe may generate positive economic exterttalities in terms'of promoting the 
value of work by moving workers from welfare to: work. It may also increase 
educational attainment of children in families rec~iving the EITe. Unfortunately, 
there is not evidence that can be directly related to the EITe on this point, and, 
the few studies that look directly at targeted programs--such as Head Start--have 
not produced definitive results on this point. 

• 	
i 

I 
I 

• 	 The EITe is a non-bureaucratic transfer progra~ and therefore may 
be less expensive to administer than other progra:ms transferring 
resources to low-income Americans. Some of th~se savings, 
however, have been offset by higher costs associated with non
compliance. During the past year, Treasury has ~aken a number of 
steps to reduce non-compliance. I 

, 
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DEPARTMENT OF THE TREASiliRY 
WASHINGTON, D.C. I 

. i 
I 

i
. Alicia Munne i 

for Economic Policy 

ASSISTANT SECRETARY 
May 2, 	1995 INfORMATION 

MEMORANDUM FOR 

FROM: 

. I 
SUBJECT: 	 Earned Income Tax Credit ' 

I 
i 

. I 

The major basis for the current attack on the Earned Income Tax Credit (EITC) is the perceived 
I 

fraud problem .. To neutralize this attack, we need a better analysis of IRS data, and an . 
"aggressive" anti-fraud proposaL I 

i 
i 
I 

More Extensive Analysis of IRS Data' 	 iI 
! 

Currently critics are focusing on reports of error rates in the3? percent to 45 percent range. 
Using the numbers of returns.in error grossly overstate the magnitude of the problem. The most 
useful single statistic would be the ratio oftotal over- and und~r-payments as a percent of total 
EITC paymtmts. 1 

I 

Our expectation is that this number would be relatively small. I If not, then some detailed 
. I 

informationfrom the initial study would be useful, such as:: I . . 

. 	 I 
o 	 Number of returns with over-payments and nutnber with under-payments, and 

, 
o 	 Distribution of over-payments by either dollar lamount or as a percent of 

EITC payment. 

Some other aspects of the initial study also raise concerns. First, it focused o~y on 
I 

electronically-filed returns. Second, some have said that the survey may have occurred during 
an unusual period when the IRS had temporarily suspended its usual checking of social security 
numbers. I~; this true? ; 

EXECUTIVE SECRETARIAT 
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Ideal Staternent 
i 

Ideally, we would like to be able to say something alonk the following lines: 
I 

The reported error rates have received a great deal of ariention and are providing 
a misleading picture of the level of fraud in the EITC program. 

The most useful way of looking at error is to look at th~ combined over and under 
payments as a percent of total EITC payments. This c~lculation shows that errors 
are only xx percent of the total. Ofthis amount, most ~an be attributed to 
relatively innocent errors by taxpayers, and only a smail share is the result of 
what would generally be considered fraud. I 

I 

Even the xx percent figure though should be interpreted with care. Our study 
I 

focused only on early tax returns filed electronically, w,hich tend to generally 
have a higher error rate than paper returns. I 

I 

Timing 

To be effective in the budget negotiations, we need to release Jstatement by the morning of May 
8th, so it is available before the Budget Committee markup scheduled for later that day. 

Second IRS Study 

The IRS is also conducting a second study to determine what the error rate is in the new 
procedures put in place this year. To, the degree that it shows ~at these new procedures have 
substantially reduced the error rate it will be very helpful. Preliminary results should 'be available 
this summer, likely in time for the budget reconciliation proce~s. It would be much more helpful 
to focus on dollar amounts. 

New Anti-Fi'aud Measures 

i , 

Finally, it should be noted that some Democratic Senators ar,e willing to defend the EITC against 
attacks' and large cuts, but are less inclined to do so absent additional steps to find and eliminate 
error and fraud. For this reason it is essential that IRS come up with -- and the Administration 
ultimately propose-- additional measures to reduce error and fraud beyond those contained in 
this year's budget. . ! 

, I I 

i 

I 
I
I • 

I 
I 
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DEPARTMENT OF THE TREASJRY 
IWASHINGTON 

January 3, 1995 

MEMORANDUM FOR MARK GEARAN 

THROUGH: 	 (Acting) Secretary Newman 

FROM: 	 Ben Nye 
Jonathan Kaplan 

, 	 ,i 

SUBJECT: 	 Promotion of the Earned Income Tax! Credit 
1 I 

I 
I 

I. Introduction 	 I 
I 

In response to our conversation last week, we have/ developed several ideas 
related to the Earned Income Tax Credit (EITC) and ho'Y it fits into the 
Administration's long term communications strategy. At ~ts heart, the EITC is a tax cut 
that provides incentives for individuals to get off of welfare and back to work., We have 
outlined below a background sketch of the EITC expansi6n, some of the key 
Administration themes that the EITC helps to advance, a~d a number of opportunities 
for outreach. If you find the idea regarding the President's State of the Union speech 
worth pursuing, we could begin coordinating it immediately. 

, 	 ' I 
II. Administration Expansion of the EITC I 

The expansion of the EITC, contained in the Omllibus Budget Reconciliation Act 
of 1993 (OBRA 93), sought to increase the number of those eligible for the EITC as well 
as the size of the credit. . . I ' 

! 

