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Executive Summary

In 1997, Congress instructed the IRS to use a five-year, $716 million Earned Income Tax Credit
(EITC) appropriation “for expanded customer service and public outreach programs,
strengthened enforcement activities, and enhanced research efforts to reduce EITC over clams
and erroneous filings associated with the EITC.” The Internal Revenue Service (IRS) released
the EITC Program Effectiveness and Program Management Fiscal Year (FY) 1998 - 2002 report
in February 2002. This report addressed how the IRS used the FY 1998 through 2002
appropriation to improve administration of the EITC.

Last year, the House Appropriations Committee directed the IRS to provide areport on itsEITC
activities (per H.R. 107-575 p.37) to update the prior report and expand on its EITC compliance
efforts. This report provides this update and focuses on addressing the following areas:

Thetrend analysis of EITC filing characteristics identified several significant
factors important to program administration.

The turnover among EITC participants created opportunities and challenges for IRS in the areas
of outreach, education and compliance.

Since its adoption in 1975, the amount of the EITC credit has increased, as well as the number of
individuals and families benefiting fromit. In Tax Year (TY) 2001 (generally corresponds to
returns filed and processed in FY 2002), more than 19.5 million families and individuals filing
federal income tax returns — roughly one out of every seven families who filed — claimed the
EITC. These taxpayers represented over 15% of all Federal individual income tax returns filed.

Historically, the individuals comprising the EITC population change significantly from year-to-
year. Thistrend continued as nearly 30% of the TY 2000 EITC claimants did not claim EITC in
TY 2001.' However, approximately 20% of the new TY 2001 claimants had previously received
the EITCinTY 1999. The amount claimed by EITC filers without qualifying children showed a
greater percentage increase than the amount claimed by EITC with qualifying children. But
EITC claims by taxpayers without qualifying children still make up a very small percentage of
total EITC clams paid.

Below are some of the significant factors identified by the trend analysis.

! Analysisincluded a match of both primary and secondary SSN’s for EITC filersin both years.
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» EITC clamants remained more likely than the average filing population to use a paid
preparer and many filed electronically.

» EITC dollars claimed prior to the application of IRS math error authority increased 3.4%
from TY 2000 to 2001. EITC dollars received after math errors were resolved increased
3.3% from TY 2000 to 2001. The largest portion of the pre-math error increase was
attributable to filers without qualifying children (22.3% increase totaling over $249
million). However, an after math error increase of only $33 million (5.1%) occurred from
TY 2000 to 2001 in the amount of EITC claimed by filers without qualifying children.

> Approximately 73% of the TY 2001 EITC claimants had adjusted gross income of
$20,000 or less.

EITC initiatives were enhanced by a comprehensive Service- wide strategy that
balanced compliance and outreach activities.

The IRS employed a multifaceted approach to compliance initiatives that included math error
authority, audits, the use of Criminal Investigation’s (Cl) Fraud Detection Centers (FDC), and a
comprehensive Return Preparer Program (RPP). During FY 2002, the IRS allocated
approximately $100.6 million for EITC compliance activities. Asaresult, the IRS realized
significant resultsin FY 2002.

> The RS prevented over 1.2 million questionable EITC claims from being processed
electronically.

» The IRS protected approximately $435 million in erroneous EITC claims using math
error authority.

» IRS EITC audits protected $850 million in revenue.

> Questionable Refund and Return Preparer programs resulted in 48 preparers and 137
other persons criminally convicted of income tax fraud for EITC schemes.

In summary, the Congressional Appropriation for the EITC program greatly advanced
compliance initiatives. In addition to EITC revenue directly protected by math error authority
and IRS audits from TY 1997 through 2001, enhanced EITC compliance actions have had a
cascading effect; erroneous or fraudulent EITC claims disallowed in one year more than likely
prevented the same filers from making similar claims in subsequent years.
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Overall, had the Congressional EITC appropriations not been available, IRS compliance efforts
could not have protected and administered billions in government revenue. The IRS estimates
that EITC compliance efforts have directly and indirectly protected an estimated $9.6 billion in
revenue for TY 1997 through TY 2001, consisting of:

» $2.4hillion — Direct Math Error Authority (Actua)

> $3.6 billion in Audits (Actual)

> $3.0billion — Indirect Math Error Authority (Estimated)

» $.6 billion in Recertifications (Estimated)
See Appendix B, Attachment |11 for a chart showing the actual revenue protected as shown in the
previous year’s report dated February 28, 2002, and a reconciliation of the dollars from FY to
TY.

