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Executive Summary 

Purpose In 1990, as part of the Omnibus Budget Reconciliation Act (OBFU), 
Congress changed the qualification standards and substantially increased 
the size of the earned income credit (EIC), at least in part, to increase the 
progressivity of the overall federal tax system. The qualification standards 
were changed to ease both the Internal Revenue Service’s (IRS) 
administrative and recipients’ compliance burdens. 

Since the 1990 changes, there have been several congressional proposals 
that would further increase the size of the credit to improve the economic 
status of low-income workers with families and to further increase the tax 
system’s progressivity at the low-income end. Senator Bill Bradley asked 
GAO to assess the design of the EIC to determine if it is achieving its 
objectives and whether IRS is continuing to encounter problems in 
administering the credit. 

From the design perspective, Senator Bradley was especially interested in 
(1) how the benefits of the credit are distributed among taxpayers; (2) the 
extent to which the credit offsets the payroll tax incurred by qualifying 
taxpayers; and (3) how the credit affects recipients’ work incentives, 
especially those of single parents. The administrative issues GAO was asked 
to examine included how IRS was attempting to ensure that the maximum 
number of qualifying recipients receive the credit without unduly 
increasing the number of illegitimate claims. 

In August 1993, a new Omnibus Budget Reconciliation Act was enacted 
into law. The new law increases the size of the EIC beginning in 1994 and 
extends coverage to very low-income workers without qualifying children. 
GAO'S analysis of the distribution of benefits and extent of payroll tax 
offset and work incentive effects is based on prior law. Thus, GAO'S 
numerical projections for 1994 most likely understate the magnitude of the b 
credit’s effects. However, GAO'S discussion of the overall effectiveness of 
the credit for families with children as well as the reasons for IRS' 
administrative problems remains unaffected. 

Batikground The EIC is a refundable tax credit payable to a qualifying household if 
income is below a cap ($22,370 in 1992) and if the household contains at 
least one qualifying child. Any credit amount that exceeds tax liability is 
paid to the recipient. The credit is based on a percentage of earnings (17.6 
percent in 1992) up to $7,500 of earned income. When income is between 
$7,500 and $11,850, the credit is a constant amount ($1,324 in 1992). For 
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incomes above $11,850, the credit is reduced (at a rate of 12.57 percent in 
1992) as income rises, until it disappears at the cap ($22,370 in 1992). 

The credit was first established in the Tax Reduction Act of 1975, which 
emphasized two long-term objectives: (1) to offset the impact of Social 
Security payroll taxes on low-income individuals and (2) to encourage 
low-income individuals to seek employment rather than welfare. In its first 
year, 6.2 million families claimed the credit. By 1988,ll.l million families 
were receiving the credit, and almost 14 million received it for tax year 
1991. 

OBRA increased the credit rate and the maximum credit through tax year 
1994. It also added an extra credit amount for families with two or more 
children. In addition, OBRA added two supplemental credits, one for having 
a child less than a year old and one for providing health insurance 
coverage for a qualifying child. However, OBFU introduced some important 
changes in the eligibility requirements. The most significant, because it 
had been the source of so many recipient errors, was to allow unmarried 
parents who did not qualify for head of household status to claim the 
credit as long as they had a qualifying child. 

GAO used IRS’ Statistics of Income individual income tax data for 1988 to 
assess the extent to which the credit offset payroll taxes and affected 
federal tax progressivity. For employment data, GAO used the Bureau of the 
Census’ 1989 population survey. This, along with estimates of labor supply 
behavior from the Seattle/Denver income maintenance experiment, was 
used to estimate the effects of the credit as a work incentive. 

Results in Brief Because of OBRA’S more generous credit provisions, the average credit 
amount is expected to increase by about 80 percent between 1988 and I, 
1994. For example, in 1988 the average credit received by 11.1 million 
families was $600; and by 1994, the average credit is projected to rise to 
$1,067 (all in 1991 dollars). Most of those who receive the credit are 
projected to have incomes in the range where the credit falls as income 
rises ($11,850 to $22,370 in 1992). This is called the phase-out range of the 
credit. ,v, 

As was intended, the credit increased the progressivity of the tax system 
for recipients. In 1988, the credit offset about half of the payroll taxes for 
low-income workers who qualified for the credit and almost offset these 
taxes for qualified workers in the credit’s lowest income range. By 1994, 
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the credit is expected to nearly offset payroll taxes for the average 
low-income recipient. Those workers who receive the credit and are below 
the poverty line have their overall federal tax burden substantially 
reduced, while those qualified workers who are above the poverty line 
have their taxes reduced somewhat. However, because only 18 percent of 
low-income filers qualify for the credit, the overall effect on tax 
progressivity forlow-income households is much less. 

Work incentives for some workers appear to be enhanced by the credit, 
but many workers may find their work incentives somewhat reduced. 
Overall, the credit appears to slightly reduce the hours worked by qualified 
recipients. GAO estimates that in 1988 recipients probably worked about 
2.1 percent fewer hours as a result of the credit. Because the lowest 
income workers receive a wage supplement from the credit, they probably 
increase their hours worked. However, workers who have incomes in the 
range where the credit is constant or falling with greater earnings probably 
reduce work effort somewhat. Wives were more responsive to the credit 
since their hours worked fell more than husbands and single female 
parents. GAO projections based on OBRA 1990 suggest that the size of these 
responses may increase as the credit becomes larger between now and 
1994. 

OBRA introduced important simplifications to the credit’s eligibility 
requirements, but it also created some new complexities for both 
recipients and for IRS. Easing and simplifying the rules for qualifying 
should serve to reduce some of the major problems IRS had in 
administering the credit; however, the new credits with their complicated 
interaction provisions add to that burden. IRS, in turn, has added to the 
complexity by introducing a new schedule for recipients to fill out to 
qualify for the credit. 

Even with the OBRA changes, IRS still faces the dilemma of either denying 
the credit to potentially eligible workers or giving the credit to potentially 
ineligible workers. Trying to balance these forces can lead to inconsistent 
treatment of filers. For example, the returns processing procedures IRS has 
instituted since OBRA may still allow certain filers who provide incomplete 
information to receive the credit. However, other filers who also provide 
incomplete information may not receive the credit or may receive it after 
much delay, although they appear qualified on the basis of tax return 
information. In addition, while IRS has greatly expanded its outreach effort 
for the EIC, it still does not use information it has on nonfilers that could 
substantially improve this effort. 

Page 4 GAO/GGD-93-146 Earned Income Tax Credit 



Executive Summary 

GAO’s Analysis 

EIC Appears to Be 
Achieving its Goals 

GAO found that in 1988, the EIC more than offset the employee’s share and 
substantially offset the combined employee and employer shares of the 
payroll tax for those workers who earned less than $9,860 a year. These 
low-income workers were in the phase-in or stationary income range of 
the credit. Better-off low-income workers, those who earned between 
$9,861 and $18,576, were in the credit’s phase-out range and received 
credits offsetting about one-half of their own shares and about one-quarter 
of the combined payroll tax shares. Overall, just over one-half of the 
combined payroll taxes of qualified low-income workers were offset by 
the credit. 

Because of OBRA 1990’s enlargement of the credit, GAO projected that the 
effect of the increases would, by 1994, produce an average credit that is 
more than the combined (employee and employer) payroll tax shares for 
low-income workers in the phase-in and stationary ranges, Better-off 
low-income workers, those in the credit’s phase-out range, would receive 
an average credit equal to almost 40 percent of the combined payroll tax. 
Overall, the average qualifying worker’s credit would be over 90 percent of 
his or her combined payroll tax burden. 

In 1988, the federal tax system’s tax rate structure was made modestly 
more progressive in the lower income ranges because the EIC partially 
offset payroll and income taxes. On average, the combined tax burden of 
both the payroll and income tax fell about 2 percentage points for workers 
with the lowest adjusted gross incomes, that is, incomes less than $9,850. 
Though the system on the whole became more progressive in the lower 
income ranges, the benefit of the tax reductions was limited to low-income 
workers who qualified for the credit. They represented about a fifth of all 

b 

taxpayers with incomes less than $18,576, the 1988 income cutoff amount. 

The degree of progressivity of the combined federal and state income tax 
structure closely approximated that for the federal system alone. In the six 
states GAO examined, the increase in the combined tax burden was very 
small-less than 1 percentage point on adjusted gross incomes of less than 
$16,000. Given such small changes, including state income taxes does not 
alter the finding that the income tax system has become slightly more 
progressive because of the EIC. 
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To estimate labor supply responses, GAO used as a basis prior studies of 
the “negative income tax.” The structure of such a program has some 
similarities to the earned income credit. Although the experiments were 
conducted in the 197Os, they remain the best source of data for the labor 
supply responses of low-income workers. However, the responses may not 
reflect behavioral changes that have occurred since then. GAO used 1988 
Bureau of the Census survey data that reported earnings, hours and weeks 
of work, and estimates of the amounts of earned income credits of 
individuals. Combining these data with estimates of work responses to the 
negative income tax experiments conducted in the 197Os, GAO found the 
maximum reduction in hours worked was probably about 26 hours over a 
l-year period, or about a 2.1-percent reduction in the hours that would 
have been worked in the absence of the credit. For working couples filing 
joint returns, husbands probably reduced hours worked by 1.5 percent and 
wives 6.5 percent over the year. For the last group, single female heads of 
household, hours worked would have been, on average, virtually 
unchanged. 

Some Administrative 
Problems Have Been 
Resolved but Others 
Remain 

IRS data from 1988 indicated that one-third of the taxpayers who received 
the credit were not entitled to it. This occurred primarily because tax filers 
claimed the wrong filing status. OBRA’S simplification of the rules for 
qualifying for the credit should resolve many of these problems, although 
other problems remain. Some of these problems can be resolved by 
improving IRS’ returns processing procedures, others may require 
legislative changes to make the credit more administrable. 

In the past, IRS returns processing procedures could not detect erroneous 
eligibility claims, such as incorrect filing status and dependency tests, in 
part because the tax return did not contain sufficient information. IRS also 
could not determine whether taxpayers who claimed the credit were I, 
eligible for it if the taxpayers failed to provide such information as the 
child’s relation to the taxpayer or the length of time the child resided with 
the taxpayer. IRS information showed that in 1988, in 37 percent of the 
cases for which IRS calculated the credit for the taxpayer, the credit 
awards were in error. It is especially important for IRS to get the proper 
information when returns are filed since IRS rarely finds it cost-effective to 
recover erroneous payments given the small amounts per taxpayer. 

The OBRA simplifications reduced the importance of filing status and 
dependency tests as problems for IRS. However, additional credits and 
interactions between these credits and other provisions in the code were 
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introduced by the law. These interactions, as well as the new EIC schedule 
introduced by IRS, have added to the complexity of the credit. 

The Schedule EIC introduced by IRS for tax year 1991 is too complicated, 
and most of the necessary information could be included on the tax return 
itself. With minor modifications to the dependency and filing status 
sections of the Form 1040 or 104OA, all the requisite information would be 
available to determine whether a child qualified. 

GAO also found that IRS’ returns processing procedures can lead to 
inconsistent treatment of taxpayers and potentially inaccurate credit 
determinations. When a taxpayer submitted a Schedule EIC, but left off 
important information such as the child’s relationship to the taxpayer, IRS 
would often give the credit. Another taxpayer who had the same 
information on a Form 104OA and asked for the credit, but did not submit 
a Schedule EIC, would receive a letter from IRS asking for a schedule. If the 
taxpayer subsequently submitted a schedule, even if incomplete, IRS would 
give the credit. Thus, taxpayers could receive the credit at different times 
even though they ultimately filed similarly incomplete Schedule EICS. If 
taxpayers did not ultimately submit the schedule, they would not receive 
the credit, although IRS had the same information regarding their children. 
Should IRS continue to require the Schedule EIC, IRS needs to modify its 
procedures so all taxpayers are treated consistently. 

Many eligible families do not receive the credit because their income is too 
low to require filing a return. From IRS data it appears that in 1988,7 
percent of the taxpayers who did not Ne returns were eligible for the 
credit. GAO observed that IRS currently sends out delinquency and reminder 
to file notices in the course of its nonfiler program but only to nonfilers 
with incomes that appear higher than the filing threshold of a single 
taxpayer ($5,900 in tax year 1992). GAO believes that sending a reminder to 
file or a similar notice to low-earned-income nonfilers, who are below tax 
thresholds, could help inform these individuals about the existence of the 
credit and the possibility of claiming it. 

Recommendations GAO recommends that the Commissioner of Internal Revenue 

l modify the tax return to capture all of the requisite qualification 
information, 

l send nonfiler notices that explain credit requirements to nonfilers with 
low earned incomes, and 
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. modify returns processing procedures to ensure that all potentially eligible 
taxpayers who submit similar information are treated consistently. 

Agency Comments GAO received written comments on the draft report from IRS and discussed 
the draft with a Treasury representative. IRS has set up a working group to 
look into sending notices that explain EIC requirements to nonfilers with 
low earned income. However, IRS and Treasury disagreed with GAO’S 
recommendation to modify the tax return to capture the relevant 
qualification information. Because some of the additional information 
would be added to the current space for dependent information, IRS was 
concerned that the burden on non-EIc taxpayers would be increased. IRS 
also believed that adding more information to the tax return would make 
that return more complex. 

Although GAO recognizes that non-Eic filers would have to provide 
additional dependent information, such information could also be used to 
support the dependency claim and reduce its error rate. Dependency 
claims are currently a major tax compliance problem. Also, GAO believes 
that with a reevaluation of the design of the Forms 1040 and 1040A filing 
status section, the added information for Eic-qualifying children could be 
accommodated without greatly increasing the forms’ complexity. If the 
credit is made simpler, IRS said it may reconsider its position about the 
need for the Schedule EIC. 

Lastly, IRS said that its processing procedures currently treat taxpayers 
who provide the same information in the same way. However, IRS believed 
that people who submit a Schedule EIC are providing more information 
than those who do not. As a result, IRS believed it should treat the two 
groups differently. GAO observed, however, that IRS awarded the credit in b 
certain cases even if the Schedule EIC was not complete, whereas if the 
same incomplete information was in the exemption section of a tax form, 
and the tax filer did not include the schedule, a credit was not awarded. 

(IRS’ comments and GAO’S evaluation of them are presented at the end of 
ch. 4 and in app. IV.) 
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Chauter 1 

Introduction 

In 1975, Congress created the earned income credit (EIC) to provide 
assistance to low-income workers who maintained a household and had 
dependent children they claimed as exemptions. While the initial 
enactment of the credit was part of an economic stimulus package, the 
legislation, the Tax Reduction Act of 1976 (P.L. 94-12), emphasized two 
other long-term objectives: (1) to offset the impact of payroll taxes on 
low-income individuals and increase the progressivity of the federal tax 
system; and (2) to encourage low-income individuals, who might 
otherwise receive welfare benefits, to seek employment. 

In 1990, Congress substantially expanded the EIC, making the basic credit 
more generous and adding provisions that gave larger amounts to 
households that had more than one child, had a child less than 1 year old, 
or paid for health insurance that covered a qualifying child. The Omnibus 
Budget Reconciliation Act (OBRA) both simplified and relaxed the credit’s 
qualifying criteria. The Omnibus Budget Reconciliation Act of 1993 (H.R. 
2264) passed by both houses of Congress and recently signed into law by 
the President contained a provision to broaden the coverage and increase 
the amount of the earned income credit. 

This report responds to a request from Senator Bill Bradley that we 
examine both the credit’s design and the Internal Revenue Service’s (IRS) 
administration of the credit in light of the 1990 OBRA changes. In addition, 
Senator Bradley requested that we evaluate whether changes can be made 
to improve the credit’s design or administration. 

OBRA Increased Size EIC is a refundable tax credit available to low-income workers with a 

but 1 Retained Design 
qualifying child or children. The benefits are calculated primarily on the 
basis of earnings rather than on total income, although total income can 

of the Basic EIC affect the amount of credit given. EIC’S design features three main b 

I parameters: the credit rate, the stationary range, and the phase-out rate. 
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Figure 1 .l: Earned Income Credit, 1992 
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Recipients received the basic credit rate (17.6 percent in 1992, 18.4 percent 
for recipients with two or more qualifying children) as long as earnings 
were less than or equal to the lower income limit of the stationary range 
($7,500 in 1992). From that level of earnings up to the upper limit of the 
stationary range ($11,860 in 1992), workers received the same maximum 
basic credit amount ($1,324 in 1992, $1,334 for recipients with two or more 
qualifying children). For taxpayers with adjusted gross income (AGI)-or if b 

greater, earned income-above the upper limit of the stationary range, the 
credit is reduced at the phase-out rate for each additional dollar of AGI 
above that upper limit. In 1992, the phase-out rate was 12.57 percent 
(13.14 percent for recipients with two or more children) so that credit 
recipients with AGI above $11,850 saw their credit reduced by either 
$0.1257 or $0.1314, depending on the number of qualifying children, for 
each additional dollar earned. In 1992, the credit was completely phased 
out for AGI above $22,370. 
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Table 1.1 shows the credit’s parameters from 1975 through 1994. For 10 
years, the credit rate remained at 10 percent but since 1985, the rate has 
periodically been increased and is scheduled to continue increasing until 
1994. Beginning in 1987, the income amounts defining the credit ranges 
were indexed to changes in the Consumer Price Index to ensure that EIC 
amounts would not fall in terms of purchasing power. 

Table 1 .l : EIC Rates, Maximum Credit, 
and Income Amounts Defining Credit 
Ranger, 19751904’ 

Years 
1975-78 

1979-84 

Minlmum 
Income for Earned Income 

Credit maxlmum Maximum Phase-out phase-out 
rate credit credit rate rangeb 
10.0% $4,000 $400 10.00% $4,000- 8,000 

10.0 5,000 500 12.50 6,000-10,000 

1985-86 11.0 5,000 550 12.22 6,500-l 1,000 

1967 14.0 6,075 851 10.00 6,925-15,432 

1988 14.0 6,225 874 10.00 9,850-18,576 

1989 14.0 6,500 910 10.00 10,250-19,340 

1990 14.0 6,800 953 10.00 10,750-20,264 

1991 16.7 7,100 1,192 11.93 11,250-21,250 

1992 17.6 7,500 1,324 12.57 11,850-22,370 

1993 18.5 7,750 1,434 13.21 12,220-23,050 

1994c 23.0 8.030 1.846 16.43 12.650-23.890 

aCredit rates and phase-out rates are those for recipients with one qualifying child. Income 
amounts are indexed for inflation. 

blncome refers to the greater of either earned income or adjusted gross income. 

CProjection based on OBRA 1990. 

Source: For years 1975-1986 and projected year 1994, Committee on Ways and Means, U.S. 
House of Representatives, “Background Material and Data on Programs Within the Jurisdiction of 
the Committee on Ways and Means,” Overview of Entitlement Programs, May 15, 1992. For years 
1987-1992, Earned income Credit Tax Tables in instructions for Form 1040, IRS. We learned the 
values for 1993 from IRS. 

OBRA 1990 retained the fundamental EIC design but significantly increased 
the basic credit and phase-out rates over a 4-year period. Table 1.2 shows 
phase-in and phase-out credit rates and credit income ranges as modified 
by OBRA. The size of the basic credit increased from 14 to 16.7 percent in 
1991 (rising to 23 percent in 1994). The credit rate increased for families 
with more than one qualifying child to 17.3 percent in 1991, rising to 
26 percent in 1994. OBRA increased phase-out rates for the basic credit to 
11.93 percent in 1991 and to 16.43 percent in 1994. In addition, OBRA made 
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a supplemental young child credit available for families with a qualifying 
child less than 1 year old. This additional credit increased the EIC rate by 
6 percentage points and increased the phase-out rate by almost 
4 percentage points. OBRA 1990 also added a credit for families who 
purchase health insurance coverage for a qualifying child. Both the 
supplemental young child credit and supplemental health insurance credit 
use the same earned income limits for phase-in and phase-out as the basic 
credit.’ The maximum credit allows changes from year to year because the 
income amounts are indexed for inflation. 

Table 1.2: EIC Phase-in and Phase-Out 
Rates, 1991-l 994 

Year 
EIC one 

child 
EIC two 
children 

Young child 
credit rate 

Health 
Insurance 
premium 

credit rate 
1991 

phase-in 16.7 17.3 5.0 6.0 

phase-out 11.93 12.36 3.57 4.285 

1992 

phase-in 17.6 18.4 5.0 6.0 

phase-out 12.57 13.14 3.57 4.285 

1993 

phase-in 18.5 19.5 5.0 6.0 

phase-out 13.21 13.93 3.57 4.285 

1994 

phase-in 23.00 25.00 5.0 6.0 

phase-out 16.43 17.86 3.57 4.285 

Note: 1994 rates are based on OBRA 1990. 

-“.__--_ 
Qualifying for EIC Has 
Become Simpler and 
Easier 

b 
Recent changes in the law have made it simpler to determine eligibility for 
the credit and easier for some public assistance recipients to qualify for 
the credit. To claim EIC, a taxpayer has to file a tax return, meet relevant 
earned income and AGI criteria, and meet eligibility criteria concerning the 
taxpayer’s filing status and relationship to and responsibility for children. 
Before 1991, taxpayers seeking EIC had to file their tax returns as 
married-joint, surviving spouse, or head of household. A married couple 
had to file jointly and be entitled to a dependency exemption for a child. 
To meet dependency exemption requirements, a taxpayer generally must 
have provided more than half the total support of the child who lived with 

IIn 1994, the young child credit and health insurance supplement will be eliminated by OBRA 1993. 
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the taxpayer for more than half the year. A surviving spouse by definition 
must have maintained a household for a dependent child. Single persons 
had to qualify for head of household filing status that, by definition, 
required that the taxpayer maintain a household for a child or certain 
other dependents to qualify. Only taxpayers who provided more than half 
the household expenses met household maintenance qualifications. Aid to 
Families with Dependent Children (AFDC) benefits were not considered 
support or expenses provided by the taxpayer. Thus if more than half of an 
individual’s or couple’s income was from AFDC or another source other 
than their own incomes or resources, EIC generally was not available 
because the support and household maintenance qualifications were not 
met. 

OBRA 1990, replaced these eligibility rules with a three-part test of 
relationship, age, and residency to determine if a child qualifies.’ A 
qualifying child must be the tax filer’s natural child, stepchild, adopted 
child, foster child, or descendent of a son or daughter. Married couples 
filing a joint return must generally be entitled to a dependency exemption 
with respect to the qualifying child. OBRA allows individuals filing tax forms 
with “single” filing status to claim the credit as long as he or she has a 
“qualifying child.” Qualifying children must be under age 19, or under age 
24 and a full-time student, or permanently and totally disabled. A child 
must live in the United States in the same principal place of abode as the 
tax filer for more than half the year to qualify (for foster children, the 
entire year). If the child qualifies for more than one tax tiler, the filer with 
the larger AGI must claim the child. The same criteria determine a child’s 
eligibility for the young child credit and health insurance credit. However, 
to qualify for the supplemental young child credit, the qualifying child 
must not have attained 1 year of age at the close of the taxpayer’s tax year. 
To qualify for the supplemental health insurance credit, the taxpayer must 
have paid for insurance coverage that includes at least one qualifying b 
child. 

The iInteraction of the EIC The legislation Congress enacted in 1990 removed the interaction between 
and iPublic Assistance the EIC eligibility criteria and certain public assistance programs. Because 

Eligibility Criteria Has the support test is no longer part of the qualifying child determination, 

Varied public assistance benefits are no longer considered in determining 
qualification for the credit. Conversely, OBRA states that EIC is not to be 

‘These eligibility criteria now differ from those that determine eligibility for the dependency 
exemption. For example, to qualifjr for a dependency exemption, filers generally must have provided 
over half of the support costs for the child. After OBRA, a support test no longer was required. 
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considered in determining eligibility or benefit amounts for certain other 
public assistance programs. 

until the enactment of OBRA, the extent to which EIC and 
income-dependent benefits were used to offset one another varied. The 
initial 19’76 legislation stated that the credit was not to be considered 
income in determining AFDC and food stamp benefits. However, the 
Technical Corrections Act of 1979 (P.L. 96-222) required that the credit be 
treated as earned income, thereby reducing both AFDC and Supplemental 
Social Security Income (SSI) benefits. The Family Support Act of 1988 (P.L. 
10046) required states to disregard the credit when determining AFDC 
benefits or eligibility. However, the credit was still counted in the gross 
income eligibility standard. In 1990, OBRA specified that EIC was not to be 
counted as income for determining the eligibility or amount of benefit for 
AFDC, Medicaid, SSI, food stamps, or low-income housing programs. 

OBRA Changes Aimed The disparity between EIC eligibility criteria and information collected on 

at Improving Credit 
AdqGnistration 

tax returns has posed various administrative difficulties for IRS and 
taxpayers claiming the credit. Since the credit’s enactment, several 
changes have been legislated intended to (1) improve IRS administration of 
the credit, (2) enable IRS to award the credit to taxpayers who are eligible 
for the credit but fail to claim it, and (3) ease the burden of taxpayers who 
claim the credit. 

The 1990 changes sought to simplify the eligibility determination for both 
IRS and for taxpayers. In addition, OBFU required taxpayers to provide on 
their tax return (1) a taxpayer identification number (i.e., a Social Security 
number) for children over 1 year of age and (2) the name and age of each 
qualifying child in order to claim the credit. 

In addition, OBRA required IRS to establish an outreach program directed at 
increasing the number of eligible taxpayers who claim EIC. This 
requirement was prompted by a concern that many taxpayers who may be 
eligible for the credit may not get it because they either do not claim the 
credit on their tax returns or do not file a tax return. 

Objectives, Scope, 
and Methodblogy 

In December 1990, Senator Bill Bradley asked us to review EIC design and 
administration. In addition to requesting a general review of the credit’s 
design in terms of its scope and purpose, Senator Bradley set forth several 
objectives to be accomplished that are concerned with the economic and 
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tax administration aspects of the credit. Specifically, he asked us to 
address the following group of economic objectives: determine (1) how 
EIC’S tax benefits are distributed across categories of taxpayers, (2) how 
effectively the credit serves as an offset to the payroll tax and as a wage 
supplement, and (3) how the credit affects work incentives that 
low-income individuals face. With respect to IRS administration of the 
credit, he asked us (1) to identify problems IRS, taxpayers, and employers 
face because of the more complex EIC created by OBRA’S broadening of its 
scope and (2) to examine how effectively IRS promotes the use of EIC. 

- .--... If_ --.- 
Distribution of the EIC and For our analysis of the distribution of the credit and its effect on the 
Its Effectiveness in progressivity of the tax code (chs. 2 and 3), we used IRS’ 1988 Statistics of 

Offsetting Payroll Tax Income (SOI) Individual Income Tax database. These were the most recent 
data available when we started our review. For some additional 
distributional and progressivity analysis, we used the Bureau of the 
Census’ Current Population Survey (CPS) data file (March 1989), which 
contains information on the income, hours of work, and demographic 
characteristics of a national sample of households. 

To analyze how EIC affects the progressivity of the tax system, we 
estimated its effect on average taxes paid by persons at different AGI levels 
(ch, 3). We compared average effective federal income tax rates before 
and after EIC. We then broadened the definition of tax burden to include 
payroll taxes as well. Again, the progressivity impact of the credit was 
assessed by comparing tax burdens across adjusted gross income classes. 
To analyze whether state income taxes can offset the progressivity 
enhancing effect of the credit, we compared the federal and payroll tax 
burdens of credit recipients before and after state income taxes for 
selected states. 

To analyze how effectively EIC offset the payroll tax levied on the earnings 
of low-income workers in 1988, we calculated the average ratio of the 
credit to a worker’s payroll tax for each credit range. The payroll tax is 
used to finance trust funds for old age, survivors, and disability and 
hospital insurance.2 Using earnings reported on 1988 federal income tax 
returns, we estimated what each low-income worker presumably paid 
from earnings into these trust funds. 