!
Who receives the EITC? The expansion cut' t'}Xes for the 14 million working 

families already receiving the EITC (23.1 percent of all non-elderly American families). 
It also added 4.7 million childless workers to the prograrh. By 1997, when the EITC 
expansion is fully phased-in, the number of EITC recipi6nts will have increased from 14 
million to 20 million. ' I 

, i 

How big is the expanded credit? In 1997, the! maximum credit amount will 
increase from $2,000 to almost $3,400. This increase he:lps to bolster the stagnating real 
incomes of those at lower income levels. : 

How do eligible workers receive the credit? People eligible for the EITC may 
receive the credit iIi either of two ways, in a lump sum or on a current basis (in their 
paycheck) through advance payment. In the past, fe~er! than 1 percent of claimants 
received the ~redit on a current basis. . i 

.' 

"j l 
" 

~~ 
• .t'" 
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.' Why do so few use advance payment? . A GAO ~tudy found that the low level 
of advance EITC participation was due to the fact that recipients are generally unaware 
of the option.. . . II .' . 

. • Which method of payment is preferable? For loJr-income workers, the. advance 
. I 

EITC payment can ease the burden of meeting day-to-day ¢xpenses. Providing the credit 
on a bi-weekly or monthly basis may also be of particular iinportance for those making 
the transition from welfare to work. One programmatic go~al has been to encourage 
more 'EITC recipients to take advantage of the advance EITe. 

I ' I 

ArE~ th~re problems associated with the EITe? t ~ principal concern with the 
EITC program is the potential for fraudulent and erroneou1s claims. As a result, a 
second programmatic goal is reducing EITC fraud. According to some accounts, annual 
loss due to, programmatic fraud ranges from $1 to $5 billiort. To a significant extent, this 
problem is attributable to the IRS not having adequate information to verify eligibility 

• I 

for the credit when the credit is claimed. . : ' 

How can the Administration address these concerns? As for fraud, the IRS 
I 

believes that shifting more EITC payments to the advance EITC, where an 
employer/employee relationship exists and an employer is ~nvolved in determining the 
amount of the credit, will help reduce fraudulent claims. 'Toward this end, the President 
last year informed millions of working Americans about th~ EITe expansion and the 
advance EITC in a three-part outreach strategy that includ~d a cabinet press briefing, a 
CEO outreach campaign, and additional media. The Adffiip.istration's EITC campaign 
was fairly suc(:essful. Based on employer returns for the fir~t two quarters of 1994, the 
estimated number of filers of the advance EITC rose by 27~ percent last year, from 
31,311 participants in 1993. to 84,688 in 1994--a modest but 'significant increase. Now is 
the time to launch this outreach campaign once again. i 

III. Theme~ 
i 
I 

The EITC expansion provides a unique communications opportunity for the 
Administration. The Administration could promote the EITC success as a part of its 
four-year legislative agenda, consistent with the current mid~ne class tax cut and welfare 
reform proposals.. 'I 

A. LinkingBITC Expansion to Welfare Reform I 

With the welfare reform summit scheduled for mid-Fiebruary, it is an opportune 
time to emphasize the fact that with the passage of EITC expansion in 1993, the 

I 

Administration succeeded in pushing through a critical component of any welfare reform 
'package. An expanded EITC also ensures that workers--whp remain in the workforce by 
virtue of their boosted incomes--receive the <;>n-the-Job train1ng that they would not 
otherwise receive on welfare. EITCexpansion is consistent ibOth with the 

I 



3 I 
, I 

Administration's goal of moving welfare recipients back inio the workforce and with the 
theme of "making work pay." It also demonstrates that we!fare reform was an early 
priority for the Administration. : 

i 
B. Linking EITC Expansion to the Middle Class Bill of Rights 

I ' 
The EITC expansion clearly shows that the Administration has been advocating 

tax cuts since President Clinton took office. Administration officials should not discuss 
I 

the middle class tax cut issue without raising the fact that we have already cut taxes for 
20 million American workers through the EITC expansion.! Furthermore, because the 
EITC is now available for those with incomes up to $27,00P, this is a tax cut that benefits 
not only the working poor, but also the lower middle class.1 

! 
I 

IV. Outreach Strategy I 
I 

While Treasury and the IRS will continue to push their outreach efforts, there are 
a number of opportunities for other agencies and departm~nts in the Administration to 
take the lead. We have taken the liberty of providing a few ideas for you. 

A. President Clinton 

1. State of the Union 

With attention focused on tax cut proposals and welfare reform, the President 
should highlight in his State of the Union speech the Admirustration successes in cutting 
taxes and getting people off of welfare through EITC expansion in OBRA 93. The 
President could recognize a worker, seated in the gallery, who !recently left welfare by using 
the Clinton EITC tax cut to supplement his/her otherwise low income. By pointing to tax 
cuts and welfare reform that the Administration has already enacted, the President can 
stress that these have indeed been themes of his Administrhtion since day one. 