The projected revenue protected from EITC compliance activitiesfor TY 2002 is estimated at
$3.1 billion, consisting of :

» $.3hillion — Direct Math Error Authority (Actual)
» $1.4hillion — Indirect Math Error Authority (Estimated)
» $.9hillion in Audits (Actual)
» $ .5 billion in Recertifications (Estimated)
Likewise, the IRS continued its efforts to increase EITC awareness:

» The RS sent notices to approximately 958,000 taxpayers during FY 2002, who appeared
to qualify for the EITC based on the tax returns filed.

» Partnerships were established with key stakeholders, external partners, and intermediaries
that provided an overwhelming opportunity to educate taxpayers about EITC, offered free
tax preparation, and provided information on financia literacy. Asof March 24, 2003,
the IRS had completed approximately 42 million EITC contacts.
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The IRS continued to expand program management approaches, and increased
emphasis on strategic planning and performance measurement.

> InJduly 2002, the IRS realigned the EITC Program Office under its Office of Strategy and
Finance (S&F) in the Wage and Investment Division (WI). This enhanced the EITC
Program’ s strategic and tactical decisionmaking approaches.

» In August 2002, the IRS established the EITC Executive Advisory Council, a policy-
setting body responsible for providing strategy, budget, and operational reviews and
recommendations to the WI Commissioner. The Council includes executive level
representation from each IRS function responsible for administering the EITC and
ensures an integrated strategic approach to EITC issues.

> To better manage the EITC program, the IRS increased emphasis on strategic planning
and performance measures.

» The IRS reduced taxpayer burden and erroneous EITC claims with research efforts aimed
a more effectively using both internal and external data sources.

The IRSwill continue to implement a balanced EI TC initiative that provides
better service to taxpayers and improves the Program’ sintegrity.

The IRS is committed to further improving its administration of this important benefit program.
The IRS participated in ajoint task force with the Department of the Treasury that studied ways
to reduce the EITC error rate. On June 13, 2003, Commissioner Mark Everson announced a
five-point initiative to improve the administration of the EITC. The initiative builds on the work
of the task force. The five-point initiative will:

» Reduce the backlog of pending EITC examinations to ensure that eligible taxpayers
whose returns are being examined receive their refunds quickly;

» Minimize burden and enhance the quality of communications with taxpayers by
improving the existing audit process,
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» Encourage eligible taxpayers to claim the EITC by increasing outreach efforts and
making the requirements for claiming the credit easier to understand;

» Ensure fairness by refocusing compliance efforts on taxpayers who claimed the credit
but were ineligible because their income was too high; and

» Pilot a certification effort to substantiate qualifying child residency eligibility for
claimants whose returns are associated with a high risk of error.



Earned Income Tax Credit (EITC) Program Effectiveness
and Program Management FY 2002 — FY 2003

Tableof Contents
Page Number

BaCKgrOUNG. .. ... e e e e e e et e e e e 1

The Trend Analysis of EITC Filing Characteristics Identified Several Significant Factors
Important to Program AdmInNiStration ............cooii it e e e e e aeen 2

EITC Initiatives were Enhanced by a Comprehensive Service-Wide Strategy

That Balanced Compliance and Outreach ACtiVItIES.........covvi i 7
ComplianCe ACtIVITIES,. ..ot e e e e e Page 7
Outreach ACHIVITIES........oiviiii e e e PEOE 19

The IRS Continued to Expand Program Management A pproaches and
Increase Emphasis on Strategic Planning and Performance Measurement...................... 25

The IRS Will Continue to Implement a Balanced EITC Initiative that Provides Better

Service to Taxpayers and Improves the Program’s Integrity...........cccovvveiie i nn. .28
Appendices
A. EITC Strategic Plan for FY 2003 and 2004..........covevieiie i 32

