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END ABUSE OF THE EARNED INCOME TAX CREDIT

The Earned Income Tax Credit (EITC) serves as a tax credit for
low-income individuals and families. While the credit
incentivizes work, significant mismanagement and erroneous
claims plague the program. Congress should combat abuse of the
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The EITC incentivizes employment by limiting benefits to filers with earned income. For example, in tax
year 2020, a single individual filing as head of household making less than $41,756 with one qualifying child
could receive a credit of $3,584. With three qualifying children, the credit increases to $6,660. By
comparison, a married couple filing jointly making less than $53,330 with two children could receive a credit
of $5,920.

Erroneous Claims and Mismanagement

According to the Government Accountability Office (GAO), the EITC accounted for $17.4 billion in
improper payments or 9.9 percent of all federal improper payments in Fiscal Year (FY) 2019.* GAO has
consistently designated the EITC as among the highest-risk federal programs since 2003, indicating it is
among the top programs “where the government can achieve the greatest return on investment for the
taxpayer by ensuring that improper payments are eliminated.”




Figure 1: Programs with the Largest Percentage of Total Reported Government-
Wide Estimates of Improper Payments for Fiscal Year 2019

Medicare — $46.2 billion
Medicare Fee-for-Service (Parts A and B)
Madicare Advantage (Part C)
Medicare Prescription Drug (Part D)

Eamed Income Tax Credit - $17.4 billion

32.8% * Medicaid ~ $57.4 billion

Al other programs — $53.8 billion

Souros: GAD snayss of Office of Management and Budget dats and fiscal yewr 2019 agency firancal reports. | GAO-20-344

20The Department of Health and Human Services (HHS) estimates improper payments for
the Medicsid program scross three components: (1) fee-for-service. (2) managed care,
and (3) eligibility. In fiscal year 2019, HHS reported improper payment rates for each of
these components but did not report separsate improper payment amounts.

Source: GAO-20-344%

The EITC program has longstanding issues with improper payments. In its most recent analysis of EITC
compliance, the Internal Revenue Service (IRS) concluded that from 2006 to 2008, at least 43 percent of all
EITC claims — or 28.5 percent of the dollar value of credits paid out — were erroneous.” The chart below
illustrates the root causes of EITC improper payments:

IMPROPER OVERPAYMENT ROOT CAUSE CATEGORY ($ IN MILLIONS)

EITC Overpayments,
Program Design or
Structural Issue,
$1,106.61

EITC Overpayments,
Inability to Authenticate
Eligibility: Data Needed

Does Not Exist,
$17,336.87

= Inability to Authenticate Eligibility: Data Needed Does Not Exist = Program Design or Structural Issue
Source: Treasury Department FY 18 Annual Financial Statement®

EITC claim errors mostly result from the following:

e Misreporting - Misreporting, the most common error, occurs in two-thirds of returns and accounts
for the second highest amount of overclaimed dollars. From 2006 to 2008, half of total EITC
overclaims included income misreporting. In 2015, income misreporting was a factor in roughly $9.4
billion in erroneous overclaimed EITC credits.’



e Widening the Tax Gap - The Tax Gap refers to the difference between the amount of taxes owed
and the amount that taxpayers actually pay on time.!° The Internal Revenue Service (IRS) develops
estimates of the tax gap “to measure overall compliance with the current tax system,”!! and
designates three primary sources of noncompliance.!? Underreporting accounts for the highest of the
three primary sources for the estimated gross tax gap at $352 billion, according to 2019 Treasury
estimates of the 2011 to 2013 timeframe. Total tax credits accounted for 17 percent of the individual
income tax underreporting tax gap, of which the EITC accounted for 11 percent.'?

e Inadequate Income Verification - Currently, EITC payments are issued before the IRS has
complete information necessary to verify income.!* The Protecting Americans from Tax Hikes
(PATH) Act of 2015'° requires the IRS to wait to issue a tax credit of the EITC until after February
15.16 The Department of Treasury’s 2018 annual financial report states that this bill does allow them
to receive Form W-2 sooner, yet the payer information still may not be available until after the IRS
filing season or even not at all.!”

INDIVIDUAL INCOME TAX UNDERREPORTING TAX GAP ESTIMATES FOR TAX CREDITS: TY 2011 - 2013
($ IN BILLIONS) (0

Share of Individual

Income Tax
Underreporting Tax

Tax Return Line Items Share of Gross Tax Gap Gap

Gross Tax Gap $441 100% N/A
Individual Income Tax Underreporting Tax Gap $245 56% 100%
Total Credits $42 10% 17%
Child Tax Credit and Additional Child Tax Credit $9 2% 3%
Earned Income Tax Credit $27 6% 11%
Education Credits (Including AOTC) $5 1% 2%

All Other Credits $1 @ 1%

¥ The estimates are the annual averages for the TY 2011 ~ 2013 timeframe.
¥ Less than 0.5 percent.

Note: Individual amounts may not add to total due to rounding.

Source: Treasury OIG, FY 2019 Annual Financial Statement

e Underestimated Improper Payments Rate - A 2018 GAO report found that the IRS removed
recovered overpayments when calculating its estimated improper payments for the EITC program.!8
The IRS previously subtracted recovered overpayments from the EITC improper payment estimate,
which understated the estimate, misrepresented the efficacy of the program’s management, and
limited the ability to prevent improper payments. To remedy this, GAO recommended the IRS revise
its methodology to include recovered payments in its estimate for EITC improper payments, in
accordance with OMB guidance.!® Although the IRS concurred and the recommendation is
considered closed, the total amount of EITC improper payments must be considered a conservative
estimate.

e Qualifying Child Errors - Claims where a child failed to meet the program’s residency test
accounted for 30 percent of overclaim errors between 2006 and 2008. These errors resulted in at least
$7.2 billion in improper payments and account for “by far” the most dollars of overclaims.?>?! The
relationship test represents the second-highest qualifying child error, with over 3 percent of
erroneously claimed children.??

o Each qualifying child must reside with the beneficiary for at least six months of the year and
be younger than 19 or younger than 24 and a full-time student.?® Currently, there is no



requirement to demonstrate that the beneficiary is financially responsible for the child and no
opportunity to officially document or verify the six-month residency requirement.

o The following list of relatives are eligible to file for EITC benefits: 2

= Married couples;

= Single parents with legal custody;

= Parents without legal custody;

= Stepparents;

= Other adult relatives such as a child’s grandparent, aunt, uncle, and other siblings
and/or stepsiblings.

CONSTITUTIONAL AUTHORITY AND REPUBLICAN PRINCIPLES

Congress has the authority to lay and collect taxes, including the determination of individuals that may be
exempt from paying taxes.?> Congress also has the authority to address these issues as a matter of general
welfare with many families living in poverty in the United States.?®

Welfare programs are most effective to empower individuals and confer dignity to beneficiaries when they
support intact families and incentivize work.

POLICY SOLUTIONS

Congress should introduce legislation requiring the IRS to fully verify income before issuing any refundable
EITC payment. Legislation should require individuals claiming self-employment income to provide a Form
1099 or be a licensed small business and provide invoices of payments received.?’

Congress should also block residency fraud by limiting eligibility to parents with legal custody, adoptive

parent(s), legal guardian(s), or foster parent(s). Adult relatives, stepsiblings, and non-custodial unmarried
parents without direct financial or legal responsibility for a child should not receive the EITC.

Please contact Cameron Smith or Kelsey Wall with the Republican Policy Committee at (202) 225-4921 with any questions.
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