Further, we projected earnings of the 1988 tax filing population to 1991 
and 1994 using forecasts of changes in the consumer price level made by 

The payroll tax in 1988 was 7.61 percent on employee earnings up to $46,000. 
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the Congressional Budget Office. We calculated EIC reflecting the higher 
phase-in and phase-out credit rates OBRA established in 1990. (The changes 
for tax year 1994 enacted by OBRA 1993 occurred after our estimates were 
completed. These changes should not significantly alter our analyses.) 
Similar average ratios of credit to payroll taxes by credit ranges were 
calculated for these projected years. 

EC Effect on Work 
Incentives 

To analyze EIC’S effectiveness as a work incentive, we estimated the 
cumulative marginal tax rates for workers with EIC, reviewed the literature 
on labor supply, and estimated EIC’S effect on labor supply for workers 
already in the workforce (ch. 3). 

For our analysis of cumulative marginal tax rates, we combined marginal 
income tax rates on income (federal income, payroll, and state income) for 
taxpayers in certain AGI brackets. We measured EIC’S impact on these 
cumulative marginal rates. Rather than show calculations for all filing 
statuses that qualify for the credit, along with different numbers of 
qualifying children, we limited our analysis to one filing status-married 
filing a joint return- and to families with two dependents. This was done 
primarily as an example of how state and federal taxes interact in 
determining the marginal tax rates for a household, not to be 
representative of all households. 

Although head of household status turned out to be more prevalent among 
households receiving the credit, we chose the married filing jointly status 
because it represented the largest category of all filers whose filing 
statuses could qualify them for the credit.3 We selected six 
states-Arizona, California, Kansas, Maryland, Ohio, and Wisconsin-to 
show a range of cumulative marginal rates among geographically 
dispersed states with varied state tax policies. See appendix I for b 

additional details. 

To analyze EIC’S effect on workers’ willingness to supply labor, we used 
estimates of workers’ changes in hours of work in response to receiving a 
wage supplement and to changes in that supplement based on changes in 
earnings. We obtained these estimates from studies examining labor 
supply responses to a negative income tax (NIT) experiment conducted in 
Seattle and Denver from 1971 through 1977. Other NIT experiments were 
conducted earlier in New Jersey/Pennsylvania; Gary, Indiana; and 

““Introduction and Changes in the Law,” Individual Income Tax Returns 1988, Statistics of Income 
Division, IRS, Publication 1304 (Rev. g-91), table 2.4, p. 63. 
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Iowa/North Carolina. However, these other experiments had fewer 
participants than the Seattle/Denver experiment. The larger number of 
participants means that the results of the Seattle/Denver experiment 
should allow a more accurate measurement of labor responses. 

The U.S. Department of Health and Human Services, sponsored the 
Seattle/Denver Income Maintenance Experiment (SIME/DIME) to measure 
the work disincentive effects of cash transfers and reductions in those 
transfers on work effort. The experiment involved almost 5,000 families 
that were randomly assigned to treatment groups (i.e., families receiving a 
guaranteed grant) and control groups4 Participation was limited to 
families whose incomes were no greater than 325 percent of the poverty 
level for a family of four in the year in which they enrolled.6 By 
comparison, in 1988 EIC was completely phased out for a family of four 
when earned income was 150 percent of the poverty level. 

We used the results of this experiment both because it was well designed 
and because it was targeted to the relevant population, low-income 
working families. We believe the results of this experiment are a better 
reflection of low-income workers’ labor supply behavior than more recent 
studies based on all workers’ behavior. In addition, the SIMEXXME 

experiment was designed to permit the identification of the labor supply 
effects of the NIT experiment, the structure of which has many similarities 
to EIC. However, we recognize that by our using these data our results do 
not reflect any changes in labor supply behavior that may have occurred 
since the late 1970s. See appendix II for a detailed methodological 
discussion. 

IRS Problems in 
Ad&nistering EIC 

To review IRS’ administration of the credit, we reviewed its returns 
processing procedures and EIC-related outreach work. For our analysis of 
IRS’ returns processing procedures (ch. 4), we reviewed a random sample 
of 1,229 individual income tax returns from three IRS service 
centers-Brookhaven, New York, Fresno, California; and Cincinnati, 
Ohio-for tax year 1989.6 We chose those centers because they are 
geographically diverse and generally receive a large number of returns 
requesting the credit. The returns sampled represent an estimated 

‘Robins, Philip K., “A Comparison of the Labor Supply Findings from the Four Negative Income Tax 
Experiments,” The Journal of Human Resources, 1986, table 1, pp, 669-70. 

KIbid. 

OReturns were not filed under OBRA 1990 rules until 1992 and thus were not available when we were 
doing our analysis. 
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population of 383,000 returns filed at these centers. We examined three 
strata of returns: (1) returns for which IRS did not change the taxpayer’s EIC 

claim; (2) returns that IRS corrected (either granting the credit when none 
was claimed, disqualifying a credit claim, or changing the amount); and 
(3) returns for which the credit was neither claimed by the filer nor 
awarded by IRS but which appeared to us to be potentially eligible. 
Appendix III describes the sample methodology and sample 
characteristics. We also analyzed data from IRS’ tax year 1988 Taxpayer 
Compliance Measurement Program (TCMP),’ which were the latest data 
available, to determine the magnitude and types of erroneous EIC claims 

that the processing procedures could not detect. We used these data to 
determine what changes could be made either to information required on a 
return or to returns processing procedures to prevent ineligible taxpayers 
from receiving the credit. 

To determine the status of IRS’ outreach efforts to promote the credit, we 
interviewed IRS officials. In addition, we talked with officials from 
nonprofit organizations concerned with low-income individuals and 
families. 

We obtained written comments on this report from IRS and informal 
comments from the Department of the Treasury. On the basis of these 
comments, we made changes where appropriate. IRS’ and Treasury’s 
comments are discussed at the end of chapter 4 and the IRS’ comments are 
reprinted in appendix IV. 

We did our work between December 1990 and October 1992 in accordance 
with generally accepted government auditing standards. 

‘TCMP was designed to measure compliance with the tax laws for most tax return line items. To 
obtain these measures, IRS periodically conducts comprehensive audits on a stratified random sample 
of returns. For the tax year 1988 program, audits were conducted on a random sample of over 64,000 
individual tax returns, which represented about 104 million returns. 
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Although Most Low-Income Households Are 
Ineligible for the Credit, Recipients’ Benefits 
Have Increased Substantially 
--- 

EIC’S purpose is to provide tax relief for low-income workers with children. 
In this chapter, we describe the overall size of the credit and 
characteristics of the recipient population. In addition to describing the 
recipients, we are also providing information on those low-income families 
who do not qualify. In fact, since the target population is working families 
with children, many low-income households do not qualify for the credit. 
However, despite the limited target population, Congress remains 
concerned about whether all eligible families are aware of and take 
advantage of the credit. 

Since it was first enacted, the size of EIC has increased, after adjusting for 
inflation, and the number of recipients has grown. In 1975, the first year 
EIC was available, 6.2 million families claimed an average credit of $478.’ 
The number of families claiming the credit remained fairly stable through 
1986, although inflation eroded the value of the credit. In 1986,7-Z million 
families claimed an average credit of $339. As a result of changes enacted 
in 1986, 11.1 million families received an average credit of $600 in 1988. In 
1991, the first year after the OBRA changes, 13.9 million families received an 
average credit of $806. 

By design, families who receive the credit have at least one wage earner, at 
least one qualifying child, and file tax returns. The credit is not available to 
working individuals or couples without children. Nor is it available to poor 
households with no earnings. The amount of the credit depends on 
income, and there is a limit on the amount of income a household can earn 
and still qualify for EIC. In 1975, that limit was $8,000 ($19,024 in 1991 
dollars). After adjustment for inflation, the income level at which credit 
eligibility ends ($21,250 in 1991) is only slightly greater than the original 
limit. 

In 1988, based only on earned income, about 45 percent of the EIC 
recipients would have fallen below the poverty level for families of their 
size. These poor families claimed an average credit of $706. Near-poor 
families, that is, families above the poverty level but with incomes below 
the earnings limit, earned a smaller average credit of $504. 

Most EIC recipients are unmarried and have one child. More live in the 
South than in any other region. Most recipients are in the phase-out range. 
As a result, each dollar they earn is reduced by the phase-out percentage 
(10 percent in 1988). Credit recipients account for only 18 percent of the 
income tax filers whose incomes are less than the cutoff level. 

*All dollar figures are in 1991 dollars, unless otherwise specified. 
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Because it is difficult to estimate the size of the population eligible for the 
credit, it is not currently possible to estimate the EIC participation rate. 
While those potentially eligible families who file returns are likely to be 
given the credit or at least notified about their potential eligibility, other 
eligible families may not receive the credit because they do not file tax 
returns. Taxpayers whose income does not reach a certain threshold 
amount ($9,660 in 1990 for a married couple filing jointly, $6,800 for a 
single person filing as a head of household) are not required by law to file. 

Recently EIC Benefits In 1976, the first year EIC was available, 6.2 million families claimed a total 

Have Increased 
Significantly 

of $2.97 billion in credits. The average credit per family was just over $478. 
In 1989, 11.6 million families claimed a total of $6.5 billion, with an average 
credit of $604. In 1991, the first year of the OBRA 1990 changes, the number 
of families receiving the credit increased to 13.9 million, and they claimed 
a total of $11.2 billion in credits. Table 2.1 shows the number of families 
who received the credit, the total amount distributed, and the average 
credit for selected years in both current and constant 1991 dollars. 

-~-- 
Table 2.1: Total Amount of EIC, 
Number of Families Receiving Credit, 
and Average Credit for Selected Years, 
1975-I 991 

Total Number of 
amount famllles Average credit Average credit* 

Tax year (millions) (thousands) (current dollars) (constant dollars) 

1975 $1,250 6,215 $201 $478 

1980 1,986 6,954 286 467 

1985 2,088 7,432 281 348 

1986 2,009 7,156 281 339 

1987 3,931 8,738 450 527 

1988 5,940 11,148 533 600 

1 98gb 6,500 11,600 560 604 
b 

1990b 7,400 12,500 592 614 

1991c 11,200 13,900 806 806 

‘GAO calcula!ion, dollars converted to 1991 dollars using the gross domestic product deflator. 

bYears 1989 and 1990 from Table 9, IRS 1990 and 1991 Annual Reports, U.S. Government 
Printing Office, Washington, DC. 

%ased on preliminary IRS data. The total amount of credits includes the health insurance credit, 
supplemental young child tax credit, as well as the increase in the credit amount for families with 
two or more children. 

Source: U.S. Congress, House Committee on Ways and Means, Background Material and Data 
on Programs Within the Jurisdiction of the Committee on Ways and Means, 1992. 
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In Addition to Increasing The EIC rate in 1988 was 14 percent. The maximum credit attainable was 
Average Benefit, Changes $984. A low-income earner could claim this maximum credit on earnings 

in Law Affect Which between $6,226 and $9,850 ($7,027 and $11,081 in 1991 dollars)-the 

Earners Get What Benefits maximum credit range. In the phase-out range-from $9,860 to $18,676 
($11,081 to $20,918 in 1991 dollars)-the credit was subject to a lo-percent 
phase-out rate, or a loss of 10 cents from each additional dollar earned. 

For the lowest income earners, that is, those with earnings that place them 
in the phase-in range, the average effective earned income credit was just 
under 14 percent of earnings in 1988.2 In the same year, the average 
effective credit rate in the maximum credit or stationary range was 
10.4 percent, while the average effective credit rate was only 3 percent in 
the phase-out range. Because the credit is constant while earnings are 
rising, the ratio of credit to earned income declines throughout the range 
over which the credit is at its maximum. The rate of decline accelerates in 
the phase-out portion, because the credit is declining while earnings are 
rising. 

In 1990, Congress raised the rates for the basic credit? In 1991, the credit 
rates were scheduled to range from 16.7 percent (one child) to 
17.3 percent (two or more children). These rates were to be boosted to 23 
and 26 percent, respectively, by 1994 when OBBA 1990 was to be fully 
phased in. However, OBBA 1993 has higher rates for 1994. Under OBBA 1990, 

the average effective credit rate is likely to increase substantially. 
However, this increase is difficult to estimate since it depends on the 
number and ages of qualifying children. 

We projected average effective credit rates for the three credit ranges in 
1991 and 1994 using 1988 data4 Our estimates are shown in table 2.2. They 
include the supplemental young child credit and the larger credit for b 
families with two or more qualifying children. Our projections show that 
average effective rates for the first two credit ranges should rise 
substantially, with a smaller rise for workers in the phase-out range. By 
1994, we projected that taxpayers in the phase-in range will face an 
average effective credit rate of 24 percent compared with 17.1 percent in 

ZBecause some of these workers have other income, their AGI may be greater than earnings and their 
credit somewhat reduced as a result. 

30BRA also included an additional credit amount for more than one child as well as supplemental 
credits for a child less than 1 year old and for the purchase of health insurance coverage for a 
qualifying child. See chapter 1. 

“Our projection to 1994 is baaed on OBBA 1990 phase-in and phaseout rates and does not reflect 
OBRA 1993 changes. 
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1991 and 13.7 percent in 1988, nearly doubling the credit rate over the 
ISyear period. 

Table 2.2: Average Effective Credit 
Rates, 1989 (Actual), 1991, and 1994 
(Projected) Year 

1988 

Phase-in 
(percent) 

13.7 

Maximum 
(percent) 

10.4 

Phase-out 
(percent) 

3.0 

Overall 
(percent) 

5.3 

1991 17.1 13.4 3.7 6.7 

1994 24.0 18.8 5.2 9.4 

Note: The average effective credit rate is based on a simulation of the statutory credit rates 
applied to families with one child, two or more children, and children less than a year old in the 
1988 SOI sample of the tax-filing population. The average rate does not include the health 
insurance credit since data on health insurance premiums and use of the health insurance credit 
were not available at the time of our analysis. 

In the maximum range, the effective credit rate will rise by over 80 percent 
between 1988 and 1994. In the phase-out range, the increase will be only 
slightly less dramatic: by 1994, the effective rate will be 5.2 percent 
compared to 3.7 percent in 1991 and 3 percent in 1988. Thus between 1988 
and 1994, when the OBRA changes are fully phased-in, the effective rate will 
have increased about 73 percent in the credit’s phase-out range. In 1988, 
slightly more than half of all credit recipients were in that range. 

When looked at across time, the effect of OBRA’S increase of the credit rate 
is quite substantial regardless of what earned income range the recipient is 
in. The effective credit rate rises by 73 to 80 percent in all ranges, and the 
average effective credit rate rises from 5.3 percent in 1988 to 9.4 percent 
by 1994, a 77-percent increase. This increase is reflected in a substantial 
change in the expected average credit amount between these years. The 
average credit amount will rise from $605 in 1988 to $1,067 in 1994, a rise 
of about 80 percent.‘j b 

Profile of Credit 
Recipients 

Only 18 percent of low-income households who filed a return received the 
EIC in 1988. The largest number of recipients were above the poverty line 
and generally in the phase-out range of the credit. However, those below 
the poverty line received larger credits than those above the poverty line. 
Most of the families who received the credit were headed by a single 
parent and about half of all families had one child. 

“Our estimate of average credit is the weighted average of the credit using the IRS’ 1988 SO1 Individual 
Income Tax database sample. It differs insignificantly (by less than 1 percent) from the actual average 
credit claimed in 1988. Our estimates of the average credit in 1991 and 1994 were also based on this 
sample. 
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Credit Helped the Poor 
More Than Near Poor 

In 1988, based only on earned income, about 45 percent of the EIC 

recipients would have fallen below the official poverty level for families of 
their size.6 These poor families accounted for 54 percent of all EIC claimed. 
The average credit received by poor families was $706 in 1991 dollars. 
Near-poor families, families with earned incomes above the poverty level 
for families of their size but under the credit earnings limit, earned an 
average credit of $504 in 1991 dollars. Thus, the credit helped the poor 
somewhat more than the near poor. 

- ._ ..-..-.. ..” “__-..-_- 
Most EIC Recipients Are Nearly 60 percent of the credit recipients are unmarried household heads. 
Not Married and Have One These households accounted for 63 percent of the credits claimed in 1988. 

Child Fifty percent of families who received the credit had only one qualifying 
child. Two-children families made up 29 percent of 1988’s credit 
recipients. Twenty-six percent of these families lived in the southeastern 
part of the nation. The southwestern region accounted for the next highest 
proportion, 18 percent, followed by 16 percent for the western region. 

_. . .__-“ - - -~-  

Most EIC Recipients Were 
in the Credit’s Phase-Out 
Range 

The majority of EIC recipients-about 51 percent-were in the phase-out 
range of the credit in 1988. Twenty-seven percent were in the phase-in 
range. Because the phase-out is believed to have the largest disincentive 
effects on work effort, this distribution of workers suggests that about half 
of the credit recipients may have reduced their hours of work as a result of 
the credit. On the other hand, about one-quarter of the recipients are 
subject to the phase-in. Of all the credit ranges, the work incentives in this 
range are more likely to be positive, so that workers in this range are more 
likely to expand their work effort. Since more credit recipients are 
affected by the phase-out than the phase-in, the effects of the negative 
work incentive may dominate. This is discussed in chapter 3. 

b 

18 iPercent of Returns in 
ElSgible Income Range 
Received EIC 

In 1988, EIC was claimed on about 18 percent of all tax returns for filers 
with earnings less than $18,576, the income cutoff for receiving the credit. 
During that year, use of the credit was limited to qualified married couples 
filing joint returns, unmarried filers with head of household filing status, 
and widow(er)s filing surviving spouse status. About 85 percent of all head 
of household returns and 60 percent of surviving spouse returns with 
earnings under $18,576 received the credit. EIC recipients accounted for 
about a quarter of the married returns (this includes married-joint and 

‘Some of these families may have qualified for AFDC and food stamps, which are not included in 
earned income. To the extent such assistance is received, the percentage of credit recipient families 
with economic incomes below the poverty level is probably somewhat less than 46 percent. 
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married-separate returns, although married-separate returns were not 
then, nor are they now, eligible for the credit). 

However, these statistics may understate the potential use of the credit in 
future years because in 1988 single individuals had to qualify as heads of 
household or surviving spouses to claim the credit. As of 1991, single 
individuals with qualifying children are permitted to claim the credit even 
though they contribute less than half of the qualifying child’s support as 
long as the child passes the residency test. Since credit eligibility depends 
on the presence of qualifying children, the credit is not available to 
working poor individuals, couples, or families without qualifying children 
through tax year 1993. 

Credit Coverage Is 
Difficult to Measure 

One important but very difficult question is what percentage of the 
population eligible for EIC actually receives the credit? The question is 
important for measuring both how well the credit is reaching its target 
population and the effectiveness of various outreach programs. The 
question is difficult to answer because there is no reliable measure of the 
size of the target population against which to compare the number of 
recipients. 

One study attempted to measure the EIC participation rate-the ratio of the 
number of recipients to the pool of eligible families. Measuring credit 
coverage requires matching two dissimilar databases: IRS taxpayer files to 
measure the number of EIC recipients and census data to estimate the size 
of the EIc-eligible population. One researcher, using census and tax data to 
estimate the participation rates for 1979, 1984, and 1988, estimated 
participation rates could be over 100 percent. This finding indicates that 
more families are claiming the credit than the number actually eligible. 

However, IRS and others have noted that many households that received 
the credit may not have been eligible. For example, IRS estimated that in 
1982,27 percent of EIC recipients were actually ineligible and, in 1985, 
39 percent were ineligible. After correcting for the number of recipients 
who might be ineligible, the researcher revised his estimated participation 
rate to range from 50 to 80 percent of eligible families7 

Changes made by OBRA 1990 may have reduced both the number of 
inadvertent errors and the degree of intentional noncompliance. However, 

%cholz, John Karl, The Participation Rate of the Earned Income Tax Credit, Working Paper, Institute 
for Poverty Research, August 1990. We discuss the issue of noncompliance in more detail in chapter 4. 
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without another compliance study, it is difficult to know the extent of such 
an effect. Such a study, along with another close comparison between the 
tax and census data, would be necessary to accurately estimate the EIC 

participation rates 

%nother source of data on potential nonparticipants is the Information Returns Masterfile that 
contains W-2 information. In chapter 4, we discuss using this data in IRS outreach efforts. 
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While the federal income tax is a progressive tax system overall, the rate 
schedule provides little progressivity at lower incomes. Depending on the 
number of exemptions and the size of the standard deduction, different 
family types will begin paying taxes at different income levels called tax 
thresholds. Below these thresholds there is no federal income tax liability 
whether income is near the tax threshold amount or close to zero. But 
families that earn wage and salary income, even though below the income 
tax threshold, also pay payroll taxes. While these taxes are proportional to 
wages, they tend to reduce the overall progressivity of the federal tax 
system. The refundable EIC was enacted and updated to offset the effect of 
payroll taxes and, as a result also increased the overall progressivity of the 
federal tax system for workers who would pay little or no income taxes. 
But the credit’s effectiveness in increasing the tax system’s progressivity is 
limited in that low-income workers without children are not given relief 
from their payroll tax burden. 

EIC increases the progressivity of the tax system for the low-income wage 
earners who receive it. The credit offsets payroll taxes and reduces the 
average federal tax burden of recipients. These benefits are most 
substantial for recipients in the credit’s phase-m range where the amount 
of credit exceeds the average payroll tax and reduces the combined 
effective income and payroll tax rates to only 1.2 percent. However, 
because EIC recipients represent just about a fifth of all low-income tax 
filers, the credit only slightly increases the overall progressivity of the tax 
system. 

Providing a refundable tax credit to qualifying families regardless of 
income would have increased progressivity somewhat, although it would 
have been more expensive than the current credit. To increase the effect 
of the credit on tax progressivity, as well as to limit the overall cost, the 
credit provides for a reduction in the credit or phase-out as incomes get 
higher. While this phasing out may increase the credit’s effect on 
progressivity at lower incomes, it also raises perceived or effective 
marginal income tax rates on all workers with incomes in that range. The 
higher effective marginal income tax rate reduces the work incentive of 
these households and probably leads to a reduction in hours worked. 

Our analysis of the response of low-income workers to these changes in 
effective marginal rates suggested that the overall effect is probably to 
reduce their hours of work though not to a very large extent. However, the 
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magnitude of the reduction in hours of work will probably grow as the 
credit’s marginal phase-out rates become greater. For those credit 
recipients in the phase-in range, the wage subsidy provided by the credit 
probably increased the hours of work. Those in the stationary phase of the 
credit get the same amount regardless of working a few hours more or 
less. Our analysis also suggested they probably reduced their hours 
somewhat. Finally, those in the phase-out range must contend with higher 
marginal effective tax rates as well. This group, which was more than half 
the affected population, probably reduced their hours even more. Our 
projections for 1994 indicated that the magnitudes of all these effects are 
likely to grow, with the likely net reduction in hours for the overall 
population getting larger. 

EIC Increases By offsetting payroll taxes and by reducing the average federal income tax 

Progressivity of 
of recipients, EIC increases the progressivity of the tax system. In 1988, the 
credit offset more than half of payroll taxes’ for the average recipient. This 

Federal Tax System percentage offset will rise, and we project that by 1994, when the credit 

for Credit’s Recipients rate increases are fully phased in, the amount of the credit will nearly offset the payroll tax 

Alternatively, EIC reduces the average income tax burden of recipients, 
thereby increasing the progressivity of the tax schedules they face. We 
compared the federal income tax burden of credit recipients to that of 
nonrecipients and found that for some recipients the credit exceeded their 
income tax liability (giving them a subsidy), and for most recipients the 
credit substantially offset the income tax. 

When the payroll tax is added to the federal income tax, the credit offsets 
these combined effective taxes, but the effect is more significant for very 
low income recipients in the credit’s phase-in range. The credit, which b 
diminishes in the phase-out range, quite naturally provides a smaller 
reduction in the combined federal income and payroll average tax rates 
paid by credit recipients in this range. When we included state income 
taxes in our calculations of cumulative average tax rates, we found that 
these taxes did not significantly raise the burden on low-income filers. 
Thus, the progressivity of the income tax rate structure facing low-income 

‘Payroll taxes are defined as the sum of taxes for three separate Social Security programs-old age, 
survivors, and disability and hospital insurance trust funds. In 1988 the combined tax rate imposed on 
covered employees was 7.61 percent on earnings up to $46,000. In our analyses, we assumed these 
contributions were taxes placed on workers to finance current program benefit payments. However, 
some analysts argue these contributions are not taxes but insurance premiums that ensure workers an 
annuity income and medical care upon retirement. 
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workers was not significantly changed when state income taxes were 
added to the tax rate analyses. 

Credit Offsets a Substantial EIC offsets a significant portion of payroll taxes. In 1988, it offset about 
Part of the Payroll Tax 63 percent of a qualified average worker’s payroll tax burden. In 1991, 

when OBRA 1990’s credit increases were partially phased in, the credit 
offset about 65 percent of those taxes. By 1994, when OBRA 1990’s changes 
were expected to be fully phased in, the credit would have risen to 
92 percent, nearly offsetting such a worker’s payroll tax burden. 

However, this overall average masks important differences in the offset for 
workers with different incomes. When this average effect is disaggregated 
into effects in the phase-in and phase-out ranges, the differences in offset 
effects are easier to observe. In 1988, as shown in table 3.1, the credit 
offsets the payroll tax burden by 93 percent for credit recipients in the 
phase-in range (earned income under $6,225). By 1994, the typical credit of 
a worker in the phase-in range would have been about one and one half 
times greater than the worker’s payroll tax burden. However, for the 
majority of recipients, that is, those subject to the phase-out range 
(earnings between $9,850 and $18,576), the credit offsets about a quarter 
of the payroll tax burden in 1988 and 1991. By 1994, the typical credit was 
expected to offset about 40 percent of the tax burden. 

.---- 
fable 3.1: EIC as a Percentage of 
Payroll Taxes for Taxpayers by Credit 
Range, 1988,1991, and 1994 

Year Phase-in Stationary Phase-out Overall 

1988 93% 76% 23% 53% 

1991 114 95 28 65 

1994 160 134 39 92 

Note: We based calculations for the 1988 tax year on a sample of returns. Earned incomes for 
1991 and 1994 are projections based on the assumption that incomes would match the growth 
rate of the Consumer Price index between 1988 and 1991 and a 1994 index forecasted by the 4 

Congressional Budget Office. Payroll taxes for taxpayers reporting wages and salaries are 
estimates, Payroll taxes for employees include estimates of both their direct contribution and the 
contributions made by their employers. The 1994 projection assumes OBRA 1990’s phase-in and 
phase-out rates and maximum credits as opposed to new rates and credits for 1994 as enacted 
by OBRA 1993. 
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While EIC Raises Tax Before 1987, a portion of the earned incomes of many families below 
Thresholds Above Poverty poverty levels was taxed. But the Tax Reform Act of 1986 increased tax 

Level Incomes, It Changes thresholds so that incomes were not taxed until they slightly exceeded 

the Poverty Rate Only poverty-level incomes. In the early 1980s some workers with earnings 

Slightly below the official poverty level were subject to income tax on those 
earnings because the tax threshold, the income level at which taxes begin, 
was well below the amount of income needed to emerge from poverty. On 
average, these tax thresholds ranged between 64 and 70 percent of 
poverty-level incomes, However, poor workers who qualified for the credit 
had lighter tax burdens. In fact, after their EICS were taken into account, 
these recipients were not subject to a tax liability until their incomes were 
between 83 and 94 percent of the official poverty level for families of their 
size. Since the enactment of the Tax Reform Act of 1986, the tax threshold 
has been about equivalent to the poverty level. This has ensured that poor 
families have very little or no tax liability, regardless of whether they 
qualify for the credit. 