B. Attachments

I. Mapof EITCReturnsFiled/State TY —2001..........ccvviiiniiiniiiieeienanes 36
I1. Reconciliation of Revenue Protected by Fiscal Year ........................... 37
I1l. EITC Related IRS Exam Processing Changes..............coovviivveieiinnnen. 38
IV. EITCPOst Card Mallers. .. .....couiieiie i e e e 39

vi



Earned Income Tax Credit (EITC) Program Effectiveness
and Program Management FY 2002 — FY 2003

Background

The Internal Revenue Service (IRS) is responsible for
administering the Earned Income Tax Credit (EITC), whichisa
refundable Federal income tax credit for low-income working
individuals and families. Congress originally approved the tax
credit legidation in 1975, in part to offset the burden of social
security taxes and give these individuals an incentive to work.
The credit reduces the amount of Federal income tax owed and
can result in arefund if the amount of the credit exceeds the
amount of taxes paid through the income tax system.

Information contained in an IRS compliance research study
released in 1997 showed a high rate of noncompliance with the
EITC. Inresponse Congress enacted legidation in the Balanced
Budget Act of 1997 (P.L. 107-152), that permitted budget
authority for 5 years and a $716 million appropriation beginning
in Fiscal Year (FY) 1998 to 2002, to address this noncompliance.
This appropriation provided for expanded customer service and
public outreach programs, strengthened enforcement activities,
and enhanced research efforts to reduce over claims and
erroneous filing associated with the EITC. After the sunset of the
five-year appropriation, Congress provided an EITC
appropriation of $145 million for FY 2003.

The appropriation, an average of $143 million per year for the
past five years, represents an administrative cost of about 0.5% of
the total annual EITC benefits distributed by the IRS. In
comparison, the administrative costs of other federal benefit
programs (as a percentage of benefits distributed) are
approximately 20 times higher (i.e., between 9% and 13%).

As directed by Congress, the IRS provided a comprehensive
report dated February 2002 on the management of the EITC
program in addition to providing quarterly reports throughout the
five-year appropriation. The report addressed areas of targeted
EITC outreach/education, compliance, and research and how the
five-year appropriation was alocated. Since this report was
issued, the IRS has continued to make significant program
improvement s by maximizing educational outreach effortsto

! Source: EITC Program Office - Tax Y ear 1999 Compliance Study Data
Page 1
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The Trend Analysis of
EITC Filing
Characteristics | dentified
Several Significant Factors
I mportant to Program
Administration

notify eligible taxpayers of their right to claim EITC, while
establishing research based compliance techniques to prevent
over claims. Internally, the IRS reorganized program oversight
by transferring that responsibility to the Strategy and Finance
Office. In addition, the IRS created the EITC Advisory Council
consisting of executive representatives from all IRS divisions that
have EITC program responsibility.

This report updates the IRS administration of the EITC program
in FY 2002 and 2003 to date and specifically addresses the
following key areas:

The trend analysis of EITC filing characteristics identified
several significant factorsimportant to program
administration.

EITC initiatives were enhanced by a comprehensive
service wide strategy that balanced compliance and
outreach activities.

The IRS continued to expand program management
approaches, and increase emphasis on strategic planning
and performance measurement.

The IRSwill continue to implement a balanced EITC
Initiative that provides better service to taxpayers and
improves the program’ sintegrity.

The turnover among EITC participants and the growth in the
EITC population created opportunities and challenges for IRS in
the areas of outreach, education and compliance. Sinceits
adoption in 1975, the amount of the EITC has increased in dollar
amount, as well as the number of individuals and families
benefiting from it. In Tax Year (TY) 2001 (filed in 2002), more
than 19.5 million families and individuals filing federal income
tax returns — roughly one out of every seven families who filed
— claimed the EITC. (See Appendix B, Attachment ') These
taxpayers represented over 15% of all Federal individua income
tax returns filed.

Page 2
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The EITC taxpayer population changed significantly in
TY 2001

Historically, the individuals comprising the EITC population
change significantly from year-to-year. This trend continued in
TY 2001 as illustrated by the following:

» Nearly 30% of the TY 2001 EITC claimants were
different from those who claimed the credit in TY 2000.
However, approximately 20% of the new TY 2001
claimants had previously received the EITC in TY 1999.

» Approximately 2.2 million taxpayers who claimed the
EITCin TY 2000 did not filea TY 2001 tax return.?