, I 

2. EITC-Specific Events 

The President could further highlight his EITC successes by conducting a Saturday 
I 

radio address on the issue or by videotaping a public service announcement informing 
, I ' 

eligible workers of the advance payment option. He could ialso visit a voluntary income 
tax assistance (VITA) site or a low-income neighborhood'to focus attention on the 
benefits of th(~ advance EITC. ,In addition, some have adv<?cated changing the name of 
the Earned Income Tax Credit to a less bureaucratic-sounding title, such as the Working\ 
Americans Credit. If the Administration determined that, a! mime change is desirable, 
then a major event could be scheduled to christen the program. 

, I 
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I 
B. 	 Cabinet Affairs and Business Liaison' Outreac~ 

I 

In an effort to promote a consistent message, Cabiqet officials could mention 
EITC in thei:r speeches as a critical early component of th~ Administration's ~ax cut and 
welfare reform proposals. These officials could also visit EITC-specific sites, such as a 
VITA center or a business, and encourage eligible taxpaydrs to take advantage of this 
Clinton tax cut. ' ~ 

i 

EITC is a particularly good issue for the Administr*tion to stress with labor 
unions, particularly those linked to industries adversely affected by NAFTA and GATT. 
Secretary Re:lch and others could conduct events with majbr unions geared towards -J 

increasing awareness of EITC eligibility. It is also worth noting that the EITC expansion 
amounts to a substantial increase in the minimum wage, r~ising it from the current level 
of $4.25 per hour to approximately $6.00 per hour. I 

I 

The Administration had a great deal of success last: year reaching out to big 
business on this issue. CEOs of major corporations such *Auggie Busch (Anheuser
Busch), 10sh Weston (ADP), David Glass (Wal-Mart), and Don Fisher (The GAP) 
helped to spread the word about the advance EITC optio~ throughout private industry. 
It was fairly successful, contributing significantly to the 270 percent increase in advance 
EITC enrollees. The Administration could expand the CEiOs' participation this year by 
establishing a President's Steering Committee to promote EITC. Secretary Brown, Leon 
Panetta, Laura Tyson, and Robert Rubin could also play crtical roles in this outreach. 
Further, on the small business side, Phil Lader and the SB'A could reach out to small 

. business, bringing into the fold members of the NFm and 
, 

Ithe SBLC. 
I 

C. 	 Intergovernmental Affairs and Political Affairs:Outreach 

It may also prove effective to encourage state and l~cal government officials to 
promote the advance EITC program in their communities filld with their own lower 
income workers. These offices could also work with the DNC in an effort to publicize 
the advance EITC. Treasury h~s compiled state-by-state' ahd district-by-district figures 
on how many taxpayers are eligible for the expanded EITq which also might be helpful. 

I 
, 	 I 

i' 
I 

If you find any of these ideas useful, we would like to discuss them with you at 

your convenience. We will call you to' follow up. ! 


cc: 	 Sylvia Matthews 

10sh Steiner ' 
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DEPARTMENT OF THE TREASURY 
I 

WASHINGTON, I 

october 25, 1~94 

MEMORANDUM FOR SECRETARY BENTSEN I 

From: 	 Joshua L. Steiner )V~ , 

Subject: GAO Report on the EITC 
. 	 I 

As we discussed this afternoon, the GAO'has prepared a report on 
the EITC. The report, which outlines cS. number of. fraud and 
overpayment problems, was given to sen~tor Roth today •. 

The White House is very concerned that ithe Republicans will use 
the rE~port to attack one of the cornerstones of· the President's 
budget. This afternoon Frank held a me:eting with Ron Noble, 
Peggy Richardson, Linda Robertson, Eric' Toder, Gene Sperling and 

.Bruce Reed 
. 

to discuss the report and our
I 

possible response. 
I 

Eric and Peggy are preparing a memo fori you which outlines these 
issues: and asks for your guidance on how we should/proceed. In 
summary there are four issues which we would like to discuss with 
you in. the morning: I 

I 

1. 	 Should we make a preemptive strike by announcing the 
steps we have already taken to'combat fraud and the steps 
we plan to take before the start of the next filing 
season? We would need to makeithis announcement 
tomorrow.' ' I . 

I 
2 . 	 If we do make this announcement,: should it include an 

Administration decision to deny :illegal aliens access to 
the EITC (the GAO report estimat'es that 160,000 illegal 
immigrants received the credit)?! 

3. 	 If we do make this announcement,! should it include an 
Administration decision to imple~ent changes that would 
make it more difficult for tax PFeparers to make 
anticipation loans for the EITC?i This is an issue Peggy 
has examined in some detail and has discussed with Frank. 

I 
4. 	 .If we do make this announcement,! wh~_role would you want 

to have?" Peggy and Ron (who cha~red the Tax Refund Fraud 
Task Force) might hold a briefin~ or you could. Your 
involvement would obviously drawlmore attention to the 
actions the Administration is taking. 

Gene and Bruce spoke with Leon Panetta a!fter our meeting' and they 
report that he might give you a call. H~ supports denying 
illegal aliens the credit and wants to r~ise the profile of our 
actions so he may ask you to participatel in any announcement. 

I 
cc: 	Frank Newman I 


I 

I 