EIC raises the tax threshold, that is, the amount of income recipients can 
earn before they incur an income tax liability. For tax filers who do not 
itemize deductions, the tax threshold depends on filing status (which 
determines the size of the standard deduction) and the number of children 
who can be claimed as dependents. We compared the tax threshold, with 
and without EIC, to the poverty-level incomes of married and single head of 
household families with two dependent children. 

Since 1987, the tax threshold has slightly exceeded poverty level incomes, 
ensuring that those individuals and families officially defined as poor are 
not subject to an income tax. Additionally, low-income workers who 
received EIC have been able to earn as much as 28 percent (for a married 
couple with two children) and as much as 50 percent (for a head of 
household with two children) above the poverty level before being taxed. b 

However, for very low income workers below the tax threshold and with 
earned incomes below poverty level incomes, EIC has had only a slight 
effect on the poverty rate. As table 3.2 shows, when the effect of the credit 
is taken into account, the poverty rate for all persons was reduced by as 
little as 0.1 percent in 1985 to as much as 0.7 percent in 1991. The slightly 
larger effect in 1991 reflected the higher credit rates enacted by OBIU in 
1990. That the effect was small is not surprising because the nonworking 
poor and the working poor without qualifying children do not receive the 
credit. Also, credit recipients whose earned incomes place them in the 
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phase-in range do not earn enough even with the credit to be lifted above a 
poverty-level income. 

Table 3.2: Effect of EIC on Poverty 
Rates for Selected Years, 19794991 Percentage of persons In poverty by 

definition of income 
Poverty rate by definition of income 1979 1982 1985 1988 1991 
Income after federal taxes 19.5 23.3 21.6 20.7 22.3 

Income after federal taxes plus EIC 19.2 23.1 21.5 20.3 21.6 

Reduction in Povertv rate 0.3 0.2 0.1 0.4 0.7 

Note: Income after federal taxes is defined by the Bureau of the Census as the sum of money 
income, including capital gains and health insurance supplements to wage or salary income, less 
government cash transfers and Social Security and federal income taxes. 

Source: U.S. Department of Commerce, Bureau of the Census, Current Population Reports, Series 
p-60, No. 162-RD, Measuring the Effect of Benefits and Taxes on Income and Poverty: 1979 to 
1991, U.S. Government Printing Office, Washington, DC., 1992, table 2, p. 96. 

EIC Decreases Average 
Effective Federal Income 
Tax Rates 

By reducing the average effective lax rates of the two significant taxes on 
wages, the payroll tax and the federal income tax, EIC increases tax 
progressivity for recipients. This reduction in tax burden is more 
significant for those in the phase-in range. Because EIC recipients are about 
a fifth of all taxpayers with adjusted gross incomes less than the credit’s 
income cap, average effective rates were not substantially lowered for 
most taxpayers in income classes below the cap. 

The federal income tax is considered progressive because average tax 
burden (tax/income) rises with economic income.2 At very low incomes, 
individuals and families have no income tax liability. Individuals and 
families with more moderate incomes are subject to lower tax rates than 
those with more substantial income. In 1988, all taxpayers with AGIS of less 
than $6,225 (the limit of the credit’s phase-in range) paid a l&percent 
effective tax rate before accounting for the credit. But once the credit was 
included in the calculation, the overall average effective rate fell to 
0.02 percent. For taxpayers with AGI between $6,225 and $9,850 (the 
credit’s stationary range), the average effective rate was 3.4 percent 
without the credit but 1.2 percent with the credit. Finally, for taxpayers 
with AGIS between $14,000 and $16,000 (the middle of the phase-out range), 

20~r analysis of effective tax burdens used the Internal Revenue Code’s definition of AGI as an 
approximation to economic income. It is only an approximation for low-income workers to the extent 
that the economic income of such workers includes items, such as AFDC and food stamps, that are not 
in AGI. Thus, for some low-income workers, AGI, our proxy for economic income, may understate 
their economic income and overstate average tax burdens. 
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the average effective rate was 6.6 percent without the credit and 
5.9 percent with the credit. 

Flgure 3.1: Average Effective income 
lax Rates of lndlviduala Before and 
After EIC by Adjusted Gross Income, 
1988 

10.00 Average effective income tax ratea (percent) 

Adjusted gross income range 

- Before credit, all taxpayers 

-- After credit, all taxpayers 

¤~.~-~ Before credit, credit recipients 

-. - After credit, credit recipients 

EIC reduces the average effective federal income tax rates of recipients. 
Because the credit is refundable, it also provides a subsidy to taxpayers 
whose credits exceed tax liabilities. In 1983, EIC recipients in the phase-in 
range (those with adjusted gross income below $6,225) received refunds 
that averaged almost 13 percent of AGI. Without the credit, these families 
would have paid an average effective federal income tax rate of 0.01 
percent. Similarly, EIC recipients in the stationary range ($6,225 to 
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$9,860) received refunds averaging almost 10 percent of their AGI. 

Otherwise, they would have paid a 0.2-percent tax rate. 

The average effective federal income tax of EIC recipients in the phase-out 
range ranged was between a negative 5 percent to a positive 3 percent, 
depending on the taxpayer’s AGI. Those near the beginning of the phase-out 
range, with adjusted gross income under $12,000, would have paid an 
average effective federal income tax rate of 1 percent. The tax rate was 
low because some families’ tax thresholds were above $12,000, while other 
families’ thresholds were only slightly below $12,000 so little of their 
income was subject to tax. However, with the credit, they instead had an 
average effective tax rate of about negative 5 percent. Families near the 
end of the phase-out range (those with AGI above $16,000) would have had 
a 4-percent average effective federal income tax rate without the credit. 
But with it, these recipients paid an average effective rate of about 3 
percent. 

Payroll Tax-A Significant The payroll tax adds a substantial tax burden on low-wage earners. In 
Tax Burden for 1988, the payroll tax rate on employees’ earnings was 7.51 percent on 

Low-Income Workers earnings under $46,000. Employers also paid the same rate on wages paid 
to workers. Employers are expected to try to shift the burden of the tax to 
employees and, because there are few nontaxed alternatives, it is 
commonly assumed that they succeed.3 This burden would show up in the 
form of lower before-tax wages to reflect the employer’s share and in the 
form of lower after-tax wages to reflect the employee’s share of the tax! In 
our calculations, therefore, we included both of these shares in the 
average effective tax rate calculations (a total of 15.02 percent on wages 
under $45,000). 

We combined the federal income and payroll tax burdens of taxpayers 
with low AGIS. We found that EIC sharply reduced the combined average 
effective federal income and payroll tax rates for its recipients. This 
reduction in rates was more significant in the credit’s phase-in range, 
where the credit, in 1988, was equal to 14 percent of earned income. 

“Almost all occupations are covered by the payroll tax so that employees have few alternatives other 
than to be subject to the payroll tax. This fact forecloses nontaxed employment opportunities, thereby 
making it easier for employers to shift all or part of their share to the employees. Even if the tax is not 
completely shifted to workers, it is probably substantially shifted. 

%e employer’s nominal share of the tax burden was imputed as income to the low-income worker, 
For example, if a low-inccme worker had $10,000 in earned income, we imputed the payroll tax as 
amounting to $1,602 (employee and employer shares) and earned income as amounting to $10,761. 
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For all tax filers, the average combined effective tax rate began at 
13 percent for the lowest income group and rose slightly throughout the 
low- to moderate-income range (the solid line in figure 3.2). The credit 
lowers the effective tax rate for filers in the relevant AGI categories, with a 
larger effect on the lowest income groups (see the “all taxpayers” dashed 
line directly below the solid line in figure 3.2). 

For credit recipients, however, the credit substantially reduces average 
burden. In the lowest AGI group, the tax rate without the credit would have 
been about 14 percent, but the credit reduces it to 1.2 percent. The credit 
continues to offset the combined effect of these taxes as income rises. In 
the credit’s stationary range ($6,225 to $9,850), the average taxpayer would 
have paid an effective combined payroll and federal income tax rate of 
about 13 percent. With the credit, recipients paid an average effective rate 
of only 3.5 percent. 

The combined average effective tax rate of credit recipients in the 
phase-out range ($9,850 to $18,576) increased with earned income. 
Recipients in the beginning of the phase-out range had an average tax rate 
of 7.8 percent. Without the credit, they would have paid about 14 percent. 
Those recipients near the end of the credit’s phase-out range paid an 
average tax rate of 16.6 percent. Without the credit, their average rate 
would have been 17.3 percent. 
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Figure 3.2: Average Effective Income 
and Payroll lax Rates of lndlvlduals 
Before and After the EIC by Adjusted 
Gross Income, 1988 

Averagr effectlvr Income and payroll tax rater (percent) 