» Of the TY 2000 EITC clamantsthat filedaTY 2001 tax
return but did not claim the EITC, over 32% were no
longer eligible based on an increase in their Adjusted
Gross Income (AGI).

TY 2000 EITC RECIPIENTS
REASONS WHY EITC NOT RECEIVED IN TY 2001

1,399,493
(24%)

2,503,282
(44%)

1,856,805

(32%)
@ Did not File TY 2001 Return
EFiled TY 2001 Return - AGI prevented EITC eligibility
ibilit

OFiled TY 2001 Return - Other issues prevented EITC eli

Figurel
Source: Individual Returns Transaction File (IRTF)

2 Analysisincluded a match of both primary and secondary SSN's for EITC
filersin both years.

Page 3



Earned Income Tax Credit (EITC) Program Effectiveness
and Program Management FY 2002 — FY 2003

Over half of the EITC claimants used paid tax preparers and
filed their tax returns eectronically

EITC clamants continued to rely on the use of paid preparers to
file their tax returns, in greater percentages than the average filing
population (67% EITC compared to 59.4% of the general
population). In addition, approximately 61% filed electronicaly,
as compared to 32% of the general taxpayer population.

FILING AND PREPARATION METHODS
OF TY 2001 EITC CLAIMANTS

1%

33%

67% 6%

D Paid DSeIf |E|Te|ef||e OPaper B Electronic

Figure2
Source: IRTF TY 2001

The number of electronic (e-filed) tax returns has increased each
year (10.7% from TY 2000 to TY 2001). In addition to the
number of e-filed tax returns, 53% of paper returns are computer
generated, even though the returns are not transmitted to the IRS
in an electronic format.

Thenumber of EITC claimants and dollars claimed is
currently rising

Although the number of EITC claims had been decreasing since
1996, they increased dightly (.3%) from TY 2000 to 2001. In
TY 2001, more than 19.5 million working families and
individuals received total EITC benefits of approximately

$33.7 billion. The following chart shows a three-year trend of
EITC returns by the number of qualifying children.
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EITC CLAIMANTS - NUMBER OF RETURNS
CHARACTERIZED BY QUALIFYING CHILDREN

[7p]

£, 10

g s

<% s —

O

: » N

=

w 0 Children 1 Child 2 Children
@ 1999 3,544,143 7,856,031 8,385,542
2000 3,534,072 7,753,866 8,204,514
02001 3,585,173 7,715,174 8,248,175

Figure3

Source: Individual Returns Transaction File (IRTF) Extracts from the
respective tax years.

EITC dollars claimed prior to the application of IRS math error
authority increased 3.4% from TY 2000 to 2001. EITC dollars
received after math errors were resolved increased 3.3% from

TY 2000 to 2001. The largest portion of the pre-math error
increase was attributable to filers without qualifying children
(22.3% increase totaling over $249 million). However, an after
math error increase of only $33 million (5.1%) occurred from

TY 2000 to 2001 in the amount of EITC claimed by filers without
qualifying children.

The amount claimed by EITC filers without qualifying children
showed a greater percentage increase than the amount claimed by
EITC with qualifying children. But EITC claims by taxpayers
without qualifying children still make up avery small percentage
of total EITC clams paid.

The following chart shows the increase in EITC dollars claimed
by number of qualifying children:
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EITC DOLLARS RECEIVED PER TAX YEAR BY

QUALIFYING CHILDREN

0 Children 1 Child

2 Children

$643,877,695 $11,584,086,345

$19,115,912,984

$658,795,470 $11,628,636,743

$19,071,704,657

)

Z

o

|

=

D 25

z 20

2 3

é 5

3 0

o

g 1999

W im 2000
02001

$692,474,263 $11,931,481,972

$19,767,567,197

Figure4

Source: Individual Returns Transaction File (IRTF) Extracts from the
respective tax years.

The adjusted gross income of approximately 73% of the TY 2001
EITC clamants was under $20,000.

EITC CLAIMANTSINCOME RANGES
TY 2001

$30,000 - $1-
$40,000 $10,000

(2%) (38%)

$20,000 -
$30,000
(25%)
$10,000 -
$20,000
(35%)

Significant

Figure5
Source: Individual Returns Transaction File (IRTF)

EITC legidative changes became effective for

TY 2002

Legidlation passed by the Congressin 2001, changed the

eigibility rules for the EITC, simplifying the filing process and

increasing refunds for many workers. Some workers who were

previoudly ineligible for the credit may now qualify to claimit.

Page
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EITC Initiativeswere
Enhanced by a
Comprehensive Service
Wide Strategy that
Balanced Compliance and
Outreach Activities

Compliance Activities

The five-year Congressional Appropriation provided for
expanded customer service and public outreach programs,
strengthened enforcement activities, and enhanced research
efforts to reduce over claims and erroneous filing associated with
the EITC. ThelRS strategic plan provided for a balanced
approach to address both EITC compliance and outreach
activities.

The IRS took a multifaceted approach to compliance initiatives
that included math error authority, audits, the use of Criminal
Investigation’s (CI) Fraud Detection Centers (FDC), a
comprehensive Return Preparer Program (RPP), and a proactive
Initiative to implement recommendations from an EITC Task
Force. During FY 2002, the IRS allocated approximately
$100.6 million for EITC compliance activities. Asaresult, the
IRS realized significant resultsin FY 2002. In addition, IRS
plans to spend $102.6 million in 2003.

The RS prevented over $435 million in erroneous EITC
claimsthrough math error authority

The IRS can make a summary assessment of taxes owed if an
error on the tax return is the result of a mathematical of clerical
error. The IRS must aso provide the taxpayer with an
explanation of the error. The taxpayer has 60 days from the date
of the notice to request that the tax be abated. If the taxpayer
requests that the tax be abated, then the IRS must use normal
deficiency procedures.

Because mathematical error procedures place a greater burden on
taxpayers, Congress prescribesits use. Since 1996, Congress has
expanded the use of mathematical error procedures for certain
types of EITC errors that can be identified during returns
processing through matching of returns to third-party data (e.g.,
socid security numbers). This information includes, Invalid or
Missing Primary, Secondary, or EITC Qualifying Child SSNs, as
well as EITC Quaifying Child Dates of Birth (DOBS).

For FY 2002, the IRS issued math error notices on approximately
1.1 million tax returns claiming $729 million in EITC. Thefive
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most common EITC math errors made by taxpayerson TY 2001
tax returns are shown in Figure 6.

TY2001 Five Most Common EITC Math Errors

o Figured or Entered Incorrectly - 370,330
TIN for Qualifying Children - 151,676
5 Didn't include nontaxable income from W-2 - 98,934

U Disallowed Quialifying Child, Allowed EITC w/o child,
EITC Adjusted 95,876

Disallowed EITC; not recertified as eligible - 93,101

B Al other EITC Math Error Codes comhined - 277,629
26%

33%

9%
9% 9% 14%

Figure 6
Source: Individual Returns Transaction File (IRTF) TY 2001.

In some instances, taxpayers subsequently provided the IRS with
information that resolved the math error condition. When this
occurred, the IRS adjusted the taxpayer’ s account and issued the
correct amount of EITC. Figure 7 details the breakdown for the
initially protected EITC by math error authority, and math error
authority is broken down by Original and Expanded, as described
above. Initial EITC refers to what was initially identified in
processing, and Fina EITC refers to what was ultimately
protected after the math error issue(s) was resolved with the
taxpayer.

Page 8



Earned Income Tax Credit (EITC) Program Effectiveness

and Program Management FY 2002 — FY 2003

EITC DOLLARS
Millions

by Math Error Authority

$1,000

$500

$0

-

—

Initial EITC

Final EITC

Expanded

$359,328,855

$167,592,211

3 Origi

inal

$369,589,165

$267,876,359

TY 2001 Original and Final EITC Dollars Protected

ThelRS prevented numerous other EITC over claims

Figure7
Source: Individual Returns Transaction File (IRTF) TY 2001.

through its electr onic tax administration system

In TY 2001, the IRS prevented over 1.2 million questionable
EITC clams from being processed electronically. We cannot
readily determine the amount of associated monetary impact of

these actions because these EITC claims were stopped before the
IRS processed the tax returns. The most common reasons these

returns were rejected are listed below:

296,999
(24%)

TY 2001 EITC E-FILE REJECT ERRORS

22,588

(2%)

33,584

902,894
(71%)

Qualifying SSN and yeat|
of birth did not match

Qualifying SSN was
previously used as a

qualifying SSN

Secondary SSN was
previously used as a

secondary SSN

All Others

Figure8

Source: Individual Returns Transaction File (IRTF) TY 2001.