20.00 

Adjusted gross income range 

- Before credit, all taxpayers 

-9 After credit, all taxpayers 

~~~.~. Before credit, credit recipients 

- - - After credit, credit recipients 

Credit Reduces Effective EIC reduced the combined average federal income tax and payroll tax rates 8 
Tti Rate for Working Poor paid by the working poor and near poor. In 1988, working poor persons 

and Near Poor who qualified for and received EIC and who had incomes under the poverty 
line would have paid an average combined effective rate of 13.8 percent. 
The credit reduced this rate to 2.9 percent, almost ztn 80-percent reduction. 
The credit also reduced the tax burden of credit near-poor recipients who 
had incomes above the poverty level but below $20,000. In 1988, these 
recipients’ average rate was reduced from 16 percent to 12.4 percent, a 
22-percent reduction. 
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Six States’ Income Taxes In the six states we included in our review, state tax rate schedules only 
Minimally Affect Level and minimally affected the combined federal income and payroll average 

Progressivity of Overall effective tax rates of EIC recipients. Generally, state income tax policies 

Average Tax Rates did not change the effective rates for those in the credit’s phase-in range 
and only minimally changed rates for those in the stationary range. State 
income taxes generally increased the average effective rates by about 1 
percentage point for those in the credit’s phase-out range. 

To obtain a broader view of the progressivity of the tax structure facing 
credit recipients, we compared the average tax rates they faced before and 
after allowing for state income taxes. We compared average effective tax 
rates by AGI classes comparable to the three credit ranges. We computed 
average tax rates for residents of each of the six states in our analysis. We 
calculated the average tax rates for credit recipients only and included, in 
the first instance, federal income and calculated payroll taxes alone, and 
then federal taxes plus state income taxes. In the states we examined,5 we 
found the largest mean increase in tax rates was no more than 
1.13 percentage points (see table 3.3). Such small changes barely affected 
the level and progressivity of the combined tax structure. 

Table 3.3: State Income Taxes’ Effect 
on the Level and Progresslvity of 
Average Effective Income and Payroll 
lax fjatea Paid by EIC Reclplents In 
Six States, 1988 

Adjusted gross Income classes (1) 
Lessthan $6,225 

Mean of EIC recipients’ 
effective tax rates in all 

states 
Before After 

state tax state tax 
(2) (3) 

1.18% 1.18% 

Different 
columns 
(31-m (4) 

0.0% 

$6,225 - 9,850 3.73 3.86 0.13 

$9,850 - 12,000 7.96 8.29 0.33 

$12,000 - 14,000 11.70 12.45 0.75 
$14,000 - 16.000 13.69 14.65 0.96 b 

$16,000- 18,576 16.74 17.87 

Note: The six states are Arizona, California, Kansas, Maryland, Ohio, and Wisconsin. 

1.13 

Source: 1988 Individual SOI Data File, IRS Statistics of income Division; for definitions of state 
taxable income and marginal rates, Significant Features of Fiscal Federalism, 1989 edition, 
Advisory Commission on intergovernmental Helations, Washington, DC. 

“We calculated average effective tax rates (federal and state income taxes plus the payroll tax) for six 
states: Arizona, California, Kansas, Maryland, Ohio, and Wisconsin. A discussion of methodology and 
tax tables for each state are in appendix I. 
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While Average Tax 
Rates Measure 
Burden, Incentives 
Are Based on 
Marginal Tax Rates 

According to the economic theory of labor supply, the extent to which EIC 
will encourage or discourage work effort depends on the credit range in 
which a worker’s earnings place him or her, whether the worker perceives 
how the credit rate acts to subsidize or tax hourly wages, and the relative 
importance to the worker of leisure versus income. For example, 1988’s 
14-percent phase-in range credit rate in effect was equivalent to a negative 
marginal tax rate (an effective wage subsidy). That is, each additional hour 
of work ultimately reduces a tax liability or enlarges a refund. So, when 
offered overtime at a precredit rate of $3.00 an hour, a worker is 
effectively earning a postcredit $3.42 an hour, or $0.42 more than the 
offered wage rate. If a worker perceives that his or her effective hourly 
rate is now $3.42 an hour and believes an hour of leisure time is worth less 
than that amount, then the worker will be inclined to work more overtime 
hours than otherwise would have been the case without the credit. By 
contrast, had this same worker been earning, say, $7.50 an hour in the 
phase-out range where the marginal tax rate is a positive 10 percent, his or 
her postcredit hourly wage would have been $6.75 an hour, $0.75 less than 
the offered wage rate. In this case, the worker would be inclined to work 
fewer overtime hours or perhaps decline overtime altogether if leisure 
time was valued more than $6.75 an hour. Thus, a worker in the credit’s 
phase-out range is more likely to work fewer hours or decline additional 
work opportunities than if the worker had not qualified for the credit. 

By 1994, the wedge between pre- and postcredit wage rates was expected 
to be larger when the more liberal credit rate enacted by OBFU in 1990 was 
to become effective and, therefore, more workers were likely to perceive 
the difference between their pre- and postcredit wage rates. In 1994, the 
basic credit rate for a family with one child would have been 23 percent 
with a 16.43-percent phase-out credit rate. Using the same example but 
substituting 1994’s phase-in rate, the same low-income worker in the 
phase-in range would have a postcredit wage rate increase of $0.69 an b 

hour rather than $0.42 an hour he or she would have had in 1988. If the 
worker were in the phase-out range, the decrease in the postcredit wage 
rate would have been $1.23 rather than $0.75 in 1988. These widening 
differences in effective after-credit hourly wage rates on income will 
probably increase the size of the behavioral response. In addition, they 
may serve to heighten the awareness among low-income workers of how 
the credit rewards or penalizes work effort. 
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&edit Interacts With 
Federal Income and 
Payroll Tax Rates 

EIC phase-in and phase-out rates, federal marginal income tax rate 
brackets, and payroll tax rates interact to effectively create additional 
marginal tax brackets. For example, in 1988, the two income tax brackets 
(zero and 16 percent),6 the payroll tax rate, and three EIC ranges created a 
total of five different effective marginal tax rates as earned income rose 
from zero to the income level at which the credit disappears. The 
cumulative marginal tax rate rises continually over the ranges of income 
that qualify for the credit. After the credit’s income cap is reached, 
marginal tax rates fall because there is no longer a credit phase-out rate. 

EIC’S implicit subsidy7 and tax rates have the effect of decreasing, 
maintaining, and fin&y increasing marginal tax rates for EIC recipients 
when they are superimposed on the federal income and payroll tax 
structure. For example, take EIC as it was configured in 1988. Assuming 
earned income was equivalent to AGI, a couple filing a joint return with two 
dependents had a negative tax liability and hence an implicit negative 
marginal tax rate of 14 percent on earned income up to $6,225. However, 
their payroll tax rate was a constant 7.51 percent. (Notice we are assuming 
in this discussion that only the employee’s share of payroll taxes affects 
marginal tax rates. This assumption differs from the one made earlier in 
our discussion of tax burdens.*) Summing both implicit and explicit 
marginal rates yields a combined marginal rate of negative 6.49 percent on 
a married couple’s earned income up to $6,225 as shown in the last column 
of table 3.4. For the next income bracket, which encompasses earned 
income between $6,226 and $9,850 (the credit’s stationary range), the 
implicit marginal tax rate was zero as was the explicit marginal income tax 
rate, leaving only the positive payroll tax rate of 7.51 percent. Had the 
couple’s income been between $9,850 and $12,800, putting them in the 
credit’s phase-out range, their combined marginal tax rate would be 
17.61 percent as the credit’s lo-percent phase-out rate would be added to a 
their 7.51-percent payroll tax rate. 

When a married couple’s income rises sufficiently, the marginal tax rates 
change again. As earned income exceeds the $12,800 tax threshold but 
remains below $18,576 (the point at which the credit is completely phased 

@Ihe zero tax rate bracket refers to the implicit tax rate on tax filers whose standard deduction and 
personal exemptions together equal or exceed their AGIs. 

7The direct subsidy credit rate of 14 percent, in 1988, applicable in the credit’s phase-in range, can be 
thought of as a negative marginal income tax rate. 

% our earlier discussion, we assumed that over time the burden of the employer’s share of payroll 
taxes falls on workers by reducing before-tax wages. This effect is indirect and takes time while most 
of the marginal tax rates we are examining are explicit and take effect quickly. 
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out), the credit’s implicit lo-percent marginal tax rate and the explicit 
income tax’s E-percent marginal rate combined, along with payroll taxes, 
to create an effective marginal rate of 32.51 percent. The final effective 
marginal rate is incurred when the workers’ earned income (or AGI 

whichever is greater) exceeds $18,576, the maximum income qualifying for 
a credit. At that point, the implicit marginal credit rate is zero and the 
marginal income tax rate is the statutory 15 percent, so the combined 
marginal tax rate falls from 32.51 to 22.51 percent. In effect, the interaction 
of EIC and the federal income tax system converts two marginal income 
tax brackets into five brackets. 

Table 3.4: Cumulative Implicit and 
Explicit Marginal lax Rates by 
Adjusted Gross Income Ranges, 1988 Adjusted gross 

Income classes 

Federal Federal EIC Cumulatlve 
marginal tax payroll tax marginal marginal 

rate rate credit rate tax rate 
Less than $6,225 0.0 7.51 -14.0 -6.49 

$6,226 - 9,849 0.0 7.51 0.0 7.51 

$9,850 - 12,799 0.0 7.51 10.0 17.51 

$12,800 - 18,576 15.0 7.51 10.0 32.51 

$18,577 - 29,750 15.0 7.51 0.0 22.51 

Note: Marginal income tax rates were based on the assumption of a married couple filing a joint 
return, claiming two dependents, and taking a standard deduction. 

Source: For federal income tax rate brackets, payroll tax rate, EIC rates, U.S. Congress, House 
Committee on Ways and Means, Background Material and Data on Programs Within the 
Jurisdiction of the Committee on Ways and Means, 1992 edition, Washington, DC. 

St$e Marginal Income Tax Similarly, when state marginal income tax rates are added to federal 
Rakes Interact With EIC marginal rates-income, payroll, and implicit credit rates-the number of 

Rates and Federal Marginal marginal tax brackets increases as does the amount of tax liability. For 
A Income Tax Rates credit recipients in the phase-out range, who accounted for more than half 

of the recipients in the six states we analyzed, the phase-out rate boosted 
the combined income and payroll marginal rates from about 17.5 percent 
to about 37.5 percent for moderate low-income workers (those earning 
between $9,860 and $18,576 in 1988). So the phase-out rate, when viewed 
aa an implicit marginal tax rate, together with federal and state marginal 
tax rates can drive a substantial wedge between before- and after-tax wage 
rates. 

We combined the federal income and payroll taxes and state income taxes 
to create cumulative effective marginal income tax rates for married 
taxpayers, bike federal income taxes, the rates depend on an individual’s 
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or couple’s filing status and income tax base (most often based on federal 
AGI or federal taxable income). Table 3.6 shows the cumulative marginal 
tax rates, including the implicit credit rate, for married-joint filers with two 
dependent children in six states for 1988. 

In the six states, married EIC recipients ranged from just over one-third to 
nearly one-half of all low-income married taxpayers. Most of these 
recipients faced relatively high effective marginal rates because of the 
credit’s phase-out. For example, the combined marginal rate shown for 
Kansas joint returns in table 3.6 for filers with incomes beginning at 
$12,800 is 36.56 percent: the sum of the 15-percent federal marginal rate, 
the 7.61-percent employee payroll tax, a 4.05-percent state marginal rate, 
and the implicit lo-percent EIC phase-out rate. 

Table 3.5: Combined Federal, State, and Earned Income lmpllclt Tax Rates and Number of Rate Brackets for Married 
Low-Income Workers In SIX States, 1988 

Adlusted gross Income class 
Cumulative marglnal tax rates’ after EIC (percent) married joint return tax schedules 

Arizona California Kansas Marvland Ohio Wisconsin 
$0 - 6,225 -6.49 -6.49 -6.49 -6.49 -6.49 -6.49 

$6,226 - 9,849 7.51 7.51 7.51 7.51 7.51 7.51 

$9,850 - 10,799 19.51 17.51 17.51 17.51 17.51 17.51 

$10,800 - 12,799 20.51 17.51 17.51 17.51 18.25 22.41 

$12,800 - 13,899 36.51 32.51 36.56 34.51 33.25 37.41 

$13,900 - 15,773 36.51 32.51 36.56 35.51 33.25 37.41 

$15,774 - 18,576 37.51 32.51 36.56 37.51 34.0 37.41 

$18$77andabove 28.51 23.51 26.56 27.51 24.0 27.41 

Number of marginal rate bracketsb up 
to$17,576 9 5 4 8 6 5 

Percgntage of EIC returns to all married 
returds up to $18,576 

I, 
47.0 47.1 28.8 39.8 34.0 35.8 

%ombined marginal tax rates are the sum of federal and state income marginal tax rates and 
payroll tax of 7.51 percent and implicit EIC marginal rates. 

bFor presentation purposes, several state tax brackets were collapsed-Arizona had three 
additional brackets; California, two; Maryland, two; and Ohio, one. Marginal tax rates used in 
these brackets were those rates that applied to most of the income within the bracket. Rates rise 
further on incomes over $18,577. 

Source: For federal income tax rate brackets, payroll tax rate, the earned income credit rates, and 
state tax thresholds, see US. Congress, House Committee on Ways and Means, Back round 
Material and Data on Programs Within the Jurisdiction of the Committee on Ways an ,,* 
1992 edition: for applicable state income tax brackets and marginal rates, Signrfrcant Features of 
Fiscal Federalism, 1989 edition, Advisory Commission on Intergovernmental Helations, 
Washington, D.C. 
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The relatively high marginal rates for moderate low-income credit 
recipients mean that the wedge between pre- and post tax wage and salary 
rates becomes considerably more substantial and more likely to affect 
work effort decisions9 Using our earlier example, we can illustrate the 
potentially significant effect relatively high marginal tax rates could have 
on work effort choices. Assume, as before, a low-income worker in Kansas 
is offered overtime at time and half or $10.50 an hour. lo The post tax 
hourly wage is, in effect, $6.66 an hour [$10.50 x (1.00 - 0.3656)] after the 
cumulative marginal tax rate is applied. Without Kansas’ marginal tax rate, 
the implicit post tax hourly wage would have been $7.09 an hour rather 
than $6.66. Thus, our hypothetical moderate low-income worker sees his 
or her net after-tax hourly wage fall short of the offered wage rate by 
about 36 percent; before the state marginal rate was a factor, the wage 
reduction was 32 percent. For many moderate low-income workers, the 
increasing gap between before- and after-tax wage rates may serve to 
make it less attractive to substitute more work hours for leisure activities. 

EIC May Increase the Changes in wage rates are a key factor in a low-income worker’s decision 

Work Effort of Lowest 
to augment or curb his or her work effort. A wage rate increase sets in 
motion two contradictory behavioral impulses: the wage effect that 

Wage Workers but induces the worker to work more hours and the income effect that 

Reduces the Effort of increases the desire to spend more time on other nonwork activities or 

Other Recipients 
leisure. When a worker faces a change in wage rates, these contradictory 
behavioral impulses sort themselves out in terms of a decision to work 
more or fewer hours. 

How EIC creates wage and income effects can be illustrated by an example 
of a worker who receives the credit and whose earned income places him 
or her in the phase-in range. In the phase-in range, the refundable credit is 
14 percent of earned income. So a worker earning $3 an hour for a 40-hour 
work week will have earned a credit of $16.80 ($120 x .14) by the end of 
the week. Even a worker who chooses to receive the credit as a lump sum 
by waiting to fiie a tax return may be fully aware that the more hours he or 

Whether workers respond to a change in marginal income tax rates has been the topic of empirical 
labor economic research for many years. The research has generally found that an increase in marginal 
income tax rates reduces labor supply. The supply reductions take the form of reduced hours of work 
and a lowering of labor force participation rates. See Killingsworth (1983), pp. 36669. One study 
explicitly addressed the issue of whether workers correctly perceive their marginal income tax rates. 
This study found that workers appear to act as if they faced a marginal income tax rate equal to the 
one to which they were actually subjected. Ibid., p. 357. 

‘@This assumes the worker’s regular hourly wage is $7.00 and the worker works 2,000 hours a year. 
Thus the worker’s before-tax earnings are $14,000, which places him or her in the $13,900-t&16,773 
bracket in table 3.6. 
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she works, the larger the credit will be. To the extent this hypothesis is 
true, the worker will act as if he or she is earning $3.42 an hour rather than 
$3.00 an hour. Thus, to the extent qualified low-income workers perceive 
their effective postcredit wage rate to be greater than their precredit wage 
rate, they are induced to work more hours. This is because not working an 
extra hour has become more costly; each hour of leisure now costs $3.42 
in foregone income. On the other hand, because the anticipated credit 
increases expected income (the so-called income effect), it encourages a 
worker to want to consume more leisure time activities. l1 Whether the 
wage effect, which encourages work effort, dominates the income effect, 
which discourages work, or vice versa can only be known through 
evidence based on individual behavior. 

The preceding description of the way the credit interacts with low-income 
worker choices between work and leisure is oversimplified. The 
simplification about choices between work or leisure presumed that 
workers are free to vary their hours as they wish. However, in the labor 
market many, if not most, jobs have fixed minimum hours of work, usually 
36 or 40 hours per week. Thus, the choice of a worker who prefers to work 
less than 36 or 40 hours a week can be characterized as “take it or leave 
it.” Hence the choice to work more or fewer hours in response to 
qualifying for the credit appears to be limited. 

But such institutional arrangements do not preclude other adjustments to 
work activity. Before qualifying for the credit, a worker may view taking a 
second job as worth the sacrifice of foregoing leisure time. But after 
qualifying for the credit, the extra income the credit offers partly replaces 
the income the worker would lose if he or she were to quit the second job. 
A large enough credit, therefore, might cause the worker to quit the 
second job. 

Even primary jobs with fixed hours are subject to some adjustments, For 
example, absenteeism could rise despite fixed hours of work. Also, 
full-time workers may shift to pa&time jobs to get the leisure time they 
now prefer. And, over an extended period, workers can move to jobs that 
offer weekly work schedules more in keeping with their desired hours of 
work. 

“The phase-out of the credit has the same economic effect as a marginal income tax rate. The 
perception on the part of the worker that added work will increase income tax liability and therefore 
effectively reduce his or her wage rate applies to the perception of the credit as well. Whereas working 
more hours increases tax liability, it also reduces the tax credit and raises net tax liabilities for those 
credit recipients in the EIC phase-out range. Thus, in the phase-out range, both the wage and income 
effects are mutually reinforcing in that they tend to discourage work effort 

Page 46 GAO/GGD-93-145 Earned Income Tax Credit 



Chapter 3 
EIC Increasee Tax System’s Progresslvity 
While Probably Reducing Work Effort 

-.-..- ._..._ -- .____- 
The credit affects workers’ choices about the quantity of work and leisure 
time, including the decision about whether to participate in the workforce 
or not. Depending on individual preferences between work and leisure 
activities, the availability of higher after-credit wage rates for qualified 
workers in the credit’s phase-in range may induce some individuals to 
participate in the workforce if they have a strong enough preference for 
work over leisure. For example, a single female head of a family may find 
$3 an hour an inadequate incentive in light of transportation and child care 
expenses and foregoing part or all of any welfare allowance. But for some 
potential workers in this situation, an extra 16percent boost in the 
after-tax wage over the offered wage could prompt a decision to seek 
employment. 

Whether workers do perceive the credit as a reason to alter choices 
between work and leisure can only be established by observing worker 
responses to the credit or, barring that possibility, by inferring responses 
to the credit on the basis of responses to a government program that is 
similar to the EIC. The NIT experiments, carried out in the 197Os, focused on 
the work effort responses of low-income workers to a program that 
provided an income supplement that was phased out as a worker’s 
earnings increased. 

DeFign of the In the early 1970s the Department of Health and Human Services 
SeqttlelDenver NIT Income sponsored (SIMEYDIME), I2 the last and largest of several NIT experiments, to 

M$ntenance Experiment measure the disincentive effects of cash transfers on work effort. The 
experiment involved almost 5,000 families in Seattle and Denver. Families 
were randomly assigned to treatment groups (families receiving a 
guaranteed grant) and control groups, most for a 3-year period and some 
for a S-year period. In the treatment groups, participants were subject to 
either a 50- or 70-percent phase-out rate.13 For example, a family getting b 

the $4,800 guarantee in 1971, that is, the level of income provided when a 
family has no other income and is subject to the 50-percent phase-out, 
would have their grant reduced to zero at an income level of $9,600 
(guaranteed income/phase-out rate: $4,800/0.5 = $9,600). Members of the 
control group provided work and earnings histories to interviewers. 
Overall, SIWDIME revealed substantial labor supply responses: a 

12For a more complete account of the Seattle/Denver NIT experiment and the methodology we used to 
estimate labor supply responses to EIC, see appendix II. 

‘“Some families were assigned another set of phase-out rates that began at 70 and 80 percent. These 
high rates were applied to the first $1,000 of earned income and then reduced by 5 percentage points 
for each additional $1,000 of earned income. 

Page 47 GAO/GGD-93-145 Earned Income Tax Credit 



Chapter 8 
EIC Increases Tax System’s Progressivity 
While Probably Reducing Work Effort 

12.5percent reduction in annual hours worked for husbands, 23.4 percent 
for wives, and 20.7 percent for single female heads of household.14 

One reason for using the NIT experiment’s measures of work effort 
responses as an estimate of the work effort responses to the EIC is the 
design similarity in the phase-out of EIC and the NIT’S grant. As with the 
credit over the highest eligible income range, the NIT plans transfer 
amounts that are subject to phase-out as income increases. When the 
break-even income level is attained in the NIT version, the amount of the 
government transfer becomes zero. Similarly, in the phase-out range, the 
maximum EIC is reduced as earned income rises. Thus, in terms of 
influencing labor supply responses, the main economic facets of both are 
essentially the same: a tax credit in the EIC’S phase-out range and a transfer 
payment in the NIT plan (income effect) that is phased out (wage effect) as 
income increases. 

Apart from a design similarity, NIT experiments’ work effort or labor 
supply response measures should be germane because the experiments 
focused on low-income populations as does EIC. In the Seattle/Denver 
experiment, eligibility was limited to families with total earnings of less 
than $26,280 a year (in 1988 dollars) or, if both husband and wife were 
employed, earnings of $32,120 a year (in 1988 dollars). EIC, being 
somewhat more focused on low-income families, restricted the credit to 
earned incomes not exceeding $18,576 regardless of family size. Though 
the Seattle/Denver experiment allowed for the inclusion of more 
moderate-income families than did EIC in 1988, the main emphasis in the 
experiment was on working families with approximately the same 
earnings as EIC recipients. 

We believe the wage and income effects measured in the NIT studies are 
useful predictors of labor responses to EIC under certain assumptions. We b 

assumed the labor supply behavioral response of EIC recipients, in terms of 
changes in annual hours of work, would be proportional to that of NIT 

recipients who reacted to higher phase-out rates and changes in 
supplemental income. In addition, because NIT’S labor responses to 
phase-out rates and changes in transfer amounts were measured 
independently of the demographic characteristics of the NlT population in 
the Seattle/Denver studies, the NIT labor responses are still useful even if 
the demographics of these populations have changed. Also, the 

14Final Report of the Seattle-Denver Income Maintenance Experiment, Vol. 1, Part III, chapter 5, table 
3.12, (Washington, DC.: U.S. Government Printing Office, 1983). 
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Seattle/Denver labor response measures are more precise than other 
similar measures derived from nonexperimental labor supply studies.16 

However, labor supply responses to EIC are probably smaller than those 
measured in the NIT experiment because the links among income, the 
phase-out rate, and grant amount in the experiment was made clear to the 
treatment families while the link may not be as obvious to EIC recipients. 
Assigning the NIT wage effect measure of labor response to EIC recipients 
presumes that recipient low-income workers grasp the economic 
implication of the credit’s rules and relate them to their wage rate. In the 
case of the NIT experiment, this assumption was very reasonable. Families 
enrolled in the experiment were told about the guarantee level and the tax 
rate of the NIT plan to which they were assigned. Records were kept on 
income and assets on a monthly basis.i6 Thus, awareness was heightened 
concerning the links among the transfer payment, earned income, and the 
phase-out rate. Measured labor responses were, therefore, probably more 
definitive in the NIT experiment than they are likely to be under EIC rules. 

Those differences in institutional arrangements suggest that estimates of 
labor supply responses attributable to the credit, using the NIT studies’ 
measures of the wage and income effects, will probably overstate the true 
labor response of EIC recipients. Thus, our estimates of the labor response 
to the credit should be viewed as high-end estimates of the changes in 
annual hours of work induced by the credit. 

To use the NIT findings to estimate labor supply responses to EIC in 1988, a 
database that records the tax credit, hourly wages, and hours worked 
during the year was required. The Bureau of the Census’ March 1989 
Current Population Survey (CPS) contains data on 1988 household annual 
earnings, usual hours worked in a week, and number of weeks worked 
during the year. On the basis of reported earnings and dependents in the b 
households of primary families, the Bureau of the Census created a special 
file appended to each record that contained estimates of individual filing 
status, federal income tax, state income tax, and the EIC. Using that 
information and the average of the estimates from five studies of the wage 
and income effects attributable to SIMEXXME, we estimated the labor supply 
response of low-income workers to the 1988 EIC.17 

laFor a discussion of why the measurements of the wage and income effects estimated in these studies 
of the SIMJVDIME can be generalized to estimations of labor supply responses to EIC, see appendix II. 

%Jnal Report, p. 8. 

“The details of the methodology and the labor response estimating equation are described in appendix 
II. 
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1988 EIC Labor Supply We used the wage and income effect measures from five studies of the 
Responses Probably Were SIMJVDIME labor responses to estimate 1988 credit recipients’ labor supply 

Small Overall, Although responses. l8 Using the lowest and the highest of the five estimates from 

More Sizable for Particular these studies, we estimated that overall labor supply was probably 

Groups reduced by as few as 24 hours a year (1 percent of average annual hours of 
work) or as many as 34 hours (3 percent of average annual hours of work). 
Averaging the results of the five studies, shown in table 3.6, we estimated 
that overall labor supply was probably reduced by 26 hours, or 2 percent 
of average annual hours worked. lg 

We estimated that wives, on average, probably reduced their work hours 
by a somewhat greater amount than their husbands-four times the 
percentage change of their husbands. In general, the greater percentage 
reduction of work by wives was partly because in 1988 wives on average 
worked fewer hours than husbands, thus exaggerating the percentage 
change. On the other hand, single female heads of household probably had 
the smallest hourly reduction, about 24 hours per year on average. 

In the phase-in range hours worked probably increased by an average of 
4 percent-the 14-percent subsidy rate generated a positive wage effect 
that appeared to have outweighed the negative income effect of EIC. 

However, this was more than offset for the overall recipient population by 
the 3-percent decrease in hours worked by those in the stationary range 
and the 4-percent decrease by those in the phase-out range. 

The estimates in table 3.6 are meant to be suggestive of the possible labor 
responses to EIC as it was configured in 1988 with a phase-in rate of 
14 percent, a phase-out rate of 10 percent, and a maximum credit of $874. 
As discussed previously, the labor effects observed in the NIT experiment 
may have been more responsive to that cash transfer program because of 
the institutional arrangements used to monitor the program. With 

I, 

heightened awareness of how the phase-out tax rate affects the amount of 
the transfer or grant, the NIT recipients were probably better able to make 
informed choices concerning the value to them of overtime or additional 
part-time work relative to the value of leisure time. With this caveat in 
mind, it is fair to say that our measured labor response (overall a 

‘“F’ive were selected from the many studies of labor supply responses to SIMEYDIME. Appendix II 
discusses the criteria used for the selection of these studies. 

‘“Labor supply responses shown in tables 3.6 and 3.7 are the average of responses based on estimates 
of the wage and income effects developed in five studies of SIME/DIME. Details on methodology and 
high and low estimates of labor supply response by credit range and marital categories are in appendix 
II. 
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2. l-percent reduction in hours worked) probably somewhat overstates the 
actual response. 

Table 3.6: Estimated Labor Supply 
Response to EIC, 1988 

All recipients 

Estimated average change in annual hours worked 

Change in Percent Proportion of 
work hours change recipients 

-25.8 -2.1 100.0 

Bv credit ranm 

Phase-in 

Stationary 

10.8 4.1 22.6 

-26.2 -2.6 16.9 

Phase-out -39.3 -4.3 60.5 

By martial status 

Husbands 

Wives 

-24.6 -1.5 32.9 

-31.5 -6.5 22.5 

Single female heads of 
household -23.7 -0.3 44.6 

Source: Appendix II 

Projection of Labor Supply Our projection to 1994 shows a larger reduction in labor supply-not 
Responses to 1994 Shows surprising since the average credit, in constant 1991 dollars, is expected to 

Larger Labor Supply increase nearly 80 percent and average 9.4 percent of earned income (up 

Reductions from 6.3 percent in 1988).20 As table 3.7 shows, the overall average 
percentage reduction in the annual supply of labor is expected to rise from 
2.1 percent in 1988 to 3.6 percent in 1994. But as was the case with our 
1988 estimates, these 1994 projections are likely to be overstated. Again, 
the high and low estimates of five separate studies suggest that the 
probable range could be as high as 6 percent or as low as 1.5 percent. 
Since the 1994 projection was based on the assumption that everyone’s b 
earned income increases at the same rate, the pattern among the credit 
range and marital categories is similar to the 1988 labor supply effects 
estimates. Most notably, the largest reduction was in the working wives 
category. In that category, estimated labor supply reductions, on average, 
could rise from 1988’s 6.5 percent to 10.2 percent by 1994. 

20These projections are based on the 1994 rates established in OBRA 1990. They do not reflect the 
changes introduced in the 1993 legislation. 
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Table 3.7: Estimated Labor Supply 
Response to EIC, 1994 

All recipients 

Estimated average change in annual hours worked 
Change in Percent Proportlon of 

work hours change recipients 
-46.5 -3.6 1 00.0 

By credit range 

Phase-in 

Stationary 

18.6 6.4 22.5 

-47.7 -4.6 17.0 

Phase-out -70.4 -7.0 60.5 

Bv marital status 

Husbands 

Wives 

-45.5 -2.8 32.9 -- 
-57.7 -10.2 22.5 

Single females (heads of 
household1 -41.7 -0.8 44.5 

Source: Appendix II 

EIC Can Be Changed to 
Make It a More Effective 
Income Maintenance 
Program 

Within a policy framework of unchanged revenue costs, attempts to 
change EIC'S design to improve work incentives for some workers can only 
be achieved by weakening incentives for others. For example, raising the 
credit rate for workers in the phase-in range increases revenue costs; these 
,higher costs can be recaptured by raising EIC’S phase-out rate, but to do so 
makes work less appealing for recipients in the phase-out range. Similarly, 