E-File rgjects areturn that has a duplicate dependent or secondary

SSN if the SSN has been used in the same manner on a

Page
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previoudly filed return in the same filing season. If the E-File
rejected SSN is correct, a paper return has to be filed.

RS audits of EITC protected $850 million in revenue from
the Dependent Database (DDb) and other sourcesin
FY 2002

The IRS DDb is an examination audit program that analyzes and
scores EITC claims to identify those with the highest probability
for error. The DDb was established in FY 2001 and uses a
combination of Department of Health and Human Services and
Socia Security Administration data. This information provides
custody information that is used to help determine the validity of
dependent and EITC claims.

In FY 2001, the IRS Examination functions made assessments on
82% of the 94,400 EITC claimant returns that were selected for
audit through the DDb. In FY 2002, the IRS continued to
improve its return selection criteria resulting in assessments on
87% of the 168,364 EITC claimant returns selected for audit
through the DDb. The IRS achieved significant results through
the DDb. The IRS predicts that the EITC assessment rate for

FY 2003 will approach 90% on 160,450 selections.

Overal in FY 2002, IRS EITC audits protected $850 million in
revenue due the Government. Through the audit process, the IRS
assessed nearly $4 billion from erroneous EITC claims during the
five year EITC appropriation.

I RS improved the examination process to reduce taxpayer
burden

In addition to improving its audit selection criteria, the IRS took
steps to improve other components of the EITC examination
process.

IRS revised the initial taxpayer contact letter, including
documentation request forms, to clarify and simplify the
requirements for EITC eligibility, dependents and filing status.
A project team consisting of subject matter experts from
Examination, Office of the Chief Counsel, Taxpayer Advocate
Service, and notice clarity specialists designed the revisions,

Page 10
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incorporating TY 2002 tax law changes. (See Appendix B,
Attachment I11.) While the IRS plans to further clarify and
simplify its EITC notices, this was an important first step.

Previoudly, taxpayers were sent informationthat did not
necessarily pertain to their specific audit issue only. The revised
notices now provide taxpayers with information that addresses the
individual tax situation. The letter and notice ssimplification along
with enhanced internal information gathering capabilities also
allowed the IRS to reduce taxpayer burden by eliminating the
need for most taxpayers to send in copies of social security cards
and birth certificates.

In addition, the IRS developed an automated “ decision tool”
referred to as the Online Tax Advisory (OTA), to ensure better
consistency and understanding by examiners of EITC tax law and
related issues by examiners. The OTA alows all aspects of an
EITC examination to be evaluated including Filing Status,
Exemptions, and EITC. Determinations are automatically
recorded in the IRS examination work papers.

IRS Cl FDCsidentified numerousinstances of EITC fraud

In support of the overal IRS mission, ClI’s FDCs detected
fraudulent returns and prevented the issuance of related false
refunds. The FDC aso supported special agentsin Cl'sfield
offices in their investigations and efforts to build successful
criminal cases to achieve voluntary compliance with the Interna
Revenue tax laws.

Thelevel of EITC fraud detected on electronically filed returns
rose from 6,220 in 2000 to 16,908 in 2002. These increases are
based on the actual volumes of false returns identified and
verified by the FDC. We cannot determine the extent to which
the increase in detected fraud reflects an increase in actual fraud
or an improvement in our detection systems.

There were numerous EITC schemes investigated by Cl in 2002
including:

» An erroneous claimant in Massachusetts who was
convicted and sentenced to 12 months imprisonment

Page 11
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followed by two years of supervised release for hisrole
in alarge scheme consisting of fraudulent returns
claiming EITC in excess of $600,000. This scheme
started in 1997 and involved the solicitation of welfare
recipients in the Boston area to obtain their socia
security numbers and those of their children. The
welfare recipients were told that their identities would be
used to apply for a government program that would pay
them $200 for one child and $500 for two children. In
reality, the claimant and another individual prepared
hundreds of false federal and state tax returns for

TY 1996 — 1998 claiming the EITC. The returns
reflected phony businesses and non-existent income.