a reduced phase-out rate, which might enhance the incentive to work for 
many, would need to be offset by a lower phase-in rate. Alternatively, to 
maintain revenue neutrality while raising the phase-in or lowering the 
phase-out rate, it might be necessary to change the income levels at which 
the phase-in or phase-out ends or where the phase-out starts. Such 
alterations further complicate the incentive effects of any change in the 
credit’s structure.21 Our projections for 1994 indicated that positive work I, 

incentives for the lowest income workers have been increased by the OBRA 

1990 changes but at the expense of an increase in the program’s cost and a 
reduction in work incentives for those in the phase-out range, which 
comprises the majority of credit recipients. 

While EIC has been effective at lowering the tax burden of qualifying 
workers, it has been less effective at raising those workers out of poverty22 

“For example, reducing the income level at which the phase-out starts means that more of the 
population will face a phase-out rate even though the rate is lower for the previous phase-out 
population. Other combinations can give different results. 

WC’s effect on the poverty rate is discussed earlier in this chapter. 
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and does not assist the large number of workers without dependents who 
do not qualify for the credit. Expanding either the scope of EIC to include 
more workers or increasing the amount of the EIC to make it a more 
effective antipoverty policy clearly would raise the overall cost of the 
program. 

Eliminating the requirement that a filing household have a qualifying child 
would give tax relief and work incentives to single individuals and married 
couples without children that parallel those currently given families with 
children. Although the rationale may be stronger for providing EIC to 
families with children given that these families face greater work-related 
expenses (especially for child care), low-income families without children 
must also pay payroll taxes and might respond to the work incentives of 
the credit. At the existing levels of credit, such a change would 
significantly increase the overall cost of the program. At the existing cost 
in foregone tax revenues and refundable credits, such a change would 
substantially reduce the amount of credit paid per family. 

Conclusions The net effect of EIC before 1990 was to make the overall federal tax 
system more progressive. The credit did this by offsetting in whole or in 
part the payroll tax burden of qualifying workers. Because of the credit’s 
structure, the offset was larger for lower income workers than for workers 
near the top of the qualifying income range. In 1990, Congress 
substantially increased the level of the credit. Between now and 1994, both 
the phase-in and phase-out rates will increase as will the overall amount of 
the credit. As a result, the overall progressivity of the federal tax system 
will be increased in the lower income ranges. 

Because the credit raises the income of recipients and also raises the 
effective tax rates of those in the phase-out range, it probably reduced the h 

incentive to work for those who perceived the phase-out as an effective 
income tax increase as well as those in the stationary range. Our estimates 
indicated that the 1990 changes, while increasing the work incentive for 
those in the phase-in range, will most likely magnify the overall reduction 
in hours worked due to EIC. This is because the majority of the recipients 
are in EIC’S stationary and phase-out ranges where the increased credit 
amounts and higher phase-out rates through 1994 reduce incentives to 
work. 
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-. 
For many years, EIC was the source of more mistakes than any other 
individual income tax provision. For example, for tax year 1988, an 
estimated one-third of the taxpayers who received the credit were not 
entitled to it. Filers claiming the wrong filing status were the most frequent 
source of error. Other problems arose from filers understating their 
income or incorrectly claiming dependents. IRS did not detect these 
mistakes in large part because the tax return or supporting documents did 
not contain sufficient information. 

Another set of problems arose from the fact that IRS had to make 
qualification determinations on the basis of incomplete information. This 
put IRS in the dilemma of either denying the credit to potentially eligible 
taxpayers or giving the credit to potentially ineligible taxpayers. Before tax 
year 1991, IRS adopted procedures that allowed most taxpayers to get the 
credit as long as their tax returns contained enough information to 
indicate that they may have been eligible for it. 

In 1990, OBRA eliminated some of the major obstacles that taxpayers faced 
in determining their eligibility for the credit and that IRS faced in 
administering the eligibility requirements for the basic credit. However, 
because it added two supplemental credits to the basic credit, OBRA 

created some additional complexity for IRS and taxpayers.’ IRS 

compounded these complexities for taxpayers by creating a complex 
schedule that taxpayers had to complete to get the credit. The primary 
reason for the schedule was to give IRS more assurance that the credit 
would be given only to eligible taxpayers. Ironically, the procedures it 
established to process the schedule can still allow ineligible taxpayers to 
receive the credit. Further, the procedures can hinder eligible taxpayers in 
requesting the credit or in getting the credit in a timely manner. 

IRS would have no need for these flawed procedures if it eliminated the 
1, 

requirement that taxpayers file the schedule to get the credit. In place of 
the schedule, IRS could modify the income tax return to capture the data 
needed to determine EIC eligibility. These modifications along with 
clarified tax return instructions would be likely to reduce the number of 
erroneous EIC payments. &so, certain erroneous EIC payments associated 
with nontaxable earned income could be avoided if information reporting 
was required. 

‘OBRA 1993 eliminated the young child and health insurance supplemental credit. 
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Chapter 4 
Some EIC Administrative Problems Have 
Been Berolved but Others Bemain 

Determining Credit 
Eligibility Has 
Consistently Posed 
Administrative 

The EIC eligibility requirements have always been diffkult for taxpayers to 

Problems for IRS 

comply with and for IRS to administer. Taxpayers had to correctly 
determine their income, filing status, and quaI.ifying dependents and 
accurately record this information on their tax returns. However, many 
taxpayers failed to do so. IRS’ tax year 1988 TCMP data show that of an 
estimated 10.4 million taxpayers who received the credit, as many as 
3.4 million taxpayers with credits totaling $1.8 billion could have been 
ineligible for it. Some of these filers erroneously received credits because 
IRS’ returns processing procedures were incapable of determining if the EIC 

eligibility information on returns was accurate. Others erroneously 
received credits because IRS established returns processing procedures 
that allowed taxpayers to get the credit when they did not provide all the 
EIC eligibility information on their returns and when taxpayers did not 
claim the credit. 

IRS’ Procedures Could In general, we found that IRS correctly followed its procedures and, based 
Only Find Miscalculations on tax return information, gave the proper credit amount to potentially 

and Inconsistencies eligible taxpayers. We estimate that IRS made errors in calculating the 
credit in about 1.7 percent of the 383,520 EIC claims represented by our 
sample casese2 However, IRS’ returns processing procedures could detect 
erroneous credits only when taxpayers miscalculated the credit or used 
inconsistent tax return data. Of the 12 million returns for tax year 1990 on 
which the credit was claimed, IRS’ returns processing procedures detected 
about 6 percent, or 668,000 returns, on which taxpayers had miscalculated 
their credits. These individuals were entitled to the credit but had either 
made a math error or entered the wrong credit amount from the EIC table. 

IRS also identified about 250,000 returns on which taxpayers claimed the 
credit but the return information indicated they were not entitled to it. For b 
example, before tax year 1991, only taxpayers who filed joint returns or 
filed as a qualifying widow(er) could get the credit for a foster child. Thus, 
if a taxpayer filed as head of household and claimed the credit for a foster 
child, IRS’ processing procedures could detect this inconsistency and deny 
the taxpayer the credit. 

aThe go-percent confidence interval for this estimate ranges from 1.0 to 2.4 percent. 
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IRS’ Procedures Were IRS’ returns processing procedures could not detect erroneous credits in 
Limited Because Important those cases in which taxpayers misrepresented or falsified EIC eligibility 

Certification Information information on their tax returns. For example, before OBRA, unmarried 

Was Not on the Return taxpayers with children had to file as head of household or qualifying 
widow(er) with dependent child to get the credit. To qualify as a head of 
household, a taxpayer had to provide over one-half the costs of 
maintaining a household; a qualifying widow(er) had to provide over half 
the support of the dependent child. If taxpayers did not meet the support 
requirement but still claimed the head of household filing status, IRS could 
not detect these errors when processing tax returns. Similarly, erroneous 
EIC claims that were based on ineligible dependents could not be detected 
when returns were processed. The only way IRS could detect EIC payments 
that were based on inaccurate return information was to audit the 
taxpayer’s return. 

In Many Ambiguous Cases, IRS also could not determine whether taxpayers who claimed the credit 
IRS Gave Filer Benefit of were eligible for it when they did not provide complete EIC eligibility 

the Doubt information on their returns, such as the relationship of the child or length 
of time the child resided with the taxpayer. These situations posed a 
dilemma for IRS. IRS could either assume that the taxpayers were entitled to 
the credit or it could deny the credit and correspond with the taxpayers 
for the missing information. If IRS granted the credit on the basis of 
incomplete information, it had no assurance that the taxpayers were 
entitled to it. On the other hand, if IRS denied the credit and corresponded 
with the taxpayers for the missing information, refunds would have been 
delayed or some eligible taxpayers may not have responded to IRS and 
would not have received the credit. 

Faced with this dilemma, IRS adopted returns processing procedures that b 
allowed most taxpayers who claimed the credit to get it even though they 
did not provide all the necessary eligibility information on their returns. 
Table 4.1 summarizes the criteria IRS used to manually process returns on 
which the taxpayer claimed EIC but had incomplete EIC eligibility 
information. 
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fable 4.1: IRS Criteria for Qrantlng EIC 
Based on Completeness of Tax Return 
Information 

If the flllng status was 
Married filing joint 

Head of household 

Qualifying widow(er) 

Source: IRS. 

And the number 
of months the And the 
child lived with relationship of Then grant 
the taxpayer was the child was also EIC? 
Blank Blank Yes 
6 or more Blank Yes 
Less than 6 Any or blank No 
Less than 12 Foster child No 
Blank Foster child Correspond 

Blank Blank Yes 
6 or more Blank Yes 
Less than 6 Any or blank No 
Any or blank Foster child No 

Blank Blank Yes 
12 Any or blank Yes 
Less than 12 Any or blank No 
Blarlk Foster child Correspond 

As shown in the table, if a taxpayer failed to provide information on the 
number of months the child resided with the taxpayer or the relationship 
of the child to the taxpayer, IRS would still grant the credit. We estimated 
that in about 21 percent, or about 81,600, of the 383,520 EIC claims for tax 
year 1989 represented by our sample cases, the credit was granted even 
though the returns had incomplete EIC eligibility information3 

IRS was faced with a similar dilemma when taxpayers did not claim the 
credit but appeared to qualify for it on the basis of the income, filing 
status, and dependency information on their returns. IRS adopted returns 
processing procedures to give these taxpayers the credit, instead of just 
informing them that they might be eligible for the credit. For tax year 1990, 
IRS gave the credit to about 564,000 taxpayers who did not claim it. IRS does b 
not have data on how many of these taxpayers were actually entitled to 
the credit. However, our analysis of IRS' tax year 1988 TCMP database 
showed that about 3’7 percent of the taxpayers who got the credit because 
IRS calculated it for them were not entitled to it.* Our analysis of this TCMP 
database also showed that 32 percent of the taxpayers who calculated 
their own credit were not entitled to it6 

me S&percent confidence interval for this estimate ranged from 18 to 24 percent. 

The g&percent confidence interval for this estimate ranged from 23 to 61 percent. 

The g&percent confidence interval for this esitmate ranged from 29 to 36 percent. 
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OBRA Resolved Some OBRA replaced some of the complicated eligibility requirements with a 

Administrative 
straightforward, three-part test for determining if taxpayers were entitled 
to the credit on the basis of the relationship, residence, and age of the 

Problems, but Created child. These changes made it easier for IRS to determine if taxpayers were 

Others eligible for the credit. OBRA complicated EIC administration, however, by 
increasing the credit for households with more than one child and 
establishing two new supplemental credits for (1) households with 
children under 1 year old and (2) households that purchase health 
insurance for a qualifying child. 

OBRA also introduced complicated rules to ensure taxpayers do not use 
more than one tax credit or deduction for the same expense or purpose. 
These changes also made it more difficult for taxpayers to calculate their 
credit and for IRS to administer the credit. In addition, to increase the 
likelihood that only eligible taxpayers received the credit, IRS introduced a 
separate schedule that EIC applicants were to fill out. This form, which 
asked for some information that is not on the tax return, made applying 
for the credit more difficult for taxpayers. 

. 1 - - -1 - - - -  

Some Administrative 
Problems Were Resolved 
by OBRA 1990 

OBRA 1990 resolved the major administrative problems associated with the 
complicated filing status and dependency determinations. It introduced a 
three-part test for establishing EIC eligibility that is based on the 
relationship of the child to the taxpayer, the length of time the child lived 
with the taxpayer, and the child’s age. The OBRA changes made it easier for 
IRS to administer the basic credit because there are no longer different 
eligibility rules for different filing statuses. Taxpayers are entitled to the 
credit as long as they meet the income requirements, have a qualifying 
child, and do not use the married filing separately filing status. Table 4.2 
shows the differences between the credit requirements before and after 
the 1990 law change. l 
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Table 4.2: Differences Between the Pre-OBRA 1990 and OBRA 1990 EIC Requirements 
EIC Requirements Pre-OBRA OBRA 
Filing status of taxpayer Married filing joint head of household qualifying 

widow(er). 
Any filing status except married filing separate. 

--.--- 
Definition of child Can be (1) son, daughter, stepchild, adopted Can be son, daughter, stepchild, adopted child, 

child, or grandchild; (2) foster child except if grandchild, or foster child. 
taxpayer is head of household. .-.~ 

Dependency status of child In most cases, child must be dependent of the In most cases, the child does not have to be 
taxpayer. Child does not have to be dependent if claimed as a dependent by the taxpayer. 
child is unmarried and taxpayer is head of 
household. .-.-- 

Age of child Child can be any age. Child must be (1) under age 19, or (2) under age 
24 and a full-time student, or (3) any age if 
permanently disabled. 

Residence of child Child must live in taxpayer’s main home in United Same as pre-OBRA except that qualifying 
States for (1) more than 6 months, or (2) 12 months widow(er) is treated the same as the other filing 
if a foster child, or (3) 12 months for any child statuses, 
claimed by a qualifying widow(er). 

OBRA substantially reduced the importance of filing status in determining 
EIC eligibility by allowing unmarried parents who did not qualify for head 
of household filing status to get the credit. Therefore, even if taxpayers 
inappropriately claimed the head of household filing status they would still 
be allowed the credit as long as they had a qualifying child. Because this 
issue was the largest source of taxpayer errors in the pre-oBnA period, the 
change should substantially reduce the number of erroneous EIC claims. 
IRS’ tax year 1988 TCMP data show that an estimated 2.0 million, or 
69 percent, of the 3.4 million taxpayers who got the credit but were not 
entitled to it had inappropriately claimed head of household rather than 
single filing status. 

OBRA also eliminated some of the administrative problems relating to EIC 
dependency determinations. For example, before OBRA, only taxpayers b 

who filed a joint return or filed as a surviving widow(er) could get the 
credit for a foster child. Under OBFU, a taxpayer whose filing status is not 
married-filing separately can claim a foster child as a qualifying child. 
Similarly, under OBRA, a surviving widow or widower can get the credit if 
the qualifying foster child resides with the taxpayer for 12 months. Before 
OBRA, the taxpayer also had to provide more than half the child’s support 
for the tax year. 

Administrative Problems Some OBRA 1990 changes made credit determinations more difficult for 
Created by OBRA both IRS and taxpayers. EIC administration was complicated when OBRA 
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related the basic credit to family size-one credit amount is given for 
households with one child, and a larger amount is given for households 
with more than one child. This change required IRS to manually review the 
return to see if more than one child qualified in those cases in which the 
taxpayer claimed more than one child. Also, the table for the basic credit 
has two columns-one for households with one qualifying child and the 
other for households with more than one child-which increases the 
possibility for taxpayer error in determining the basic credit. 

Similarly, the additional credit given for children under 1 year old 
complicated EIC administration because it is tied to the dependent care 
credit. If the supplemental young child credit is claimed, the dependent 
care credit for that child may not be claimed. Also, if the taxpayer received 
employer-provided dependent care expense and claimed the supplemental 
young child credit, the exclusion for employer-provided dependent care 
may not be claimed. These changes required IRS to establish returns 
processing procedures to manually verify that taxpayers did not claim 
both the supplemental credit for a child under the age of 1 and the 
dependent care credit for the same child. The supplemental young child 
credit also placed a burden on taxpayers to determine which credit was 
more beneficial to them. 

The addition of the supplemental health care credit created other 
administrative problems. IRS needs to know how much the taxpayer paid 
for health insurance premiums that went toward covering a qualifying 
child, because the credit is limited by that amount. The supplemental 
health insurance credit caused further complications because it was tied 
to taxpayers’ deductions for medical expenses and to the health insurance 
deduction for self-employed taxpayers. If the taxpayer claims the health 
insurance credit and also itemizes, deductible medical expenses must be 
reduced by the amount of the health insurance credit. If the taxpayer is I, 
self-employed and is claiming the health insurance deduction, the amount 
of the premium eligible for that deduction must be reduced by the amount 
of the health insurance credit. IRS had to develop returns processing 
procedures to determine if taxpayers correctly handled these health 
insurance interactions. 

IRS’ Actions to Implement 
OrjRA Created Problems 
for Taxpayers 

To deal with OBRA 1990 requirements and to ensure that only eligible 
taxpayers received the credit, IRS developed a separate 
schedule-Schedule NC-that taxpayers are required to submit with their 
returns. Before OBRA, taxpayers calculated the credit on a worksheet that 
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was included in the instructions to the credit. Taxpayers did not have to 
submit the worksheet with their returns. 

We believe Schedule EIC is complex. It consists of four parts. The first part 
describes the qualifications for the credit, including a definition of a 
qualifying child. The second part asks for information on the two youngest 
qualifying children. This information includes name, year of birth, Social 
Security number, relationship of the child to the taxpayer, and the number 
of months the child lived with the taxpayer. The third part is for those 
taxpayers who want IRS to calculate their credits for them. It asks for 
information on nontaxable earned income and the amount of health 
insurance premiums paid. The fourth part is for those taxpayers who want 
to calculate the credits for themselves. This part consists of calculations of 
earned income, AGI, and the credit amounts from three different tables. 
The schedule is reprinted in appendix III. 

Returns Processing 
Procedures May Still 
Allow Inaccurate EIC 
Determinations to Be 
Made 

Even after the changes introduced by OBRA 1990, IRS still has no assurance 
that all eligible but only eligible people receive the credit. Most taxpayers 
who submitted incomplete information on their qualifying dependents still 
get the credit. Thus, even with Schedule EIC, the potentialstill exists that 
IRS allows ineligible taxpayers to receive the credit. It is important for IRS 
to be assured of eligibility at the returns processing stage, because it is 
rarely cost-effective for IRS to pursue cases in which the credit has been 
granted erroneously given the small amounts involved. On the other hand, 
the procedures can prevent potentially eligible taxpayers from receiving 
the credit or from receiving it promptly. Clearer taxpayer instructions 
could help ensure that taxpayers provide the necessary information for IRS 
to determine if they are eligible for the credit. 

Procedures May Allow 
Ineligible Taxpayers to 
Recteive the Credit 

h 
Similar to its pre-onm 1990 processing procedures, IRS has given the credit 
even though the taxpayer’s Schedule EIC did not contain information on 
the three essential factors for EIC eligibility-(l) the relationship of the 
child to the taxpayer, (2) the number of months the child lived with the 
taxpayer, and (3) the age of the child. 

Table 4.3 shows the situations in which IRS gave the credit based on 
incomplete information. Thus, if the taxpayer submitted the schedule, that 
appeared to be enough for IRS to give the credit even if important 
information was omitted. 
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Table 4.3: IRS Criteria for Wanting EIC 
Based on the Completeness of 
Schedule EIC lnformatlon 

And the 
months child And the child 

If the lived with And the age of Is student/ 
relatlonshlp Is 

Then grant 
taxpayer Is the child Is disabled EIC? 

Son, daughter, 6to12 Less than 19 Blank Yes 
stepchild, 6to12 19to24 Yes Yes 
adopted child, or 6 to 12 19to24 

I24 
No 

grandchild 0 to 5 Any or blank No 
Blank Less than 19 Blank Y0S 
Blank 19to24 Yes Y0S 
Blank 19to24 Blank No 
Blank Blank Blank Yes 

Foster child 12 Less than 19 N/A Yf3S 
12 19to24 Yes Yes 
12 19 to 24 Blank Correspond 
oto 11 Any or blank N/A No 
Blank Any or blank Any Correspond 

Blank 6to12 Less than 19 Blank Yes 
6to12 19 to 24 Yes Yes 
6to 12 19to24 Blank No 
0 to 5 Any or blank Any No 
Blank Less than 19 Blank Yes 
Blank 19to24 Yes Yes 
Blank 19to24 Blank No 
Blank Blank Blank Yes 

Source: IRS. 

IRS asks taxpayers to provide the information (Le., name, year of birth, 
Social Security number, relationship of child, number of months child 
lived with taxpayer) on qualifying children. However, the instructions do 
not make clear that this information is essential if IRS is to make proper 
credit determinations. To help ensure that only eligible taxpayers receive 
the credit, IRS needs to specifically state in its tax return instructions that 
these data are necessary to get the credit. If some taxpayers still fail to b 
provide complete information, even after IRS makes the importance of this 
information very clear to them, IRS should consider corresponding with 
them to obtain the missing data rather than simply granting the credit6 

% our September 1991 testimony, The New Earned Income Credit Form Is Complex and May Not Be 
Needed (GAOPT-GGD-91-68), we stated that IRS should give the credit on the basis of return 
i&%&ion without corresponding with taxpayers. This was meant as an interim solution to perceived 
complexities introduced by the new law and new schedule. However, IRS does need accurate and 
complete information to do its job properly. 
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Procedures Prevent IRS has returns processing procedures that may prevent and certainly delay 
Taxpayers From Receiving giving the credit to filers who claimed it, but failed to send in Schedule EIC 

the Credit or Receiving It with their returns. In these cases, IRS sent the return back to the taxpayer 

Promptly with a letter that told the taxpayer to file the schedule with the tax return 
if she or he wanted the credit. IRS’ rationale for this procedure was that it 
needed all EIC eligibility information to ensure that eligible taxpayers 
received the full amount of the credit to which they were entitled. To give 
these taxpayers the basic credit without this information would have 
resulted in many taxpayers receiving either too little or too much credit. 
Further, IRS stated that if many of these taxpayers were entitled to more 
than the basic credit it would be costly to handle requests for the 
additional credits7 

During the 1992 filing season, IRS used procedures that were similar to its 
pre-OBRA processing procedures. IRS gave the basic credit to taxpayers who 
did not claim it but who appeared to qualify for it on the basis of their tax 
return information. In these cases, IRS calculated the basic credit and 
corresponded with the taxpayer for additional information on the 
taxpayer’s eligibility for the supplemental credits. However, in the 1993 
filing season, IRS changed its procedures so that no one receives even the 
basic credit without submitting Schedule EIC. IRS corresponded with 
taxpayers who appeared to be eligible but did not claim the credit. 

Rather than insist on taxpayers submitting the schedule before they are 
considered for the credit, IRS could alter the tax return so that it contains 
enough information to allow a determination regarding at least the basic 
credit. While IRS constructed its complicated Schedule EIC to provide 
information useful for administering the credit that was not requested on 
the tax return, we question whether a separate schedule is really needed. 
Filers already provide most of EIC qualifying information in the exemption 
section of Forms 1040 and 104OA. The child’s name, Social Security b 
number, relationship, and length of residency are required by Schedule EIC 

for a qualifying child and by Forms 1040 and 104OA for a dependent child. 
The only data asked for on Schedule EIC not currently required on the tax 
return are the child’s date of birth and, if the child was born before 1974, 
whether the child was a student under the age of 24 or was disabled. The 
exemption section of Form 1040 or 1040A could be modified to capture 
this information. 

?IRS estimated that it would need 18 additional staff years for every 1 million returns for which it had 
to calculate the basic credit and send taxpayers notices explaining that they may be entitled to the 
supplemental credits. IRS also estimated that it would need an additional 158 staff years for every 
1 million requests it received for the supplemental credits. 
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We give an example of how this might be done in figure 4.1. The top part 
shows the current exemption section on a Form 1040. The second part is 
derived from Schedule EIC. It shows that with very minor modifications, all 
of the relevant information can be included in one place. 

Ex8mptions 
(See page 12.) 

6a 0 Younl. II your parent (or someone elsa) cm clblm you as a dcwdenI on hrs or hw tax No. al bow: 
rewrn. do not check box 60. But be sure to check the box on line 33b on page 2 chsc&al 0s 0s . 

wd m 
b 

0 
No. 01 your 
ChNdnn M L 
who: 

0 lloDd Wllk you - 
If more than SIX 
depsncients. 
see page 13. 

d If your child d16n’t IIVO wrlh you but IS claimed as your dependent Under a pro-1995 aarmmenl. chectt here 

Exemptions 
60 q Youmll. If your prnt (or borneono l hw) can claim ycu 88 a dependent on hla or her tax NO.dbaa 

return. do not ohack box 6a. But be aura lo check the box on llns 23b on page 2 . clwck4da00 
Indeb 

(See p&age 12.) 

If more than SIX 
dependents. 
me paga 13. 

b NO. ti “our 
dIpwdwlI on Ic 
who: 
l Nwdwhh~au - 

l dldn’l Ilw wllh 
ywdwto 
dlvww 01 
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NO. ~4 olwr 

domndwhnec - 
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d It your UIM dkh’t IW with you but Is olalmed es ycur Cpendent under a pro-19BJ rpraement. chef% hem tlumdon 
l Tolal numbarol exemptions clalrned , I . . . . . Uwrlbon b cl 

‘igure 4.1: Existlng and Proposed Dependent Information 
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There are other reasons, unrelated to determining EIC qualifications, to 
have this additional information on Forms 1040 and 1040A. The age and 
student status requirements for determining whether a child can earn 
more than $2,300 and still be claimed as a dependent for tax exemption 
purposes are the same as the requirements for the credit. Therefore, if IRS 

added this information to the tax return, it could better verify the 
exemption claims of all taxpayers.* IRS’ tax year 1988 TCMP data show that 
erroneous exemptions are a major tax compliance problem-over 
$13 billion in exemptions for about 6.7 million children were improperly 
claimed. 

One other modification would have to be made to the filing status sections 
of Forms 1040 and 1040A tax returns so they can be used in place of 
Schedule EIC. Since some taxpayers-primarily single parents-can get the 
credit for children they cannot claim as dependents, the filing status lines 
of the return would have to be modified so that taxpayers can record EIC 
qualifying information on the line. 

Erroneous EIC 
Payments Can Be 
Reduced and More 
Can Be Done to Give 
EIC to Qualified 
Taxpayers 

Prbposed Changes in 
Rqporting Nontaxable 
Etined Income Can 
Prevent Erroneous Credit 
Payments 

Paradoxically, IRS lacks information on certain types of income it needs to 
prevent granting erroneous EIC claims, but at the same time it does not use 
all the information it has to ensure that all eligible taxpayers receive the 
credit. For example, IRS considers nontaxable earned income, such as 
military housing allowances, to be earned income for EIC purposes. 
However, much of this income is not reported to recipients or to IRS. As a 
result, erroneous credits are given to taxpayers because they do not 
include this income in their EIC calculations. On the other hand, IRS has 
income information on potentially eligible EIC recipients who do not file 
tax returns, but IRS does not let all of these individuals know that they may 
be entitled to the credit. 

Determining the amount of income that should be included in calculating 
the credit poses a problem for taxpayers and IRS. For EIC purposes, earned 
income includes not only taxable income such as wages and 
self-employment income, but also nontaxable earned income. Examples of 
nontaxable earned income include voluntary salary deferrals and housing 
and subsistence allowances received by military personnel. Nontaxable 
income is not required to be reported on tax returns, but certain types, 
such as salary deferrals, are reported on Form W-2. However, military 

*We discussed this issue in Tax Administration: Erroneous Dependent and Filing Status Claims 
(GAO/GGD-93-60, Mar. 19,1993). 
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housing and subsistence allowances, the most dominant type of 
nontaxable earned income received by low-income taxpayers, are not 
required to be reported on Form W-2. Nontaxable earned income 
determinations are difficult for taxpayers to make if they are not shown on 
Form W-2. 

Schedule EIC has a line for reporting nontaxable earned income. Before tax 
year 1991, taxpayers who included nontaxable earned income in their 
credit calculations were supposed to write “NEI” on the EIC line of the 
return to indicate that they had this type of income. This was necessary 
because including NEI would lower the credit for filers in the credit’s 
phase-out range. If filers did not make this notation on the return and the 
Form W-2 did not show any nontaxable earned income, IRS would not 
know why the credit calculated by the taxpayer was lower than the credit 
calculated on the basis of the information available to IRS. As a result, IRS 
would assume that the taxpayer had made an error in determining the 
credit and would recalculate it on the basis of the earned income shown 
on the return. 

When processing returns, IRS cannot detect cases where taxpayers do not 
include their NEI in their EIC calculations. IRS can detect cases where this 
income is reported on Form W-2 in its underreporter program, which 
computer-matches the income on these forms to income on tax returns. 
However, IRS cannot detect cases where nontaxable income, such as 
military housing and subsistence allowances, is not reported on Form W-2. 
The amount of revenue lost because of this could be substantial. For 
example, a study conducted by the Department of Defense in cooperation 
with IRS found that of the 250,300 military members who claimed the credit 
in 1989 about 56 percent, or over 139,800 members, were ineligible for the 
credit when their housing and subsistence allowances were included in 
the credit calculation. These ineligible individuals received credits totaling b 
$41 million. The study also found that another 98,670 military members 
received $42 million in excess EIC payments when the value of their 
housing and subsistence allowances were used to calculate the credit. 

Both IRS and the Department of Defense recognized this compliance 
problem and have proposed legislation that would require the military to 
report this information on its members’ Forms W-2 and allow a simplified 
method of calculating the value of housing and subsistence allowances. 
These latter changes are needed because calculating the fair market value 
of support given people who reside in military-provided base housing is 
complex. Reporting such NEI on Form W-2 is important both for taxpayers 
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to compute their credit and for IRS to ensure that ineligible taxpayers do 
not receive the credit. Also, these changes would reduce the need for 
Schedule EIC. 

IRS Needs to Do More to 
Ensure All Eligible 
Taxpayers Get EIC 

Because OBFU made major changes to EIC, IRS embarked on new outreach 
programs to inform potential recipients about these changes. These efforts 
included publicizing the credit through tax seminars and distributing 
brochures and handouts at conventions of social welfare professionals and 
others concerned with those potentially eligible for the credits. IRS also 

used these groups as an integral part of its information and outreach 
program. Besides dealing through these intermediaries, IRS developed 
news releases, fact sheets, posters, and other materials for getting the 
word out on the new credits directly to the public. 

We believe that IRS’ outreach efforts are commendable. However, IRS could 
do more to target specific low-income workers to inform them of the 
credit. IRS' TCMP data show that about 7 percent of taxpayers who filed 
delinquent returns for tax year 1988 after being notified were entitled to 
the credit0 Many eligible families who do not incur any tax liability are not 
required to file tax returns and, since most have no income taxes withheld, 
they see no reason to file. Yet these individuals are eligible for the credit, 
and if they filed a return they would get the credit in the form of a refund 
check. 

One way IRS can reach these individuals directly is to use the income 
information it has on nonfilers. For example, IRS has information returns, 
such as Form W-Z wage statements, on almost 5 million people who failed 
to file a 1989 tax return. About 2.7 million of these nonfiiers are pursued at 
service centers through IRS’ nonfiler program. They are initially sent 
delinquency notices requesting them to file their tax returns. Many of the I, 
remaining 2.3 million have an obligation to file but, because of their low 
income, they owe no tax. They receive a reminder to file notice that is a 
brief description of who must file a return. As of this year, this notice 
contains a detailed description of EIC and the eligibility requirements for 
the credit. However, IRS sends these notices only to nonfilers with incomes 
that appear higher than the filing threshold of a single individual ($5,900 in 
tax year 1992). IRS should consider sending a similar notice to those with 
earned incomes below this threshold, stressing the need to file to receive 
EIC. 

OIn addition to the TCMP data file based on data collected from returns, IRS maintains another TCMP 
data file consisting of nonfilers. Notification to taxpayers of failure to file and delinquent return data 
are tallied in this data file. 
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Many Administration 
and Compliance 
Problems Can Be 
Eliminated by 
Legislative Changes 

While IRS can improve its procedures to ensure better compliance with 
existing law, both compliance and administration could be eased with 
some legislative changes. One important change would be to eliminate the 
interactions introduced by the 1990 law. Another would be to eliminate the 
current distinctions between a qualifying child and a dependent. Because 
these changes may increase the number of qualifying workers, there may 
be some small revenue cost. 

Interactions Increase 
Credit’s Complexity but 
Have Little Revenue 
Impact 

Hating All EIC Information 
on bhe Tax Return Can 
Reguce Problems but 
So$ne Concerns Remain 

Some of the most complicated features of the OBRA requirements are the 
interactions associated with the young child credit and dependent care 
credit and the interaction between the health insurance credit and the 
deductions for medical expenses. Last year’s tax bill, vetoed by the 
President, would have eliminated the interactions. It would have repealed 
the three provisions that are the source of complex calculations. The first 
two provisions reduce the allowable deduction for health insurance 
premiums by the amount of the health insurance credit. These deductions 
could be part of the medical expense deduction or, for the self-employed, 
part of the health insurance deduction. The third provision to be repealed 
does not currently allow taxpayers to exclude employer-provided 
dependent care expenses from taxable income if they claim the 
supplemental young child credit component of EIC. 

According to the staff of the Joint Committee on Taxation, if these 
interactions were eliminated the total revenue loss would be about 
$80 million over a 5-year period. The Department of the Treasury 
estimated that no taxpayer’s EIC would be reduced by more than $3.71 
were the revenue loss offset by reducing basic credit rates. 

The recently enacted OBRA 1993 (H.R. 2264) eliminates the health 
insurance and young child credit entirely. As a result, the complications 
arising from the interactions are no longer relevant. 

Most of the problems that arose before 1990 and that can be expected to 
arise subsequently came about because IRS does not capture enough 
information on the return to make an accurate EIC determination. If either 
more information is requested on the return or the qualifying information 
is limited to items that can reasonably be included on a return, many 
problems would go away. However, even if all relevant information is on a 
return, it is not readily verifiable. One movement in the direction of 
verifiability is to include more information on the W-2. Because refunds 
are paid out long before W-2 information returns are matched to tax 
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returns, however, the potential for noncompliance remains. As a result, 
until and unless IRS has the ability to match W-2 information with the 
incoming tax return, IRS will not be able to ensure that the credit goes to 
all eligible but only to eligible individuals. 

Conclusions Before OBRA, about a third of the taxpayers who received the credit were 
not entitled to it. This occurred because the EIC eligibility requirements 
were too complex for taxpayers and IRS did not have returns processing 
procedures to detect erroneous credits. OBRA resolved miljor EIC 
administrative problems by eliminating complicated filing status and 
dependency requirements and replacing them with a three-part test for 
determining a qualifying child. However, OBRA created other complexities 
for both IRS and taxpayers by adding two supplemental credits. 

To handle the new EIC components and to ensure that only eligible 
taxpayers received the credit, IRS required that taxpayers file Schedule EIC 
to claim the credit. This schedule and IRS’ procedures for processing it 
could prevent eligible taxpayers from receiving the credit, while at the 
same time allowing ineligible taxpayers to get the credit. For example, IRS’ 
practice of requiring the schedule if a taxpayer claimed the credit but 
giving the credit even if all three child eligibility determinants were blank 
is clearly a case of form over substance. 

Schedule EIC is not needed for IRS to effectively administer the credit. IRS 
could modify the exemption section of the tax return to collect the 
information it needs to determine EIC eligibility, such as the child’s age. If 
IRS modifies the exemption section of the tax return, it could eliminate 
some of its current returns processing procedures that hinder eligible 
taxpayers from receiving the credit in a timely fashion. IRS also needs to 
clarify its instructions to taxpayers on the need to provide EIC eligibility b 
information on their returns so that IRS can better determine if taxpayers 
are entitled to the credit. 

If IRS does not modify the exemption section of the return and continues to 
require Schedule EIC, IRS needs to change its returns processing procedures 
so that all taxpayers receive consistent treatment. For example, if the 
credit continues to be given on the basis of incomplete Schedule EIC 
information, then to be consistent the credit should be given to taxpayers 
who do not file the schedule but appear to qualify for the credit on the 
basis of the exemption section of the return. Such a procedure would also 
address the timing difference that now results when taxpayers submit the 
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schedule only after IRS corresponds with them. They receive the credit late 
even though their tax returns may have contained sufficient information. 

Eliminating NEI as a consideration in calculating the credit would eliminate 
some of IRS’ problems in administering the credit, although the cost of the 
credit would rise somewhat. Alternatively, to ensure that military 
personnel include NEI they receive for housing and subsistence in their EIC 
calculations, legislative action is needed to require that the military report 
NEI information to the recipients and IRS. To help ensure that all potentially 
eligible taxpayers are informed of EIC, IRS needs to send notices to all 
nonfilers who have earned income. 

Ensuring that EIC goes to eligible and only to eligible individuals would be 
easier if the tax return captured all of the information IRS requires to 
determine eligibility and if the information were readily verifiable. Making 
room for that information on the tax return is one approach. However, just 
because information is on the return does not make it correct or make it 
easy for IRS to check. Alternatives that would have EIC based solely on 
verifiable tax return information would make administration and 
compliance easier but could also increase the cost. 

Recommendations to To reduce the number of EIC claimants who are mistakenly given the credit 

Congress 
or given too large a credit, as well as to reduce IRS’ administrative burden, 
we recommend that Congress 

l require Department of Defense agencies to show on Form W-2 the amount 
of NEI military personnel receive, and 

l allow a simplified method for calculating the value of military housing and 
subsistence allowances. 

b 

- Repommendations to 
IW 

manner, we recommend that the Commissioner of Internal Revenue 

I . modify Forms 1040 and 1040A to collect the data now required by 
Schedule EIC; 

l clarify taxpayer instructions on the need to provide complete information 
on EIC eligibility; 

l send notices that explain EIC requirements, including the need to file a 
return to get the credit, to all nonfilers who have low earned incomes; and 
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l modify returns processing procedures to ensure that all potentially eligible 
taxpayers who submit similar information are treated consistently. 

Agency Comments 
and Our Evaluation 

IRS agreed with our recommendation to clarify instructions to taxpayers on 
the need to provide complete information on EIC eligibility and said it 
would emphasize in instructions that failure to provide complete 
information may delay processing returns and refunds. IRS is also 
redesigning the EIC Schedule to make it easier for taxpayers to use. 
Although such an effort, if successful, should reduce taxpayers’ burden, 
we still believe the same information presently collected on the Schedule 
EIC could be obtained through tax form modification. IRS also agreed with 
our recommendation to send notices that explain EIC requirements to all 
nonfIlers who receive earned income. IRS stated that a work group is 
studying this and other ways to reach individuals who may be eligible for 
the credit and are not receiving it. 

IRS in written and the Department of the Treasury in informal comments 
did not agree with our recommendation to modify Forms 1040 and 1040A 
to collect data now required by Schedule EIC. The Commissioner was 
concerned that the modification “would increase the complexity and 
burden for all taxpayers.” The proposed modification to the exemption 
section of the tax forms would require those filers with qualifying children 
who are dependents to enter the dependent’s birth date and indicate 
whether the qualifying child was a student or disabled. We do not agree 
that our recommendation will result in added complexity. For EIC tax filers 
the burden would be less because they would no longer need to complete 
the Schedule EIC. Although non-EIc filers would have an extra burden due 
to the expanded exemption section, IRS would have information that could 
be used to verify taxpayer dependency claims. IRS’ data indicated that 
erroneous dependency claims are a major tax compliance problem. I, 

IRS argues that EIC filers could confuse the requirement of a qualifying child 
with the requirement for claiming a dependent. IRS suggested that by 
entering names of qualifying children in the expanded exemption section, 
EIC filers might erroneously claim a dependency exemption when they are 
not entitled to one. First, EIC filers can now mistakenly enter their 
nondependent but qualifying child in the exemption section of the tax 
forms and erroneously claim an exemption as well as an earned income 
credit. The only barrier now to this error is clear instructions to the 
taxpayer in the instruction booklet of the elements needed to claim a 
dependent. To guard against a rise in this type of error, instructions 
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discussing the requirements for EIcqualifying children could caution tax 
filers that the dependency boxes in the exemption section should only be 
checked if the dependency test is satisfied. 

IRS was also concerned that additional space would be needed to capture 
the information now collected on the Schedule EIC relating to qualifying 
nondependent children and nontaxable earned income. We believe that by 
redesigning the filing status section of Forms 1040 and 1040A, sufficient 
space exists for the single, head-of-household, and qualifying widow(er) 
filing statuses to write the names of two nondependent qualifying children. 
Also, additional space on the married-joint filing status line could be made 
by eliminating the phrase “even if only one had income.” The elimination 
of this helpful hint to taxpayers, which is already mentioned in the tax 
form instructions, seems to us worth the gain in EIC simplification. 

We do not see a need to provide space on the tax return for nontaxable 
earned income since less than 3 percent of eligible taxpayers claim this 
type of income. A worksheet could be developed similar to the one 
contained in the tax return instructions prior to OBEU for taxpayers to 
calculate the credit when they have nontaxable income. 

IRS argued that Schedule EIC was created in response to a direction in the 
conference report on the 1990 OBRA Although there were comments about 
establishing a separate schedule for EIC in the conference report, 
legislative history suggests the intended purpose of the conferees’ remarks 
was to achieve taxpayer simplification and, thereby, enhance the 
legitimate number of EIC claims. We believe taxpayer simplification can be 
better achieved by the elimination of the separate EIC Schedule; the 
separate two-page schedule is an additional obstacle for very low-income 
tax filers. Further, IRS argued the schedule appears to have caused a drop 
in error rates between 1990 and 1991, the year the schedule was b 
introduced. We believe any drop in error rates could be the result of a 
number of factors. First, the 1990 OBRA simplified the qualifying child 
requirements; this in itself should reduce taxpayer error. Second, in each 
of the last few years the electronic filing of tax forms has increased. These 
filings usually have lower error rates than paper tilings. Third, the lower 
error rate could possibly result from Schedule EIC discouraging very 
low-income workers, who tend to make more tax form errors, from filing 
an EIC claim. Thus, it is not at all clear that the lower error rates IRS reports 
can be attributed to the new Schedule EIC. 
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IRS agreed with us that taxpayers should be treated consistently; however, 
it indicated that there is no need to change returns processing procedures 
because these procedures treat all EIC tax filers similarly. But IRS does not 
address an example of inconsistency in its procedures that we cited in the 
report. IRS procedures allow the awarding of the credit even when the 
Schedule EIC is incomplete. But if a schedule is not filed and similar 
information is included in the exemption section of the tax form of a tax 
filer claiming EIC, IRS does not award the credit. 

Regarding our suggestion that the Schedule EIC be eliminated, the 
Commissioner stated that given the complexity of the current EIC statute, 
the schedule could not be eliminated. The Commissioner indicated that IRS 
would reconsider eliminating the schedule if then-proposed legislation to 
simplify the EIC were passed. Since the legislation has just been signed into 
law that eliminated the supplemental credits that were the source of 
complication, we believe there is no longer a need for the Schedule EIC, 
especially if IRS modifies the tax return as we recommended. However, IRS 
will still need to clarify its taxpayer instructions to let taxpayers know that 
they need to provide complete eligibility information to receive the credit. 
IRS will also need to modify its processing procedures to ensure that the 
credit is given to all taxpayers who provide complete eligibility 
information. 

Page 73 GAO/GGD-93-145 Earned Income Tax Credit 



Appendix I 

Scope and Methodology Used in Calculating 
States’ Average Effective Tax Rates and 
Marginal Rates 

Methodology for 
Cumulative Average 
Effective Tax Rate 
Analysis 

To analyze how the earned income credit (EIC) affects the progressivity of 
the tax system, we estimated the effect of EIC on average taxes paid by 
persons at different adjusted gross income (AGI) levels. We first calculated 
average combined tax rates including (1) federal income and payroll taxes 
only and (2) federal income taxes, state income taxes, and payroll taxes. 
(In both cases, payroll taxes include both the employer and employee 
shares.) Second, we repeated the calculations but subtracted EIC from any 
federal tax liability to determine the impact of the credit on these average 
rates. 

For each tax return contained in the Internal Revenue Service’s (IRS) 

sample of 1988 returnql we combined the federal income tax liability data 
element, before credits, with an imputed estimate of payroll taxes.2 We 
included both the employer and employee shares in our imputation of 
payroll taxes, since it is generally accepted that the employee actually 
bears the burden of both shares of the tax. To compute payroll taxes, we 
multiplied earnings (salaries and wages) by the combined payroll tax rate 
(16.02 percent in 1988). We added to this amount farm and business 
self-employment payroll taxes and payroll taxes on “tip” income. 

To obtain the average effective income and payroll tax rate, we divided the 
sum of federal income tax liability before credits and payroll tax by AGI 

plus the employer share of the payroll tax. The result is the average 
effective rate of the combined income and payroll tax. 

In chapter 3, figure 3.1 shows the average effective federal income tax 
rates before and after EIC, and figure 3.2 shows the average effective 
federal income and payroll tax rates before and after EIC by AGI classes. 
Tables I.1 and I.2 show the data underlying those figures. 

‘IRS Statistics of Income (SOI) 1988 Individual Income Tax database, Washington, D.C. 

2We imputed payroll taxes paid on wages and salaries because these taxes are not recorded on federal 
income tax forms and therefore are not data elements in the SO1 tax database. However, 
self-employment payroll taxes on farm net profits and individual business net profits are elements on 
Schedule SE (Form 1040) and in the SOI database. So, to the estimated payroll taxes on wages and 
salaries, we added payroll taxes on self-employment net income. 
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Table 1.1: Average Effective Income 
lax Rates of Individuals Before and Averaae effective tax rates 
After the EIC by Adjusted Gross 
Incomes, 1988 

Adjusted gross income 
classes 
Lessthan $6,225 

All taxpayers’ Credit reclplents 
Before After Before After 
credit credit credit credit 

1.6% 0.02% 0.01% -13.0% 

$6,225 - 9,850 3.4 1.2 0.2 -9.6 

$9,850 - 12,000 4.7 3.0 1.0 -5.4 

$12,000 - 14,000 5.6 4.6 2.0 -1.9 

$14,000 - 16,000 6.6 5.9 3.1 0.9 

$16.000 - 18,576 7.1 6.9 3.9 3.2 

$18,576 - 20,000 7.7 7.7 N/A N/A 

$20,000 - 25,000 8.2 8.2 N/A N/A 
$25.000 - 30.000 9.2 9.2 NIA N/A 

$30,000 - 401000 10.0 10.0 N/A N/A 
$40,000 - 50,000 10.9 10.9 N/A N/A 

$50.000 - 60.000 12.4 12.4 N/A N/A 

$60,000 - 80,000 14.1 14.1 N/A N/A 
$80,000 - 100,000 16.1 16.1 N/A N/A 
Over$lOO,OOO 20.3 20.3 N/A N/A 

N/A = Not Applicable 

aExcluded from the calculations are married taxpayers who filed separate returns. To treat 
married individuals filing separately in the same way as married couples filing a joint return, as a 
separate filing unit, we would have had to add their incomes. Since we were not able to identify 
and merge together separate-married tax returns, they were not included. In 1988, these returns 
accounted for only 1.5 percent of all returns. 

Source: 1988 Individual Statistics of Income Data File, Statistics of Income Division, IRS, 
Washington, DC. 
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---_l- 
Table 1.2: Average Effective Income 
and Payroll lax Rates of Indlvldualr, 
Before and After the EIC, by Adjuetecl 
Or088 InCOme, 1988 

Adjusted gross income 
Ch88e8 

Average effective tax rates 
All taxpayers@ Credit reclplents 
Before After Before After 
credit credit credit credit 

Lessthan $6,225 13.3% 11.7% 14.2% 1.2% 

$6,225 - 9,850 14.2 12.0 13.4 3.5 

$9,850 - 12,000 15.5 13.8 14.3 7.8 

$12,000 - 14,000 16.7 15.7 15.4 11.5 

$14,000 - 16,000 17.9 17.3 16.4 14.2 

$16,000- 18,576 18.6 18.4 17.3 16.6 

$18,576- 20,000 19.2 19.2 N/A N/A 

$20,000- 25,000 20.3 20.3 N/A N/A 
$25,000 - 30,000 21.5 21.5 N/A N/A 

$30,000 - 40,000 22.3 22.3 N/A N/A 
$40,000 - 50,000 23.0 23.0 N/A N/A 

$50,000 - 60,000 23.0 23.0 N/A N/A 
$60,000 - 80,000 22.6 22.6 N/A N/A 
$80.000 - 100,000 22.6 22.6 N/A N/A 
Over$lOO.OOO 23.9 23.9 N/A N/A 

N/A = Not Applicable. 

Y3ee note to table I. 1. 

Source: 1988 Individual Statistics of Income Data File, Statistics of Income Division, IRS, 
Washington, DC. 

F’urther, to address the extent to which the overall income tax burden is 
reduced for EIcqualifying low-income workers, we calculated the average 
effective tax rate of federal and state income taxes. To obtain a complete 
picture of the distribution of low-income workers and their tax burdens 

b 

before and after EIC would have required calculations for all 43 states with 
income taxes. Rather than give an exhaustive list of calculations for all 43 
states, we performed these calculations for only 6 states. We computed the 
combined federal and state income tax burdens for residents of Arizona, 
California, Kansas, Maryland, Ohio, and Wisconsin. We chose these six 
states to show a range of cumulative marginal rates among states with 
varied tax policies. Also, these states were geographically dispersed. 
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Using the SOI Individual Income Tax database and information on state tax 
law reported in several publications,3 we imputed a state tax liability for 
individuals sampled in IRS’ Individual Income Tax database. Since the SOI 
sample was not stratified by state, our calculations are not unbiased 
estimates of average state tax burdens by income groups. This is a 
limitation of our analyses, but the SOI sample is the only data set available 
for which a combined tax burden can be derived. 

Most state income tax systems base the determination of state tax liability 
on federal AGI or federal taxable income. From the appropriate income 
base for each state, we calculated exclusions and adjustments-such as 
Social Security benefits, capital gains, and moving expenses-as 
appropriate to each state where these exclusions and adjustments differed 
from federal amounts. For example, in states that exempt Social Security 
benefits from their income tax, we subtracted Social Security benefits 
from federal AGI so that the adjusted AGI conformed to that state’s 
definition of it. Next we subtracted personal exemptions, standard 
deductions, and federal income tax (if deductible) to obtain state taxable 
income. For states that allow itemized deductions, we imputed values for 
state itemized deductions only for those taxpayers who itemized 
deductions on their federal income tax returns. (If they did not itemize on 
their federal returns, we assigned them a state standard deduction.) We 
included in these imputations only itemized deduction items for which we 
had data. For example, where appropriate, we included in the calculation 
of state itemized deductions a deduction for medical expenses because 
medical expenses were claimed by the taxpayer (or taxpayers on joint 
returns). But we did not include local income tax payments as an itemized 
deduction in calculating state tax liability because on federal returns local 
income tax payments are combined with state income tax payments and 
therefore are not separately identifiable. Next, we calculated the state 
income tax liability by applying the appropriate marginal tax rate to our b 
estimate of state taxable income. We subtracted credits, such as 
California’s low-income tax credit, and state dependent child credits, such 
as those in Maryland and Wisconsin, from the tax liability computation. 
We then calculated the ratio of federal and payroll tax liability to federal 
AGI, with and without the federal EIC. Next, we included state income taxes 
in these two ratios. This allowed us to compare the overall tax burden, net 
of selected credits, before and after state income taxes for the sampled six 
states, These two ratios allowed us to determine whether the addition of 

%ources used include the Advisory Commission on Inter-governmental Relations publication, 
Significant Features of Fiscal Federalism, 1988; Prentice Hall’s State Tax Guide; and individual income 
tax forms from all six states. 
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state income taxes altered the initial assessment of EIC’S impact on income 
tax system progressivity. 

Tables I.3 through I.8 show the combined average effective tax rates of 
federal and state income taxes and the payroll tax by AGI class for each 
state in our study. The tax burden ratios used for each state are in the 
columns headed “After EIC” and subheaded “EIC recipients.” In table 3.3 in 
chapter 3, we compared average tax burden ratio of EIC recipients across 
the six states, before and after state income taxes. 

Table 1.3: Arizona Average Income Tax Rates by Adjusted Gross Income Before and After EIC, 1988 l_l.-.-l. 
Average federal Income, state, and payroll tax 

Average federal Income and payroll tax burden burden 
Before EIC After EIC Before EIC After EIC 

All EIC All EIC All EIC All EIC 
AGI range taxpayers recipients taxpayers recipients taxpayers recipients taxpayers recipients -_-- 
Lessthan $6,225 12.33 13.29 10.37 0.88 12.61 13.29 10.65 0.88 -~- 
$6,225 - $9,850 14.37 14.10 12.52 4.88 15.42 14.21 13.57 4.99 

$9,850 - $12,000 16.30 13.65 14.47 7.32 18.11 14.13 16.28 7.81 

$12,000 - $14,000 15.60 13.07 14.54 9.34 17.68 14.27 16.62 10.54 -_.---_--__" 
$14,000 - $16,000 17.38 13.31 16.75 11.05 20.02 14.54 19.40 12.28 

$16,000- $18,576 18.80 17.19 18.66 16.59 21.49 18.93 21.34 18.33 

$18,576 - $20,000 16.72 NM 16.72 N/A 19.52 N/A 19.52 N/A __~r 
$20,000 - $25,000 18.95 N/A 18.95 N/A 22.61 N/A 22.61 N/A 
$25,00d - $30,000 22.14 N/A 22.14 N/A 26.02 N/A 26.02 N/A 
$3O,OOtj - $40,000 21.12 N/A 21.12 N/A 25.01 N/A 25.01 N/A 
$40,0013 - $50,000 22.57 N/A 22.57 N/A 26.76 N/A 26.76 N/A 
$50,000 - $60,000 --_ 
$6O,OOQ - $80,000 -_-“_-_- _-__-.-__ .__---_-.- 
$80,00@ - $100,000 ,___--.._- 
Over $jOO,OOO 

23.62 N/A 23.62 N/A 27.85 N/A 27.85 N/A 
21.58 N/A 21.58 N/A 25.70 N/A 25.70 N/A 

b 

21.06 N/A 21.06 N/A 25.12 N/A 25.12 N/A 
23.83 N/A 23.83 N/A 27.90 N/A 27.90 N/A 

N/A = Not Applicable 

Note: Tax burden excludes any state sales, personal, or real property taxes 
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Table 1.4: California Average Income Tax Rates by Adjusted Gross Income Betora and After EIC, 1988 --- 
Average federal income, state, and payroll tax 

Average federal income and payroll tax burden burden 
Before EIC After EIC Before EIC After EIC 

All EIC All EIC All EIC All EIC 
AGI range taxoavers reclolents taxoavers reclolents taxoavers reclolents taxoavers reclolents 
------...Z-- . I . - . . - . I -- 
Less than $6.225 14.43 13.65 11.29 1.51 13.65 14.43 11.29 1.51 
---..--.-I_ 

$6,225 - $9,850 14.87 13.17 12.76 3.47 14.88 13.17 12.77 3.47 

$9,850 - $12,000 15.58 14.15 14.12 7.62 15.61 14.15 14.15 7.62 

$12,000 -$14,000 17.16 14.62 16.17 10.85 17.23 14.69 16.24 10.92 

$14,000 - $16,000 18.38 16.43 17.72 14.29 18.59 16.53 17.94 14.40 

$16,000 - $18,576 18.60 16.85 18.40 16.17 18.86 17.01 18.66 16.33 

$18,576 - $20,000 20.09 N/A 20.09 N/A 20.49 N/A 20.49 N/A 

$20,000 - $25,000 20.01 N/A 20.01 N/A 20.70 N/A 20.70 N/A ---~ 
$25,000 - $30,000 21.38 N/A 21.38 N/A 22.71 N/A 22.71 N/A 
$30,000 - $40,000 22.20 N/A 22.20 N/A 25.34 N/A 25.34 N/A 
$40,000 - $50,000 22.36 N/A 22.36 N/A 26.73 N/A 26.73 N/A 
-- $50,000 - $60,000- 22.30 N/A 22.30 N/A 26.66 N/A 26.66 N/A 
$60,000 - $80,000 21.62 N/A 21.62 N/A 26.55 N/A 26.55 N/A 
$80,000 - $100,000 

Over$lOO,OOO 

21.45 N/A 21.45 N/A 26.71 N/A 26.71 N/A 
23.18 N/A 23.18 N/A 28.87 N/A 28.87 N/A 

N/A = Not Applicable 

Note:Tax rate excludes any state sales, personal, or real PrOpartytaXeS. 
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Table 1.5: Kansas Average Income Tax Rates bv Adluated Gross Income Before and After EIC. 1988 

AGI range 

Average federal Income, state, and payroll tax 
Average federal Income and payroll tax burden burden 

Before EIC After EIC Before EIC After EIC 
All EIC All EIC All EIC All EIC 

taxpayers reclplents taxpayers recipients taxpayers recipients taxpayers recipients 
Lessthan $6.225 13.65 13.71 12.80 0.68 13.84 13.71 12.98 0.68 

$6,224 - $9,850 14.88 13.85 13.27 2.77 15.95 13.85 14.34 2.77 

$9,850 - $12,000 16.38 13.90 15.28 7.69 17.73 14.00 16.63 7.79 

$12,000 - $14,000 15.64 15.41 14.23 11.80 17.18 15.74 15.77 12.13 

$14,000 - $16,000 19.04 16.52 18.39 14.23 21.08 17.16 20.43 14.87 

$16,000 - $18,576 20.9 17.0 20.77 16.09 23.30 18.03 23.17 17.12 

$18,576 - $20,000 18.25 N/A 18.25 N/A 20.35 N/A 20.35 N/A 
$20,000 - $25,000 20.69 N/A 20.69 N/A 23.16 N/A 23.16 NIA 
$25,000 - $30,000 21.09 N/A 21.09 N/A 23.51 N/A 23.51 N/A 
$30,000 - $40,000 21.40 N/A 21.40 N/A 23.92 N/A 23.92 N/A 
$40.000 - $50.000 23.35 N/A 23.35 N/A 25.99 N/A 25.99 NM 
$50,000 - $60,000 23.18 N/A 23.18 N/A 25.84 N/A 25.84 N/A 
$60,000 - $80,000 23.15 N/A 23.15 N/A 26.05 N/A 26.05 N/A 

$80.000 - $100.000 23.35 N/A 23.35 N/A 26.50 N/A 26.50 N/A 

Over $100,000 24.91 N/A 24.91 N/A 28.97 N/A 28.97 N/A 
N/A = Not Applicable 

Note: Tax burden excludes any state sales, personal, or real property taxes. 
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Table 1.6: Maryland Average Income Tax Rateo by Adlusted Gross Income Before and After EIC, 1988 

AGI range 

LessthanW225 -_-~. 
$6,225 - $9,850 ----.- 
$9,850 - $12,000 

$12,000 - $14,000 17.56 17.90 16.95 14.30 17.62 18.25 17.01 14.66 ._-- ._....- --- 
$14,000 - $16,000 18.74 17.33 18.13 15.22 18.90 17.87 18.28 15.76 "--_ 
$16,000 - $18,576 21.08 19.16 20.89 18.48 21.26 19.70 21.07 19.02 

Average federal income, state, and payroll tax 
Average federal income and payroll tax burden burden 

Before EIC After EIC Before EIC After EIC 
All EIC All EIC All EIC All EIC 

taxpayers reclplents taxpayers reclplents taxpayers reclplents taxpayers recipients 
12,75 13.82 11.20 0.92 12.75 13.82 11.20 0.92 

15.03 14.05 12.99 4.72 15.03 14.05 12.99 4.72 

15.09 13,45 13.17 7.10 15.09 13.45 13.17 7.10 

$18,576 - $20,000 19.92 N/A 19.92 N/A 20.30 N/A 20.30 N/A 

$20.000 - $25,000 21.48 N/A 21.48 N/A 21.74 N/A 21.74 N/A 

$25,000 - $30,000 21.87 NIA 21.87 N/A 22.42 N/A 22.42 N/A --. 
$30,000 - $40,000 22.13 N/A 22.13 N/A 22.41 N/A 22.41 N/A 
$40.000 - $50.000 22.15 N/A 22.15 N/A 22.72 N/A 22.72 N/A 
-.-.A-- 

$50,000 - $60,000 22.30 N/A 22.30 N/A 23.09 N/A 23.09 N/A ___I-_- --.. ..- 
$60,000 - $80,000 21.97 N/A 21.97 N/A 22.54 N/A 22.54 N/A 
$80,000 - $100,000 -- 
Over $100,000 

22.44 N/A 22.44 N/A 22.74 N/A 22.74 N/A 

23.61 N/A 23.61 N/A 24.02 N/A 24.02 N/A 

N/A = Not Applicable 

Note: Tax burden excludes any state sales, personal, or real property taxes. 
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Table 1.7: Ohio Average Income Tax by Adjusted Gross Income Before and After EIC, 1088 

Average federal Income and payroll tax burden 

Before EIC After EIC 

AGI range _ ..-.- _I_ ._-. --I- 
All EIC All EIC 

taxpayerr recipients taxpayers recipients 

Average federal Income, state, and payroll tax 
burden 

Before EIC After EIC 
All EIC All EIC 

taxpayers recipients taxpayers recipients 
Less than $6,225 12.62 14.58 11.21 1.72 12.75 14.61 11.34 1.75 

$6,225 - $9,850 14.02 13.37 12.79 4.21 14.53 13.52 13.29 4.36 -_--- 
$9,850 - $12,000 15.44 15.47 14.0 9.27 16.10 15.74 14.66 9.55 

$12,000 - $14,000 16.36 16.19 15.30 12.36 17.25 16.74 16.19 12.91 

$14,0bO - $16,000 18.14 15.12 17.65 12.92 19.30 15.78 18.82 13.58 

$16,000 - $18,576 18.28 17.79 18.08 17.11 19.64 18.82 19.45 18.13 --- 
$18,576 - $20,000 20.17 N/A 20.17 N/A 21.84 N/A 21.84 N/A 
$20,000 - $25,000 20.44 N/A 20.44 N/A 22.32 N/A 22.32 N/A 
$25,000 - $30,000 22.16 N/A 22.16 N/A 24.35 N/A 24.35 N/A -.- ---I~ 
$30,000 - $40,000 23.0 N/A 23.0 N/A 25.52 N/A 25.52 N/A -_~.- 
$40,000 - $50,000 23.78 N/A 23.78 N/A 26.61 N/A 26.61 N/A 
$50,000 - $60,000 23.94 N/A 23.94 N/A 27.05 N/A 27.05 N/A 
$60,000 - $80,000 23.15 N/A 23.15 N/A 26.58 N/A 26.58 N/A ------ 
$80,000 - $100,000 23.13 N/A 23.13 N/A 26.86 N/A 26.86 N/A 
Over $100,000 24.68 N/A 24.68 N/A 29.97 N/A 29.97 N/A 

N/A = Not Applicable 

Note: Tax burden excludes any state sales, personal, or real property taxes. 
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Table 1.8: Wisconsin Average Income Tax Rates by Adjusted Gross Income Before and After EIC, 1988 
Average federal income, state, and payroll tax 