» Another scheme, based in California, consisted of
hundreds of false tax returns reporting fictitious wages
and withholding amounts that totaled more than
$9 million in false refunds. A portion of the $9 million
was EITC. About $1.2 million was paid prior to the
identification of this scheme. Multitudes of refund
checks were sent to the same addresses and post office
boxes and enabled investigators to identify the scheme
perpetrators. Multiple individuals involved in the
perpetration of this scheme have been arrested and
indicted.

During the course of detecting fraudulent returns, the FDCs also
encountered trends of EITC abuse. One such trend may involve
an increase in erroneous EITC claims received from prisoners.
To systemically address this problem, CI worked with the
Examination function, which quickly implemented programming
changes.

A magjor step undertaken by CI relative to the EITC was to enter
into an agreement with the New Y ork State (NY S) Department of
Taxation and Finance to facilitate information sharing in the
identification of filers of fraudulent tax returns. NY S also offers
an EITC for taxpayers with lower earned income levels. Early
identification is beneficial to both IRS and NY S to prevent
revenue loss due to fraudulent claims.
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Questionable Refund Program (QRP) - 137 were criminally
convicted of income tax fraud for EI TC Schemes

The purpose of the QRP is to detect and identify false returns,
stop the payment of the false refunds, develop the full scope of
identified schemes, and to prosecute scheme perpetrators. The
QRP enforcement efforts around EITC involve both CI FDC
personnel and field office special agents. The chart below,
broken down by paper and electronic filing (ELF), reflects the
percent of QRP individual income tax returns claiming EITC over
the past three fiscal years. These statistics do not include
fraudulent business returns or amended individual returns
detected by QRP.

QUESTIONABLE REFUND PROGRAM

(1/1/2000 through 12/31/2002)

Return [ Returns | Total Refunds | Returns Percent EITC$
Type | Detected Claimed Claiming | Claiming Claimed
EITC EITC
2000 | Paper 25,403 | $744,633,171 13,157 52%| $31,091,114
ELF 9,782 $38,677,011 6,220 64%| $17,302,855
2001 | Paper 21,183 $253,341,555 6,818 32%| $20,241,031
ELF 17,663 $84,994,024 8,518 48%| $23,333,330
2002 | Paper 47,493 $317,502,899 35,318 74%| $129,191,995
ELF 37,059 $153,218,739 16,908 46% | $46,197,295
Figure9

Source: Questionable Refund Program — EITC Statistics for Paper and ELF

During the past three fiscal years, 196 subject criminal
Investigations were initiated on questionable refund schemes that
related to potentially fraudulent EITC claims. These
investigations identified a minimum of 20,095 questionable
returns claiming a minimum of $44,069,951 in potentially false
EITC. During this same time period, 129 criminal investigations
were recommended for criminal prosecution, and 137 persons
were criminally convicted of income tax fraud for various
fraudulent EITC schemes.
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Return Preparer Program (RPP) — 48 preparerswere
criminally convicted of income tax fraud for EI TC schemes

In an effort to prevent losses due to fraudulent returns, Cl
administers the RPP. The purpose of the RPP is to identify the
most non-compliant and unscrupulous return preparers for
enforcement actions. EITC return preparers are an integral part of
this program.

The RPP enforcement efforts around EITC involved both CI FDC
personnel and field office special agents. During the past three
fiscal years, 113 subject criminal investigations were initiated on
return preparer schemes that related to fraudulent EITC. These
investigations identified a minimum of 12,624 questionable
returns claiming at least $31,464,536 in false EITC. During this
same time period, 54 criminal investigations were recommended
for criminal prosecution and 48 preparers were criminally
convicted of income tax fraud for the various EITC fraud
schemes.

I RS outreach efforts continued to focus on reducing over
claims by paid preparers

Data from the 1999 EITC Compliance Study indicates that paid
preparers prepared 69% of EITC returns. These practitioners
accounted for $7.2 (70%) of the $10.4 billion in 1999 EITC over
clams.

In addition to CI’ s efforts to address paid preparer issues, the IRS
used a comprehensive educational effort to reduce EITC errors
made by paid preparers.