Average federal income and payroll tax burden burden 
Before EIC After EIC Before EIC After EIC 

All EIC All EIC All EIC All EIC 
AGI range taxpayers reclplents taxpayers recipients taxpayers recipients taxpayers recipients 
Lessthan $6,225 13.30 11.32 12.44 1.34 13.38 11.32 12.52 1.34 

$6,225 - $9,850 13.56 11.39 12.57 2.32 14.85 11.89 13.86 2.82 

$9,850 - $12,000 15.13 15.53 14.59 8.74 17.21 16.66 16.68 9.88 

$12,000 - $14,000 18.74 15.36 18.09 il.54 21.48 17.36 20.82 13.54 

$14,000 - $16,000 16.98 16.30 16.55 14.43 20.02 18.86 19.59 16.99 

$16,000 - $18,576 18.65 16.77 18.46 16.01 22.03 19.03 21.84 18.26 

$18,576 - $20,000 17885 N/A 17.85 N/A 21.33 N/A 21.33 N/A 
$20,000 - $25,000 20.45 N/A 20.45 N/A 24.38 N/A 24.38 N/A 
$25,000 - $30,000 21.70 N/A 21.70 N/A 26.23 N/A 26.23 N/A 

$30,000 - $40,000 22.47 N/A 22.47 N/A 27.46 N/A 27.46 N/A 
$40,000 - $50,000 22.47 N/A 22.47 N/A 27.74 N/A 27.74 N/A 
$50,000 - $60,000 23.07 NM 23.07 N/A 28.61 N/A 28.61 N/A -- 
$60,000 - $80,000 22.72 N/A 22.72 N/A 28.48 N/A 28.48 N/A 
$80,000 - $100,000 22.45 N/A 22.45 N/A 28.22 N/A 28.22 NIA 

Ovet$lOO,OOO 25.22 N/A 25.22 N/A 30.70 N/A 30.70 N/A 
N/A = Not Applicable 

Note:Tax burden excludes any state sales, personal, or real property taxes. 

Methodology for 
Cumulative Marginal 
T&x Rate Analysis 

While the distribution of average tax burdens across taxpayers provides 
information about the progressive nature of the overall tax system, the 
pattern of marginal income tax rates before and after EIC, as income rises, b 
can indicate how the incentives to increase or decrease work effort are 
affected. In calculating these marginal rates, we added the statutory 
federal and state income tax brackets to the employee share of the Social 
Security tax (7.61 percent in 1988). To this sum, we added the implicit EIC 
tax rates: in the phase-in range the marginal rate is a negative 14 percent, 
and in the phase-out range the marginal rate is 10 percent. Because both 
the federal and state marginal rates depend on filing status-single, 
married-joint, head of household, etc.-we chose the state and federal 
married-joint return tax schedules. Although this is a limitation of the 
analyses, the pattern of combined marginal rates for the married-joint 
return taxpayers should be similar to those for the other filing statuses. We 
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__.-.___.__. ._- .._.... --- 
limited our analysis to families filing joint returns with two dependent 
children in six states: Arizona, California, Kansas, Maryland, Ohio, and 
Wisconsin. 

Since federal and state income tax rate schedules generally apply to 
taxable income, we added the state or federal standard deduction and 
personal exemption amounts (for a married couple filing jointly with two 
dependents) to the federal and state taxable income bracket endpoints to 
estimate the AGI ranges to which the marginal rates apply. For example, in 
1988, a married couple with two dependents filing a joint return was 
entitled to a $5,000 standard deduction and four exemptions, each equal to 
$1,950, for a total of $12,800 in nontaxable income. Because federal tax 
schedules express marginal tax rates in terms of taxable income, not AGI, 
we added $12,800 to federal income tax brackets so we could derive the 
federal marginal tax rate by AGI brackets. Similarly, to derive the state 
marginal income tax rate by AGI, we added the state standard deduction 
and personal exemption amounts to state income tax rate schedules. 

We assumed all AGI consisted of taxable wages and salaries and would be 
subject to the payroll tax at a marginal rate of 7.51 percent, until AGI 
reached the maximum taxable amount of $45,000 in 1988, when the 
marginal rate would then fall to zero. We included only the employee share 
in these calculations since, although employees probably bear the burden 
of both shares of the tax, we believe they are most likely to perceive the 
difference between their before-tax income and after-tax income as being 
equal to their share of the payroll tax. 

Using the SOI Individual Income Tax database, we estimated the 
distribution of taxpayers with married-joint filing status in each bracket 
and the percentage of those taxpayers receiving EIC in each of the six 
states. These frequency distributions provided information about the 
percentage of individuals at various AGI levels subject to certain 
cumulative marginal rates. However, since the SOI database sample was 
not stratified by state, this distribution cannot be assumed to be an 
unbiased estimate of the distribution of married taxpayers filing joint 
returns, by cumulative marginal tax rates, in each state we analyzed. 
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To assess the extent to which the EIC influences low-income workers’ 
willingness to work, we estimated the probable change in hours worked in 
1988 induced by the EIC. Also, because of the sizable increase in the EIC 
scheduled to be in place by 1994, we estimated the probable change in 
hours worked using the higher 1994 credit rates. In this appendix, we 

. describe how the credit might influence a low-income worker’s willingness 
to work through a perceived change in the reward for working, i.e., a 
worker’s after-credit wage rate, and through the expected receipt of a 
lump-sum payment (or tax liability offset), i.e., the refundable EIC; 

l describe the source of our labor supply behavioral response measures, 
namely, the negative income tax (NIT) experiments in the 1970s in Seattle, 
Washington, and Denver, Colorado, and why we believe the design of the 
experimental NIT schemes makes the results useful in studying the EIC; 

l describe the research undertaken to measure the effect of the experiments 
on low-income workers’ willingness to work, the methodological issues 
involved in measuring these effects, and our reasons for using the findings 
of selected studies; 

l describe how the Bureau of the Census’ Current Population Survey (CPS) 
data were used to estimate EIC and the change in hours worked that it 
induced; and 

l show the estimated change in hours worked in 1988 and 1994 by EIC range 
(phase-in, stationary, and phase-out) and family status (husband, wife, and 
female head of household). 

EIC’s Influence on 
Labor Supply Choices 

Standard labor economics postulates that wage rates are a key economic 
factor in an individual’s employment decision. Theory states, on the one 
hand, a typical worker would desire to work more hours when offered a 
higher wage because each hour worked will generate more income. On the 
other hand, a higher wage rate paid for hours currently worked enlarges L 

the worker’s income and, having more income for the same number of 
hours worked, the individual is better off in the sense he or she can buy 
more goods and services, including leisure time activities. Thus, the 
enlarged income tempers the worker’s desire to work more hours since to 
augment income further would mean he or she would have to cut back 
leisure time, The wage rate increase sets in motion two contradictory 
behavioral impulses: the wage effect that induces the worker to work 
more hours and the income effect that creates a demand to spend more 
time on leisure activities. Eventually these contradictory behavioral 
impulses sort themselves out in terms of a decision to work more or fewer 
hours. 
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EIC potentially has both a wage and an income effect on the work and 
leisure choices of qualifying low-income workers. Whereas the preceding 
example postulated an explicit wage rate change that had associated with 
it an implicit income effect (the greater income attained at the current 
level of hours worked), the EIC can be thought of as an explicit after-tax 
income increase with an implied change in the wage rate. As discussed in 
chapter 1, EIC is a direct function of the level of a worker’s earned income 
and, hence, indirectly of wage rates and hours worked. For example, in 
1988 the refundable credit in the phase-in range was 14 percent of earned 
income. In effect, a qualifying worker whose nominal before-credit wage 
was, say, $3 per hour, was actually almost earning $3.42 per hour. To the 
extent qualified low-income workers perceive their effective after-credit 
wage rate to be greater than their nominal wage rate (or put another way, 
that their tax credit increases with hours worked), they are induced to 
work more hours. This is because the price of leisure activities has 
become more costly-leisure hours now cost $3.42 in foregone income at 
the margin, On the other hand, the credit does increase after-tax income, 
thus stimulating a worker to consume more goods and services, including 
leisure time. Whether the wage effect dominates the income effect or vice 
versa can only be assessed empirically.’ 

The preceding description of the causal links between the way the credit is 
calculated and low-income worker choices between work or leisure was 
somewhat oversimplified, because it presumed that workers are free to 
vary their hours as they wish. However, in the labor market many, if not 
most, jobs have fixed hours of work. Thus, the choice of a worker who 
prefers to work less than 35 or 40 hours a week can be characterized as 
“take it or leave it.” But such institutional arrangements do not preclude 
other forms of adjustments to work activity. For example, a perceived 
increase in the after-credit wage rate may make it worthwhile for a worker 
either to moonlight or to quit a second job depending on the relative b 
strength of the wage and income effects. Or, supposing that the income 
effect is more dominant, the credit could induce an increase in 
absenteeism even in a fixed weekly hour regime. Also, full-time workers 
may shift to part-time jobs where the leisure time they now prefer is 
available. And, over an extended time period, workers can change to jobs 
that offer weekly work schedules more in keeping with their desired hours 
of work. 

‘In the phase-out range of the credit, each additional dollar of earned income is effectively taxed at a 
lo-percent rate. Thus, in the example, the $3 wage rate on an after-tax basis is $2.70. In this case, the 
wage effect and the credit’s income effect are mutually reinforcing in that they tend to discourage 
work effort. 
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EIC affects workers’ choices about the quantity of work or leisure time, 
including the decision whether to participate in the workforce or not. 
Depending on individual preferences about work or leisure activities, the 
perception of higher after-credit wage rates (for example, in the credit’s 
phase-in range) may induce some individuals to participate in the 
workforce if they have a strong preference for work over leisure. Also, the 
size of the credit may induce some nonworkers to accept employment 
they formerly would not consider either because the number of 
employment hours was not what they preferred or the total income was 
just not sufficient. 

Whether workers do perceive EIC as a change in their after-tax incomes 
that is large enough to alter choices between work and leisure can only be 
established by observing worker responses to the credit or, barring that 
possibility, by inferring similar responses to those observed in the NIT 

experiments in the 1970s. The NIT used in these experiments had certain 
similarities to the EIC design. The next sections describe the design of 
those experiments, discuss the similarities and differences between the NIT 

experiments and EIC, and describe the size of the wage and income effects 
found by studies of the NIT experiments. 

Design of the In the early 1970s the Department of Health and Human Services 

Seattle/Denver 
sponsored the Seattle/Denver Income Maintenance Experiment (SIME/DIME), 

the last and largest of several NIT experiments, to measure the disincentive 

Income Maintenance effects of cash transfers on work effort. The experiment involved almost 

Experiment 6,000 families in both cities. Families in the experiment were randomly 
assigned to treatment and control groups. Most were assigned for a 3-year 
period and some for a 5-year period. Families in the treatment group were 
told what their basic grant amount was and how it would be reduced as 
their earnings increased. Members of the control group provided work and 

b 

earnings histories to interviewers. Overall, SIMEKHME revealed substantial 
labor supply effects that ranged from a 12.5-percent reduction in annual 
hours worked for husbands, 23.4 percent for wives, and 20.7 percent for 
single female heads of household.* 

rThe reported reduction in annual hours worked applied to workers whose earnings were below the 
NIT break-even earnings level, both before and after the experiment, that is, the point where esrnings 
warrant a zero NIT grant. In addition, some working wives whose earnings placed them above the 
breakeven level before being assigned to treatment groups also reduced their annual hours of work 
when their earnings declined by the second year of the experiment and therefore qualified for a small 
NIT grant, Final Report of the Seattle-Denver Income Maintenance Experiment, Vol. 1, Part III, 
Washingtonri 
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The cash transfer treatment tested in SIMWDIME consisted of a series of NIT 

plans. The plans varied in detail but the basic concept was that a family 
without income was guaranteed a certain benefit level that was phased out 
as the family’s income from other sources rose. At some point, the 
guaranteed amount less the phase-out amount equaled zero. That level of 
income that reduced the guarantee to zero was referred to as the 
break-even income amount. The different plans were designed to assess 
labor supply responses to varying degrees of grant size and phase-out tax 
rates. For example, families were divided among three guaranteed 
levels-$3,800, $4,800, and $5,600. They were further randomly assigned to 
different tax rate phase-out regimes: two constant phase-out rates, 50 and 
70 percent, and two declining phase-out rates, 70 and 80 percent. These 
latter declining rates were applied to the first $1,000 of earned income and 
then reduced by 5 percentage points for each additional $1,000 in earned 
income. Lower phase-out rates are more generous than higher rates 
because the break-even incomes are higher. A family getting the $4,800 
guarantee and subject to a 50-percent phase-out would have a break-even 
income of $9,600 (guaranteed income/phase-out rate: $4,800/0.5 = $9,600) 
with a 70-percent rate the break-even point would occur sooner, at $6,857. 

One reason for using NIT’S measures of labor supply responses as an 
estimate of the labor responses to EIC is the design similarity in the 
phase-out of NIT’S grants and EIC. As does the credit over the highest 
eligible income range, the NIT plans transfer amounts that are subject to 
phase-out as income increases. When the break-even earnings level is 
attained in the NIT version, the amount of the government transfer 
becomes zero. Similarly, the maximum EIC, too, is phased out as earned 
income rises. Thus, in terms of influencing labor supply responses, the 
main economic facets of both are essentially the same: a tax credit in the 
EIC case and a transfer payment in the NIT case (income effect) that is 
phased out (wage effect) as earnings increase. b 

Not only are NIT'S measure of labor supply responses applicable to the 
phase-out range, they should also be applicable to EIC’S stationary and 
phase-in ranges. Rather than a negative wage effect, as in the phase-out 
range, the wage effect is positive in the phase-in range because of the 
credit’s 14-percent subsidy rate. 

We believe the wage and income effects measured in the NIT studies are 
useful predictors of labor responses to EIC. The structural models used to 
derive the labor supply response to wage and income effects measure such 
responses at the average value of changes in wage rates, due to the 
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phase-out, and the average change in supplemental income, due to a 
change in the transfer amount. In the NIT experiment the average effective 
phase-out was about 50 percent3 and the average transfer was about $4,000 
(in 1988 dollars). In the credit’s case, the phase-out rate in 1988 was 
10 percent and the average credit amount, or change in supplemental 
income, was $533. In applying the results of the NIT experiments to EIC, we 
assumed that the effects of the smaller EIC phase-out rate and average 
credit on labor supply (on hours worked) are proportional to the effects of 
the larger NIT rates and transfers.4 If the effects are not proportional, we 
could be understating or overstating the labor supply response. Also, since 
EIC includes a phase-in (subsidy) rate while NIT did not, we are additionally 
assuming the response to a phase-in (subsidy) rate is symmetric (although 
with the opposite sign) to a phase-out rate. 

NIT‘S measures of labor response are also useful in analyzing the credit 
because any differences between the NIT's experimental family 
demographic characteristics and those of the earned income credit 
population are taken into account in the estimation process. The NIT 

studies measured the average change in hours worked per year 
attributable to changes in hourly wages because of the phase-out and 
changes in supplemental income because of reductions in the NIT transfer 
amount. Simultaneously, other pertinent factors that could influence labor 
responses were taken into account such as workers’ age, sex, family size, 
and hours worked before grant participation. So, differences in the 
distribution of these factors between the NIT experimental population and 
the EIC population should not detract from the relevancy of NIT’S labor 
response measures. 

Apart from design similarity, the NIT experiments’ labor supply response 
measures are germane to EIC because the experiments focused on 
low-income populations as does EIC. In the Seattle/Denver experiment b 
eligibility was limited to families with heads whose total earnings were 
less than $26,280 per year (in 1988 dollars), or families with earnings of 
$32,120 per year (in 1988 dollars) if both husband and wife were 
employed. EIC, being somewhat more focused on low-income families, 
restricted the credit to earned incomes not exceeding $18,576 regardless 
of family size. Though the Seattle/Denver experiment allowed for the 

%ome experimental families were in treatment groups with a constant 50- or ‘IO-percent phase-out 
rate, and some were in treatment groups with 70- and go-percent declining rates. 

4Keeley, et al. (1978) comments that “Ahe estimation of the substitution [wage] and income effects 
enables the prediction of labor supply response to NIT programs other than the ones being tested in 
SIME/DIME.” Also, a recent study of EIC used SIME/DIME estimates to measure labor responses to 
EIC. See Hoffman, Saul D., and Seidman, Lawrence S., The Earned Income Credit: Antipoverty 
Effectiveness and Labor Market Effects, Kalamazoo, MI: W.E. Upjohn Institute, 1990, pp. 4344. 
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inclusion of more moderate-income families than did EIC in 1988, the main 
thrust of the experiment included families of approximately the same 
earnings as did EIC in 1988. 

The Seattle/Denver experiment’s labor supply response measures are also 
appropriate because their measures of labor responses should be 
relatively precise. Other studies of labor supply responses, which rely on 
data collected from general surveys of the population, have derived labor 
response measures that are subject to larger measurement error. This is 
because in controlled experiments, such as the Seattle/Denver income 
maintenance project, the experiments have built into them greater 
variation in after-tax wage rates and NPT grants achieved through the 
means of assigning families to a variety of phase-out rates and grant 
programs. 

However, despite the appropriateness of using the NIT studies to analyze 
EIC, labor supply responses to EIC are probably smaller than those 
measured in the NIT experiment because the links between income, 
phase-out and guaranteed amount in the experiment were made clear to 
the treatment families. Assigning the NIT wage effect measure to EIC 
presumes that EIC low-income workers grasp the economic implication of 
the credit’s rules and relate them to their wage rate. In the case of the NIT 
experiment, this assumption is very reasonable. Families enrolled in the 
experiment were told about the guarantee level and the tax rate of the NIT 
plan to which they were assigned. Records on income and assets were 
maintained on a monthly basis by the experimental families.6 Thus, 
awareness was heightened concerning the links between the transfer 
payment, income earned, and the phase-out rate. As a result, relatively 
more low-income workers in the Seattle/Denver treatment groups 
probably perceived how the phase-out affected their net after-grant hourly 
earnings than is likely to be the case for credit recipients’ perception of b 
their after-credit hourly earnings. 

- Stimmary of Findings 
of ILabor Supply 

published and assessed by authorities in the field. Major surveys of the 
studies were conducted by Killingsworth (1983), Robins (1985), and 

Rcjsponses Based on 
SIME/DIME 
Eyperimeni 

Pencavel(1986). A number of studies were identified by these authorities 
as important enough to warrant reporting and a review of findings. 
Pencavel’s criterion, for example, for including selective studies is 

%erview of the Seattle-Denver Income Maintenance Experiment Final Report, p. 8. 
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“[First,] they provide sufficient structure on the estimated relationships that the results 
have some claim to correspond to their behavioral responses; and, second, they impose 
sufficiently few prior estimating restrictions as to supply an opportunity for the data to 
reveal whether they really conform to the implication of the static allocation model.“e 

Marty of the studies they comment on are reported by all three reviewers. 
A few are unique to each survey. In table 11.1, we summarize the findings, 
in terms of income and wage effects, of five studies that were commonly 
cited.7 

Generally speaking, the wage and income effects are derived from 
economic models statistically fitted to data that measure each worker’s 
change in hours worked and supplemental income before and after the 
experiment. The models that are fitted to the data can vary from one 
researcher to another in certain ways although the models reflect the same 
general theoretical principles. Each model assumes a worker seeks to 
attain the most satisfaction he or she can from the consumption of goods 
and services, including leisure activities, given the sum of earned and 
unearned income, which is called the budget constraint. With these simple 
assumptions, a worker’s willingness to supply labor can be expressed as 
shown in equation 11.1, where H, represents the number of hours the ith 
worker is willing to work given his or her hourly wage, wi, and level of 
supplemental income, vi, which includes interest, dividends, and income 
such as EIC. 

The same model can be used to explain how labor supply is affected by 
EIC. An increase in the perceived hourly wage due to the credit’s marginal 
subsidy rate will generate a positive wage effect, and the anticipated 
amount of the credit will generate a negative income effect on the b 

willingness to supply labor. The wage increase, in the case of the earned 
income credit, is the difference perceived in the hourly wage rate before 
and after the credit subsidy rate is taken into account when a worker is in 

“Pencavel, J., “Labor Supply of Men: A Survey,” Chapter 1, Vol. 1, Handbook of Labor Economics, 0. 
Ashenfelter and R. Layard, eds., Holland: Elsevier Science Publishing Co., 1986, p. 80. 

‘Both Killingsworth and Pencavel cited Burtless and Greenberg (1982) whose wage and income effect 
parameter estimates are not included in table 11.1. Their study, unlike the others cited, emphasized 
how sensitive the wage and income effect parameters are to the duration of the experiment. In the 
Seattle/Denver NIT experiment most of the families participated for 3 years, a smaller number were 
retained in the experiment for 6 years. Burtless and Greenberg showed that the substitution and 
income effect parameters differed among the program’s 3- and B-year participants. But their key 
statistics lacked precision. Also, their results would have had greater validity had they tested their 
thesis in the context of a life cycle model of labor behavior rather than the single-period model they 
used. For the foregoing reasons, their parameter estimates are not included. 
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the phase-in range of the credit. (In the phase-out credit range, the 
perceived difference in the pre- and postcredit wage rate would be 
negative because the marginal phase-out rate is an effective marginal 
income tax rate.) On the other hand, the change in supplemental income, 
which is equal to the amount of the credit, induces a negative effect on the 
willingness to supply labor. The amount of the credit is the full amount a 
worker expects to receive on the basis of his or her anticipated earnings 
for the year.8 

The overall labor supply response depends on each worker’s taste for 
work or leisure. A worker who has a strong preference for work or a weak 
preference for leisure will have a wage effect that is likely greater than the 
income effect. Thus, the change in labor supply in the phase-in range, for 
example, is more likely to be positive, i.e., H,> 0 where AHi is the 
representation of the difference in the hours the ith worker is willing to 
work before and after the credit is introduced. Conversely, a strong 
preference for leisure will likely result in a negative change in labor 
supply, i.e., H,<O. 

The wage and income effects were measured by regression coefficients 
obtained from the statistical representation of equation II. 1. The general 
statistical form of equation II.1 used by researchers examining the labor 
supply effects is shown in equation 11.2. In the NIT research, the perceived 
change in a worker’s hourly wage rate is equal to the product of the 
phase-out rate, 2, times the hourly wage, W. And V is equal to the amount 
of the grant whose size is conditioned on earnings.g As a worker’s earnings 
approach the maximum allowable earnings, the grant becomes smaller. 
Thus, the amount of the grant for any particular worker would depend on 
what his or her earnings were over the experimental period. The 
regression coefficient a measures the wage effect, p measures the income 
effect, and E represents errors in the measurement of the source data.‘O I, 

“Again an assumption of the model is that on average workers will perceive the credit as additional 
income and anticipate the approximate amount that will be claimed on a tax return. In the case of the 
small proportion of workers who use the advance credit payment option, the probability is that these 
workers are more likely to perceive the credit as additional income because their federal income tax 
withholding is reduced, or they receive a direct supplement in their pay. 

“In the Seattle/Denver studies, the change in supplemental income, AV,, was measured as the change in 
disposable income between the pre-experimental year and the experiment’s second year, plus the 
average net NIT grant received in the experiment’s second year. Disposable income was approximately 
equal to a family’s earnings. In contrast, our change in supplemental income is the estimated EIC 
received. Since the EIC tax policy has been in effect for several years, we are unable to observe the 
amount of disposable income EIC families had before the credit was available and hence calculate its 
change. 

‘@I’he wage effect measured by a in the regression equation in the economic literature is called the 
compensated wage effect. The wage effects shown in table II.1 are compensated wage effects. 
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Statistical equations were estimated separately for data on working 
husbands, wives, and single female heads of household. 

(Ir.2)AH=a* (,r*W) +P*Av+& 

Though the general statistical form is the same, differences in the 
estimates of the wage and income effects for the Seattle/Denver NIT 

experiment arose because researchers used somewhat different 
theoretical formulations. For example, both Johnson and Pencavel studies 
cited in table II. 1 allowed in the formulation of their estimating equations 
for the fact that husbands will take into account the earnings of their 
wives and wives will take into account their husbands’ earnings. This 
formulation says, in the NIT context, that the choice to work more hours 
and to enjoy less leisure time (or vice versa) as a consequence of receiving 
an NIT grant is a joint household decision. Other researchers model the 
same choice between work and leisure separately for husbands and wives. 
They thus implicitly assume that husbands and wives make decisions on 
whether to work overtime and take second jobs independently of each 
other. 

Estimating techniques among the studies also vary. For example, the 
Johnson and Pencavel studies use a utility function that is quite different 
from that in the other studies. A utility function specifies the amount of 
satisfaction each worker can attain with given amounts of consumer goods 
and leisure time. For example, the greater the earnings a worker receives 
without sacrificing any leisure time, the more consumer goods he or she 
can buy and therefore reach a higher utility level (i.e., become 
“better-off”). The utility function used by Johnson and Pencavel required a 
nonlinear statistical technique rather than the linear “ordinary 
least-squares” technique used in the other studies. Also, Johnson and 
Pencavel allowed for the possibility that a change in a wife’s wage rate b 
would affect the work effort decision of her husband and vice versa, an 
important factor in their findings. Using this differing equation 
specification and estimating technique probably also contributed to 
different estimates of the wage and income effects. l1 

“These differences in model specification and estimating techniques are summarized in Killingsworth 
(1983), p. 401, fn. 41. 
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Table 11.1: Labor Supply Responses to the Seattle/Denver Negative Income Tax Experiment, Estimates of Income and Wage 
Effects Found In Representative Studler - 

Income effect (annual hours per $1,000) Wage effect (annual hours per $1) --_-.__. . . .___ -_._ 
Single female - Single female 

head of head of 
Studies Husbands Wives household Husbands Wives household 
Keely & Robins(1980) --- 
Johnson & Pencavel(l982) 

-60.9a -l10.8a -99isa 41.1 132.0b 75.9 

-125.8 -57.9 -87.2 106.1 118.9 78.8 

Johngon&Pencavel(1984) -61.0 -36.1 -54.0 140.7 161.5 253.8 

Rob+ & West(1980) -24.9 -105.78 -96.5c 96.6c 236.F 99.7 

Robiris & West(l983) -95.2c -196.8a -147.1c 71.3 151.8 176.4 

Arithmetic means -73.6 -101.5 -96.9 91.2 160.1 136.9 

Mea& adjusted for inflation since 1971 -25.2 -34.8 -33.2 31.2 54.8 46.9 

Note: Deflation factor: 2.92 (1988 CPV1971 CPI = 118.3/40.5). Statistical significance denoted by 
al % level, b10 % level, c5 % level, 

The average wage and income effects of the five studies, adjusted for 
inflation, were used to estimate annual hour reductions attributable to the 
introduction of EIC. Using the Census Bureau’s March 1989 CPS, (discussed 
in the next section), average 1988 hourly wages and the credit were 
calculated for EIC-eligible married couples and single female heads of 
household. For example, in equation 11.3, a represents the average wage 
effect that is multiplied by the difference in the pre- and postcredit average 
hourly wage of the ith individual, plus the average income effect, times the 
change in supplemental income (i.e., EIC). If a husband were in the 
phase-in range of the credit and were earning $3.00 per hour, then his 
postcredit wage rate would be $3.42 for a change in wage rate of $0.42. (In 
the phase-in range of the credit, z equals the 14-percent marginal subsidy 
rate, so 0.14 times $3.00 equals $0.42.) Assume further the husband worked 
2,000 hours per year and thus earned $6,000. He would be eligible for a b 

$840 EIC (see table 1.1 in ch. 1). The change in V would then be the amount 
of the credit-$840. p is the average income effect for husbands, and from 
table 2.1 that value can be calculated at -0.02519 per dollar of credit. Thus, 
we would expect the husband to reduce annual hours worked by about 8 
hours. 

(rr.3)A~=a*(z*~)+~*Av 

-8=(31.22*.42 -.02519*840) 
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Use of CPS to 
Simulate Tax 
Database 

To use the NIT findings to estimate labor supply responses to EIC in 1988, a 
database that records the tax credit, hourly wages, and hours worked 
during the year is required. The IRS’ Statistics of Income (SOI) data file does 
have tax data on a returns unit basis. But there are no data on wages and 
hours worked for eligible EIC recipients. The Bureau of the Census, 
however, has in its March 1989 CPS information on household 1988 annual 
earnings, usual hours worked in a week, and number of weeks worked 
during the year. On the basis of reported earnings and dependents in the 
households of primary families, Census created a special file appended to 
each record that contains estimates of individual filing status, federal 
income tax, state income tax, and earned income tax credit. 

Census estimated adjusted gross income (AGI) and earned income by 
several techniques. For each simulated tax filing unit, the income amounts 
from all taxable sources were summed and an amount for capital gains 
was imputed by Census statisticians based on SOI data, and these gains or 
losses were assigned to CPS individual records using a Monte Carlo 
probability technique. Similar probabilistic techniques were used to assign 
an amount for a contribution to individual retirement accounts. Standard 
deductions and itemized deductions were also simulated using both SOI 
and CPS data. Tax rules for EIC were applied to a calculation of earned 
income, which was the CPS record amounts for wages, salaries, farm 
income, and self-employment income. Also, a simulated amount of AGI was 

compared to earned income as is required in determining the credit within 
the phase-out range. 

As an indicator of the accuracy of the overall tax simulation, Census 
published a comparison of certain key statistics by AGI for the 1987 CPS. l2 

Table II.2 is an extract of CPS and SOI comparisons reported in the Census 
publication, After-Tax Money Income Estimates of Household: 1986. The 
three adjusted-income categories highlighted correspond approximately to b 

EIC’S 1988 phase-in, maximum, and phase-out earned income ranges. The 
comparison of net taxes paid (tax liabilities after credits) suggests that the 
CPS estimate is reasonably good for the phase-in and phase-out range but 
underestimates actual taxes paid by 12 percent in the approximated 
stationary range. The underestimate could arise from several causes, such 
as underestimation of taxable income or overestimation of credits, 

r2A direct comparison of the credit’s benefits by AGI was not published by the Bureau of the Census. 
Moreover, the public CPS data file does not contain all the simulated elements, such as capital gains 
(losses) and individual retirement account deductions, needed to prepare a table of EIC benefits 
distributed by AGI. A comparison between the Census Bureau’s CPS and IRS SOI estimates of net 
federal income taxes and number of tax returns is shown for 1986 rather than 1988 because 1986 was 
the last year for which the Census Bureau published a statistical comparison. 
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including EIC. On the second criterion, the predicted number of returns 
simulated from family survey data seems reasonably good, with estimates 
falling short at most by 4 percent. 

While the CPS estimates of the number of all tax filers appear similar to 
that of SOI, differences emerge when just estimates of the EIC population 
are compared. A direct comparison of CPS’ 1988 estimated tax returns that 
qualified for EIC vis-a-vis SOI’S 1988 estimate suggested that CPS’ simulation 
somewhat underestimates the number of returns qualified for the credit 
and, hence, the amount of the credits. The total number of returns CPS’ 
simulation projects as being eligible and claiming the 1988 EIC is 
8.9 million, whereas SOI’S sample projection is 11.1 million returns. Thus, 
CPS underestimates the total count by about 25 percent. In terms of tax 
credit benefits, Census underestimates the total credits by about $1.3 
billion, or almost 29 percent. The underestimate of the number of returns 
and the credit’s benefits seems to be predominantly in the simulation of 
head of household tax returns. CPS’ single filing status, its equivalent of 
head of household status, underestimated these returns by about 
43 percent and their credits by $1.2 billion. This suggests that estimates of 
EIC’S effects on single female-headed households’ labor supply, using CPS’ 
simulation data, most likely underestimates this group’s contribution to 
the average labor supply response to EIC of all three groups-husbands, 
wives, and single female heads of household. 

Table 11.2: Selected Comparison of IRS Actual and CPS Simulated Federal Income Taxes Paid After Credits and the Count 
of Raturns bv Adlusted Gross Income. 1986 

Axd woss income 
Net taxes pald (billions) 

CPS SOI Difference 
Number of returns (thousands) 

CPS SOI Difference 
Total $364.4 $370.9 -1.8% 103,473 103,300 0.2% - 
Under $5,999 0.6 0.8 -0.25 20,114 19,974 0.7 b 

$6,000 to $9,999 3.6 4.1 -12.2 11,318 12,797 -11.6 

$10,000 to $19,999 28.6 28.9 -1.0 24,070 25,128 -4.2 

$20/000 and over 331.6 337.1 -1.6 47,971 45,401 5.7 

Source: After-Tax Money Income Estimates of Household: 1986, U.S. Bureau of the Census, 
/ Washington, DC., tables A-l and A-3, pp. 36-37. 
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Methodology and The supplemental March 1989 CPS survey of households provided 

Estimates of 1988 and estimates of hours worked per week, weeks worked, and wages and 
salaries for 1988. We retained in our sample only individuals whose earned 

1994 Labor Supply incomes were from wages or salaries. This was because it was unclear 

Responses to EIC whether NIT estimates of hours worked, drawn from a sample of urban 
residents, included sole proprietors. Because the studies did not 
separately estimate the labor responses of sole proprietors and because 
their labor responses might differ from those of urban wage earners, we 
decided to exclude proprietors from the sample data. We imputed average 
hourly wages by dividing an individual’s total wages and salaries by the 
product of the usual hours worked per week and number of weeks worked 
per year. As noted by other researchers, this imputation suffers from a 
downward bias in part due to a tendency of respondents to underestimate 
earnings. Our estimates of hourly average wages in the phase-in range 
category (earned income up to $6,225) contained many very small hourly 
values. We followed Bound and Johnson13 in eliminating all hourly values 
of less than $1.63 (in 1988 dollars) per hour. After this adjustment, we 
calculated annual hour changes for the population at large using Census’ 
sample weights for each of the three credit ranges. The wage effect is 
positive in the phase-in range, whereas the income effect is negative-as 
indeed it is for all three ranges. In the stationary range there is only an 
income effect because the credit is unchanged as a low-income worker’s 
income increases. In the phase-out range, both the wage and income 
effects negatively affect the desired hours worked as they do in the NIT 

design. 

To estimate the effect of the much higher EIC rates slated to become 
effective in 1994, we estimated the labor supply effects following the 
general methodology described for the 1988 estimates. Using the families 
the Bureau of the Census analysts identified as qualifying for the 1988 EIC, 

we projected their earned incomes and average wage rates to 1994. The 
1, 

projection assumed these families’ incomes and average wage rates would 
grow by the actual rate of inflation in 1989 through 1991 and a forecasted 
rate of inflation for 1992 through 1994 (the Consumer Price Index for 
urban workers). The inflation forecast was made by the Congressional 
Budget Office in its January 1992 annual report to Congress.14 Applying the 
tax law to this set of families, we estimated the 1994 EIC taking into 

‘“Bound, John, and Johnson, George, “Changes in the Structure of Wages in the 1980’s: An Evaluation 
of Alternative Explanations,” American Economic Review, Vol. 82, No. 3 (June 1992), pp. 371-92. 

14The Economic and Budget Outlook: Fiscal Years 1993-1997, A Report to the Senate and House 
Committees on the Budget, The Congressional Budget Office, Washington, D.C., January 1992, table 
1-4, p. 23. 
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account the extra credit given for more than one qualifying child and for 
children less than a year old. 

-..--_-- 
Table 11.3: Estimated Labor Supply 
Response to EIC, 1988 Estlmated change In annual hours worked 

Change In hoursb Percent changeb 
Low’ Mean Highb LOW Mean Highb 

All recipients -23.8 -25.8 -34.2 -1 .o -2.1 -3.0 

By credit range 

Phase-in 

Maximum 

35.6 10.8 6.1 9.0 4.1 3.1 

-15.3 -26.2 -40.7 -1.4 -2.6 -4.1 

Phase-out -48.4 -39.3 -47.5 -4.6 -4.3 -5.0 

By marital status 

Husbands 

Wives 

- 
-29.2 -24.6 -25.5 -1.4 -1.5 -1.8 

-21.4 -31.5 -45.7 -4.3 -6.5 -9.2 

Single female heads of 
household 

-21 .o -23.7 -34.8 l.lC -0.3 -0.8 

RThe least negative labor supply effect was based on the long-run wage and income effect 
estimates of Johnson and Pencavel (1984). 

bThe largest labor supply effect was based on the wage and income effect estimates of Robins 
and West (1983). 

CThe observed positive percentage for the single female head of household category is consistent 
with the negative average number of hours shown. Changes in negative hours exceeded positive 
changes, hence a negative average change of 21 .O hours. But negative changes were 
concentrated among higher low-income workers in the phase-out range who typically worked 
more hours in a year than low-income workers in the phase-in range where the hour changes 
were positive. The positive percentage changes were much larger for workers in the phase-in 
range than the negative percentage changes in the phase-out range. 

Source: Current Population Survey, March 1989, U.S. Department of Commerce, Bureau of the 
Census,‘Washington, DC., and GAO analysis. 

l 

The estimates in table II.3 are meant to be suggestive of the possible labor 
responses to EIC as it was configured in 1988, namely a maximum credit of 
$874. As was mentioned previously, we expect the labor supply effects 
observed in the NIT experiment were probably more responsive because of 
the institutional arrangements used to monitor the program. With 
heightened awareness of how the phase-out tax rate affects the amount of 
the transfer or grant, it is likely the NIT recipients were better able to make 
informed choices concerning the relative value to them of overtime or 
part-time wage rates. With this caveat in mind, it is fair to say that the 
overall labor response to the EIC was probably somewhat less than the 
2. l-percent reduction in hours worked suggested by averaging the wage 
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and income effects of five studies. While overall labor supply was likely 
reduced, in the phase-in range hours worked probably increased by 4.1 
percent-the 14-percent subsidy rate stimulated a positive wage effect that 
outweighed the negative income effect of the credit. Wives were more 
prone to reduce their work hours than their husbands-6.5 percent for 
wives compared to only 1.5 percent for husbands. Single female heads of 
household had the least hourly reduction, although not by much, of about 
24 hours per year on average, or less than 1 percentage point of their 
average annual hours worked. 

Even allowing for CPS’ underestimate of head of household returns 
mentioned previously, the overall finding would probably not change 
significantly. Assuming single female-headed families would account for 
all of the head of household estimated undercount, the proportion of EIC 

recipients who are single female heads of household would change from 
44.5 percent to 53.4 percent. Thus, the annual average reduction in hours 
worked would fall from 25.8 to 25.4 hours and the average percent 
reduction from 2.1 to 1.8 percent. 

While the average of five studies suggested only a modest labor supply 
reduction, the Robins and West 1983 study suggests labor supply 
reductions overall could reach 3 percent. The estimates derived from this 
study generated the largest labor supply effects, defined as the greatest 
labor supply reductions, in all categories. For example, in this study the 
labor supply reduction of working wives was almost 3 percentage points 
greater than the overall average for all studies. But apart from this 
category, the Robins and West estimates for husbands and single female 
heads of household do not depart from the average nearly as much. 

Among the five studies, estimates based on the Johnson and Pencavel 
(1984) study showed the least overall labor supply effects. The percentage 
reduction across all categories in 1988 was 1 percent and 1.5 percent in 
1994. Also, the pattern of reductions was similar to that of the Robins and 
West study. Single female heads of household show the least reductions, 
followed by husbands, and then working wives. 

, 

- 
lKAlso assumed was that the distribution of the undercount of single females’ hours worked per week 
and their average hourly wage in 1988 would be distributed in the same pattern as in the CPS sample. 
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Our projection to 1994 showed larger overall reductions in labor suppl~.‘~ 
This is not surprising since the average credit rate is expected to increase 
77 percent and average 9.4 percent of earned income, up from 5.3 percent 
in 1988. The overall average percentage reduction in the annual supply of 
labor is expected to rise from 2.1 percent in 1988 to 3.6 percent in 1994. 
Since the 1994 projection was based on the assumption that everyone’s 
earned income increases at the same rate, the pattern among the credit 
range and marital categories was similar to the 1988 labor supply effects 
estimates. Most notably, the largest reduction, as it was before, is in the 
working wives category. Labor supply reductions could rise from 1988’s 
6.5 percent to 10.3 percent by 1994. 

The range of estimates in 1994 was also more diverse in an absolute sense 
than in 1988 because the same income growth assumptions cause absolute 
differences to increase. The high overall estimate of five labor effect 
studies was the Robins and West 1983 study. It suggested an overall labor 
supply reduction of 5 percent; the low estimate derived from the Johnson 
and PencavellQ84 study suggested, by way of contrast, only a slight 
reduction of 1.5 percent. As was mentioned earlier, all these estimates 
were based upon the institutional arrangements of the NIT experiments. 
For the reasons given earlier, all these estimates should be viewed as 
probably overstating the negative labor responses to some extent. 

‘Vrojections of 1994 labor response are based on OBRA 1990’s credit rates scheduled for tax year 
1994. OBRA 1993 raises the phase-in rates and maximum credits and expands coverage for tax year 
1994. 
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Table 11.4: Estimated Labor Supply 
Response to EIC, 1994 Estlmated change in annual hours worked 

Change in hours Percent change 
Loti Mean Highb Lo@ Mean Highb 

All recipients -42.7 -46.5 -61.9 -1.5 -3.6 -5.0 

By credit range 

Phase-in 

Maximum 

61.9 18.5 10.4 15.3 6.4 5.1 

-27.9 -47.7 -74.4 -2.5 -4.6 -7.1 

Phase-out -855 -70.4 -85.4 -7.4 -7.0 -8.1 

By marital status 

Husbands -54.0 -455 -47.3 -2.8 -2.8 -3.1 

Wives -38.6 -57.7 -84.6 -6.7 -10.2 -14.6 

Single female heads of 
household 

-36.5 -41.7 -61.3 2.1c -0.8 -1.5 

aThe least negative labor supply effect was based on the long-run wage and income effect 
estimates of Johnson and Pencavel (1984). 

bThe largest labor supply effect was based on the wage and income effect estimates of Robins 
and West (1983). 

CThe observed positive percentage for the single female head of household category is consistent 
with negative average number of hours shown Changes in negative hours exceeded positive 
changes, hence a negative change on average of 36.5 hours. But negative changes were 
concentrated among higher low-income workers in the phase-out range who typically worked 
more hours in a year than low-income workers in the phase-in range where the hour changes 
were positive. The positive percentage changes were much larger for workers in the phase-in 
range than the negative percentage changes in the phase-out range. 

Source: Current Population Survey, March 1989, U.S. Department of Commerce, Bureau of the 
CensusWashington, U.C., and GAO analysis. 
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GAO Sampling Methodology and Technical 
Analysis 

--- -_-.- l-_.~_.-- ___ 
This appendix describes the sampling methodology we used to determine 
how well IRS’ returns processing procedures can detect potentially 
erroneous EIC claims. The appendix also describes the data we used from 
IRS’ tax year 1988 Taxpayer Compliance Measurement Program (TCMP) to 
determine the magnitude and types of erroneous EIC claims that the 
returns processing procedures could not detect. The appendix also 
presents details on the precision of the statistical estimates contained in 
the report. 

The statistical estimates reported in chapter 4 are point estimates. The 
precision of these estimates varies with the quantitative relationship of a 
sample to a population. For example, we reported a point estimate in 
chapter 4 that 3.4 million taxpayers who received the credit may not have 
been entitled to it. In statistical terms that also describe the reliability of 
this estimate, we would say that we were 95-percent confident that 
between 3 million and 3.7 million taxpayers who claimed the credit were 
not entitled to it. There is a 5-percent chance that the confidence interval 
does not contain the actual population. 

Sampling 
Methodology and 
Analysis for 
Erroneous EIC Claims 
Detected by Returns 
Prdcessing 
Prwedures 

. 

. 

. 

To determine how well IRS’ returns processing procedures detect 
erroneous EIC claims, we selected random samples of individual income 
tax returns for tax year 1989 at three IRS service centers: Brookhaven, New 
York; Cincinnati, Ohio; and Fresno, California. At these service centers we 
chose tax returns processed on 11 randomly selected processing days 
from January to August 1990. We developed statistical estimates for this 
population on the basis of a stratified random sample of tax returns from 
individuals who were either eligible for EIC or claimed EIC. We stratified the 
tax returns at each center in accordance with the following criteria: 

Stratum I: taxpayers who claimed the EIC correctly; 
Stratum II: potentially eligible taxpayers who did not claim EIC and IRS did 
not compute the credit for them; and 
Stratum III: taxpayers who either (1) miscalculated their EIC and IRS 
corrected the credit, or (2) did not claim EIC and IRS computed the credit 
for them. 

The initial strata populations of tax returns processed during 11 work days 
and associated sample sizes are shown in table III. 1 by service center. 
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AnalySiS 

Table III.1 : lnltial Population and 
Sample Size for Returns of Taxpayers 
Potentially Eligible for the EIC (for 11 
Randomly Selected Processing Days) 

Brookhaven Cincinnati Fresno 
Stratum Population Sample Population Sample Population Sample 
, 

54,796 250 175,380 250 103,340 251 

II 1.304 150 5,332 150 2,425 150 

ill 9,433 200 16,514 200 14,996 200 

Total 65,533 600 197,226 600 120,761 601 

We selected the sample tax returns from each service center’s Returns 
Transaction File and requested the associated hard copy returns from IRS 
for detailed evaluation. For many sampled returns we were unable to 
obtain a copy of the tax return. These returns were dropped from the 
sample. In addition, many returns were dropped from the Stratum II 
sample because the sampling frame included individuals who were not 
eligible for EIC. Initial and final sample sizes are shown in table III.2 for 
each of the service centers. 

TabI; lll,2: InltM IfI6 Flnal Sampls 
Sizes 

Stratum 
I 
II 

III 

_- _.- 

Brookhaven Cincinnati sample Fresno sample 
sample sizes sizes sizes 

Initial Final Initial Final initial Final 
250 202 250 229 251 198 

150 29 150 85 150 19 

200 159 200 163 200 145 

Total 600 390 600 477 601 362 

Statistical estimates were weighted and combined to yield overall results 
for the 11 days sampled at the three service centers. Table III.3 shows the 
statistical estimates used in the report together with the associated 
confidence intervals at the 95-percent confidence level. 
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Table 111.3: Statletlcal Results of the Sample of Returns Where Taxpayers Were Potentlally Eligible for EIC ._---- 
Confidence Interval at the 95-percent 

Polnt estlmate confidence level -- 
Attributes of sample cases Pooulatlon Percent Number Percent 
Taxpayer miscalculated the credit 32,204 8.4 30,611 - 33,958 7.9 - 8.9 

Taxpayer claimed the credit and IRS disallowed it 9,330 2.4 7,926 - 10,734 2.1 - 2.8 

Taxpayer’s eligibility is questionable although EIC 81,600 21 70,399 - 92,802 18-24 
calculation correct -.-~- 

Taxpayer received the credit with incomplete 69,333 85 58,469 - 80,196 81 -89 
return information 

Taxpayer made a notation on the EIC line and 6,322 1.6 4,605 - 8,039 1.2 - 2.1 
was given the credit 

------: 
Taxpayer made a notation on the EIC line and 2,246 36 1,816 - 2,676 29-42 

was not oiven the credit 

IRS gave the taxpayer the wrong credit amount 7,759 2.0 6,494 - 9,024 1.7 - 2.4 

Analysis of EIC Data IRS' tax year 1988 TCMP for individual taxpayers is a statistically valid, 

From the TCMP 
Database 

stratified random sample of 54,088 tax returns that represents a 
nationwide universe of about 104 million tax returns. The TCMP 
computerized database contains the 1988 tax return data for these 
taxpayers as originally submitted and as corrected in a subsequent IRS 
audit. We did not conduct a reliability assessment of the TCMP database; 
however, we discussed the sampling and weighing methodologies with IRS 
statisticians and data processors and found their methodologies and 
database maintenance activities to be reasonable. 

Using the TCMP database, we examined taxpayers who originally claimed 
EIC (whether calculated by the taxpayer or by IRS), but lost their EIC as a 
result of the TCMP audit. The resulting estimates were developed at the I, 
Q&percent confidence level. Point estimates and the associated confidence 
intervals are shown in table 111.4. 
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Table 111.4: Statlstlcal Results of the 1988 Individual TCMP Analysis for EIC-Related Data 
Confidence interval 

Taxpayer Point at the 95-percent 
categories estimate 
Number who received EIC 10.4 million 

confidence level 
9.9 million - 10.9 million 

Lost EIC after audit 

i&ount of EIC lost 

Gt EIC and had filing status changed from 
head of household to single 

Percentage of all who lost EIC ----- 
Lost EIC after calculating their own credit 

3.4 million 

$1.9 billion 

2.0 million 

59% 

3.1 million 

3.0 million - 3.7 million 

1 .6 billion - 2.1 billion 

1 .7 million - 2.3 million 

50 - 68% 

2.8 million - 3.5 million 

Percentaae of all who calculated their own credit 32% 29 - 36% 

Lost EIC after IRS calculated and gave them the credit 

Percentage of all for whom IRS calculated the credit 

0.24 million 0.15 million - 0.34 million 

37% 23 - 51% 
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Fiaure 111.1: Schedule EIC 

Esmed Income Credit 
. Anseh to form lowA or la40. l SW tnobucttcn. rcr schedule EIC. 

m 
why “cl I.1 ms IRS fiqws fh. credt for you7 CIVS u. Only th* 
lntOnluNon sskd for on this ~9. snd we’ll do ti ms‘ 

plrir 1 Qbnsrrr lnformabn 
To take + 0 Vou MUST hrw workrd and earred LESS than 522.370. AND 
thta creqlt d l Your adlwlad grow lncomb (Form 1040A. ltne 16. or Form 1040. llne 31) MUST be LESS than $22.370. AND 

l Your tiling utatua can bo any status bxcbpt msmed wing a sepnrate return. AND 
s You MUST havr at Mast one aualdVlno cn!ld ISBB boxes BelowI. AN0 

. You csnnot Be a quaIltying Child y&r&t. 

‘If th@ Child didn’t llvo wth you 
for rho rwuwd llm# (for 
wemvo, wso born m 1662). 
ssotns 6xtugaononpr~6l 
of 104OA bocwm for paga 
EIC-2 of 1040 b0okl.t). 

1~~~~ 
You wnnot take the crodll. Enter “NO” next to Iknr 26~ of Form 1040A (or line 66 
of Form 1040). 
Go lo Part II. But 11 the child was married or 1s aI= a quakfylng child of anottw 
peon. fint see page 61 of 1040A booklet (Or pagr MC-2 of 1040 booklet). 

tnformmtlon About Your live Youngoat Duallfylng Chlldnn 
If mm I”,” two auu&wq ehmon. SW wgo a2 of For I C”lfd born ufaw 
lo404 om*w I(x c4qo clc.2 Of 1040 Dookbtl. ‘“Gu”,” w74,enQ"nehlldmm- 

r,m 
rommlonlD to yw 

Dlnn 
l(a) Child’s name we ~wti MM UII mtn.9 

ICI . nuam 1 # dimti 
mw MO enkd’s 

*Et5 2% 1 im Doo**(I 
Iowl UCW”” 

““llUlO, 

10 / 1,: I 
~,d~,,: If a chfld you bred maw was barn m 1992 AN0 you chose 10 ClaNI) the wedIt or exclusion for child cafa expensar 

for th!s child on Sohmduh 2 (Form 104OA/ or Form 2441 (Form 10401, check hens b 0 

Enter the amount from Form 104OA. llna 18, or 
(1:: 1 ~~~~~~AN’J~ Form ~040,line3~,hara. b . . . . . . . . . . . . . . 

m Other Inform8tion 

2 If yw had my nonbuble rmed Income (see page 62 of 1040A booklet or page WC-2 of 
1040 booklet) such a8 mMry hourlng and subrlrtence or contnbutlons to a 401(k) plan. 
enter the total of th#t income on line 2. Also. Ikst type and amount hem. b .___. __._. _. 

3 Enter the total amount you paid in 1992 for health lnsuranco that covrmd at leaat 
qualttylng child. ISw page 63 of 104OA booklet or page K-2 01 1040 booklet.) 3 

If you mnt m. IRS to flgun rnb omdlt for you. m I 

Attach thlr echo&la to your wtum. It flllng Form 104OA, print WC” on thr IIM nwl to lim 2Sa 
H llllna Form 1040. wtnt WC” on Wt. doftod 11~ next to lln. 6S. 

for Ps(mon RwWUon Act Nouce. we Form io(oA # lP4a ln*Duetk.ns. Cal. NO. 13339M &heduleEfc~cmt1otMcr1040)164a 
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4 Enter tne amount from Imo 7 ot Form 1040A or Form !040 (wages, salanen. tips. etc.). It you 
mcewea a taxaBle acholarmp or followsh~p grant. see oags 64 01 1040A booklet (or page EIC-3 
of 1040 booklet) (or the amount to enter 

6 If you haa any nontaxabta l arrmd tnooma (ree oape 62 of 1040A booklet or page EIC-2 cl 1040 
booklet) sucn as mllltsPj nouslng and subsistence or contnbutcons to a 401(k) plan, enter the 
total ol that Income on kne 5. Also, list tyw ana amount here. b 

,.... ._,....,,,,..,.. 
6 Form 1640 Fllera Only: It you were selWnployeo or reponed Income and expanses on Sch. C or 

C-E2 as a statutory amployw. enter the amount from tns wortwheet on page W-3 ol 1040 booklet 
7 Add lknes 4. 5. and 6. Thls ta your earned Incoma. II 522.370 or more. you amnet take the 

earned Income Crsdll. Enter “NO” next to line 26~ of Form 1040A (or line 56 of Form 1040) C 

8 Use the amount on linr 7 above to look up your creolt WI TABLE A 
on p8gs165 8nd 55 ot 104OA booklet (or pages SIC-4 end 6 of 1040 
booklet). Then, sntsf the credit hem 

9 Enfer your l !(uetcd 9mw income (from Form 1040A. line 16. or Form 

to look up your creolt m TABLe A 
booklrt (or oagea WC-4 8nd 6 01 
mdlthrm. ,, ,,. 

at cut one quah 

12 Look at the amount on Ilnc 7 above. Uas Mat rmount to IwK up your 
credit in TABLE B on page 07 of 1040A boonlst (or psge f!lC-6 of 
1040 booklot). Then. enter the credit here 

13 LOOk at the amount on Hne 0 above. Is line 9 S11.650 or mom? 
l YES. Use the amount on Ilm 9 to look up your credit ~n TABLE B 

on paga 07 of 1040A booklat (or page ElC-6 of 1040 booklet). Then, 
enter the credit here 

l NO. Enter thr amount from line 12 on Ilne 14. 
wend “YES” lo line 13. entsr the rmallsr 01 11ns 12 or Iins 13 here. 

In 1992 for nealth Insurance that 
lld. @as Daga 64 01 1040A booklet 

a You listed in Part II a child born in 1992. AND 4 I 

l You dld not uke Ihs Crtdtt or lxcluslsn 101 chlld cars ~xocnw on Witauls 1 or form 2Ul Ior the sama child. 

mfp You can take both the bmlo andlt ana the extra orwdlt for your child born I” 1992. 

17 Look at tha amount on line 7 above. Use that amount to look up your 
credit In TA8LB C on page 68 of 1040A booklet (or papa EIC-7 of 
1040 booklet). mm, 0nt.r the WedIt km 

IS LOok at the smount on Ilne 0 above. Ir Ilna 9 Sll,S!JO or mom? 

““B 
e VSS. Uro the mount on Ilns 0 to look uc your crsddn in TASLS C on page 68 

01 104OA DCQkIsl Iw pags SIG-7 01 1640 bookb$ Than, enter the asdlt hers 16 
l NO. Enter tha 8mount (mm llno 17 on line 19. 

19 I( YOU answered ‘YES‘ to llns 16. enter the amaller 01 lkne 17 or line t8 hem. This iS vow exbe 
or;dlttorcchlldbcmInl992, 

,,_.__ 
‘. 18 

‘imR FAllNtU INCOML CIILDII 

20 Add lines 11. 16, and 18. Enter the total here and on Form 1040A. line 26~ (or on Form 104; 
lhna 50). This IS your total oornsd kcomo omen 

- 

- 

Source: IRS. 
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Comments From the Internal Revenue 
Service 

DEPARTMENT OF THE TREASURY 
INTERNAL REVENUE SERVICE 

WASHINGTON. D.C. 20224 
July 8, 1993 

Mr. Johnny C. Finch 
h8sistant comptroller General 
United Staten General Accounting Office 
Washington, DC 20548 

Dear Mr. Finch: 

Thank you for the opportunity to review the draft report 
entitled, Earned Income Tax Credit: Design And Administration 
Could Be Improved. our detailed comments on the epecific report 
recommendations are enclosed. We also provided technical 
conunente on the report text directly to your staff. 

While we agree with three of the four recommendations to 
IRS, at this time we have concerns with the recommendation to 
modify Forms 1040 and 1040A to capture information currently 
reportad on Schedule EIC, thereby eliminating the need for the 
schedule. We believe this recommendation would increase the 
complexity for all taxpayers and could confuse those taxpayers it 
i6 intended to help. 

We are, however, pursuing a number of initiatives to ensure 
that those who qualify for the credit are aware of it and claim 
it. For example, we are considering redesigning the Schedule EIC 
to make it easier to complete. If the statutory eimplifications 
under consideration by the Congress are enacted this year, the 
Schedule EIC can be substantially simplified, In addition, we 
are working with the Congress, other agencies, employers, and 
groups representing children and families to expand our publicity 
and our assistance to thoee who qualify for the credit. 

Enclosure 
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IRS COMMENTS ON RECOMMENDATIONS 
CONTAINED IN GAO DRAFT REPORT ENTITLED 
EARNED INCOME TAX CREDIT: DESIGN AND 

ADMINISTRATION COULD BE IMPROVED 

-1: Modify Forma 1040 and 1040A to collect the 
data now required by schedule EIC. 

w: We have concerns with this recommendation to eliminate 
Bahedula EIC by modifying Form 1040 and Form 1040A and cannot 
mapport it at this time. The proposed modifications would 
increaos the complexity and burden for all taxpayers. Modifying 
the exemptian section of the tax return, as GAO auggasts, would 
incraame the burden on all filers claiming exemptions regardlese 
of their eligibility for the earned income credit. The earned 
income credit was claimed on approximately 13.7 million I991 
returna. Dependents were claimed on an additional 30.7 million 
returns. (Data source: Statistics of Income Advance Data Line 
Frequencies Report.) 

The proposed form modifications related to providing 
information on a dependent and on a qualifying child are likely 
to create confusion for some taxpayers because the definition of 
a qualifying child for purposes of claiming the earned income 
credit is different from the definition of a dependent for 
purpooee of claiming a dependency exemption. This confusion may 
result in taxpayers incorrectly claiming their qualifying child 
as a dependent. Correcting errors of this type will impose an 
additional burden on both taxpayers and the IRS. 

The current Form 1040 and Form 1040A also do not have 
sufficient space to properly accommodate all the information that 
now in collected on the first page of Schedule EIC. This 
information includes the qualifying child and health insurance 
premium information which GAO proposes collecting on the Form 
IQ40 or Form 1040A, as well as information on nontaxable earned 
inoomo . Because of the current space constraints, including this 
information on Form 1040 and Form 1040A would require lengthening 
these forms to three pages for all taxpayers. 

IRS developed the Schedule EIC in response to the directive 
in the 1990 Omnibus Reconciliation Act (OBRA) Conference Report. 
The introduction of the schedule appears to have made it easier 
for taxpayers to properly claim the credit. The taxpayer EIC 
error rate daclined from 7.3 percent for tax year 1990 to 5.6 
peroent for tax year 1991, the year Schedule EIC was introduced. 

Legislation under consideration by Congress would simplify 
the earned incoma credit. When this legislation is enacted, we 
will reevaluate our position on this recommendation. 
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-2: Clarify taxpayer instructions on the need to 
provide complete information on EIC eligibility. 

Conunent: We agree. Although the current Schedule EIC 
instructions contain statements such as, @'fill in," "be sure to," 
and "[you] must enter, 'I the instructions do not indicate the 
consequences of failing to provide the requested information. We 
plan to modify the 1993 Schedule EIC instructions to emphasize 
that failure to provide complete EIC information may delay 
processing of their returns and, consequently, delay issuance of 
their refunds. 

We continually improve our forms, schedules, publications, 
and instructions to make them as easy as possible for taxpayers 
to understand. We have a specific initiative underway to improve 
the Schedule EIC and have contracted with a graphics specialist 
to redesign this schedule. Although under current law, we plan 
to retain all of the existing entry lines on a redesigned 
schedule, we believe that a new layout may make the form easier 
for taxpayers to use. 

-3: Send notices that explain the EIC 
requirements, including the need to file a return to get the 
credit, to all nonfilers who have earned income. 

Comment: We agree that all eligible taxpayers should be made 
aware of the availability of the earned income tax credit. 
Currently, the reminder to file notice sent to some nonfilers 
includes a publication which tells taxpayers what they need to do 
to claim the earned income tax credit. In addition, our 
publicity aimed at bringing nonfilers back into the tax system 
includes information on the earned income tax credit. The 
publicity also notes that taxpayers must file a return to claim 
the credit. An IRS Workgroup is looking at GAO's proposal to 
sand notices to all potentially eligible taxpayers to inform them 
of the credit. The Workgroup is also studying other ways to 
reach all individuals who may be eligible for the credit and are 
not receiving it. 

-4: Modify returns processing procedures to ensure 
that all potentially eligible taxpayers who submit similar 
information are treated consistently. 

Comment: We agree that taxpayers should be treated consistently. 
our Internal Revenue Manual mandates processing procedures to 
ensure that returns supplying similar information are treated the 
same. 

The filing of the Schedule EIC is important. It notifies 
IRS that the taxpayer believes he or she is eligible and intends 
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to claim the oredit. Once a claim is made, we attempt to 
validate that claim from the information provided. If a Schedule 
EIC is filed, but information is missing, we try to determine 
eligibility without unnecessary correspondence. In so doing, we 
balance the need for taxpaysr compliance with the desire to 
reduoe taxpayer burden. If a correct determination can be made, 
we can avoid additional caste for both IRS and the taxpayer. 

However, when no Schedule EIC is filed, we correspond to ask 
for the missing echedule. We need to determine whether the 
taxpayer intended to claim the credit or just made an incorrect 
entry on the EIC line. Even if the taxpayer intended to claim 
the credit, we cannot verify the amount of credit the taxpayer 
intendad to claim without the information collected on the 
Bchedulo EIC. Once the Schedule EIC is received, we can make a 
more accurate determination of the taxpayer's intention and 
eligibility for the credit. 

In the fir& paragraph on page 7, GAO euqqeete that if ws 
can’t modify our procedures, we ehould consider eliminating the 
Sahedule EIC requirement. We do not believe we can eliminate the 
Schedule EIC given the current complexity of the statute and for 
the reasons discussed above. We will, however, review this 
option again in the future. 
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General Government Thomas McCool, Assistant Director, Tax Policy and Administration 

Division, Washington, 
Issues 

Clifford Tuck, Economist 

D.C. Martha Elbaum, Evaluator 

San Francisco 
Regional Office 

Arthur L. Davis, Regional Assignment Manager 
Hans R. Bredfeldt, Adviser 
Rojeanne W. Liu, Evaluator 
Susan Riggio, Evaluator 
Robert P. Shorrock III, Evaluator 
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