In FY 2002, the Small Business/Self Employed (SBSE) Taxpayer
Education and Communication (TEC) function identified paid
preparers responsible for the highest number of returns with
errors in the areas of the DDb and Duplicate Taxpayer
Identification Numbers (DUPTN) with a qualifying child. These
paid preparers aso prepared 75 or more Schedule C returns
claiming EITC benefitsin TY 2000. TEC speciaists visited
approximately 600 paid preparers and mailed over 700 lettersto
inform and educate them on 2001 EITC tax law requirements and
tips on how to avoid making errors on EITC returns.
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The W& | Stakeholder Partnerships, Education and
Communication (SPEC) function developed and mailed
approximately 2,200 copies of “The Earned Income Tax Credit
Brochure” (Publication 4138) with a bounce back card to
preparers. Thislist included those who prepared more than 100
EITC returns, less than 75 Schedule C returns, and had a
significant numbers of EITC processing errors. The HTC
brochure provided information on significant EITC processing
errors and instructions on how to avoid them. In addition, it
included information on the 2002 Tax Law changes, the
Recertification process, and Due Diligence requirements and
where to find additional EITC information. The bounce back
card provided the preparer with an opportunity to request
additional information about the EITC or a personal contact from
the IRS.

Two information postcards and a Professional Guide for Tax
Practitioners (Publication 3107) were mailed to over 20,000
practitioners that had prepared over 100 EITC returnsin 2001.
One of the postcards addressed EITC filing requirements,
including TY 2002 tax law changes, while the other provided
information on common EITC errors. Copies of the postcards are
in Appendix B, Attachment IV. The Professiona Guideis
included on the IRS Internet Website: http://www.irs.gov/eitc.

IRS delivered outreach to tax practitioners at CPE seminars and
association meetings. For example, IRS presented two EITC
related seminars and staffed an informational booth at the IRS
Tax Forums held during 2002. Approximately 15,000 tax
practitioners attend the forums annually.

Enhanced EI TC compliance actions had a cascading effect.

The EITC appropriation for the EITC program provided by
Congress greatly advanced compliance initiatives through a
focused EITC program management. In additionto EITC
revenue directly protected by math error authority and IRS audits,
EITC claims disallowed in one year more than likely prevented
the same filers from making similar claims in subsequent years.
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An estimated additional $3.0 billion was indirectly protected
through EITC math errors

We included the EITC population that submitted tax returns with
EITC errors and the associated over claims by tax year in the
table below. It shows how the appropriation helped to decrease
the number of erroneous tax returns (with EITC errors), and a
resulting estimated $3 billion over claim amount not refunded to
taxpayers. The funding helped to improve overall taxpayer-filing
patterns by identifying EITC math errors. Dollars protected were
reduced to account for filers committing EITC errors in multiple
years and to account for the estimated number of filers not
claming EITC in subsequent years. In the table below Column
(E) represents the estimated amount of EITC over claimed (the
result of Column C multiplied by Column D) that may have
occurred without the benefit of the appropriation.

EARNED INCOME TAX CREDIT MATH ERROR AUTHORITY ANALYSIS

TAX RETURNS / UNPAID OVER CLAIMS - ACTUAL AND ESTIMATED

Figure10

Tax Year Actual Number of Estimated Estimated Estimated
Tax Returns With Qualification Number of Accumulated Over claim
EITC Math Errors EITC Over Years Total Not Credited to
Related to Expanded claims Not Taxpayers Taxpayers by Multiplier
Math Error Authority Credited to Could Have (Cx D)
Taxpayers?® Received
Erroneous
Refund(s)
(Multiplier)
(A) B) ©) ) B
1997 710,096 $344,835,472 | (4) 1998 — 2001 $1,379,341,889
1998 804,122 $317,347,063 | (3) 1999 — 2001 $952,041,188
1999 608,978 $219,519,078 | (2) 2000 — 2001 $439,038,157
2000 558,313 $225,547,329 | (1) 2001 $225,547,329
2001 545,250 $435,468,570 | (0) $0
Total 3,226,759 $1,107,248,942 $2,995,968,563

Source: Compliance Research Information System Maodels 2001 and 2002 for indicated Processing
Years and IRTF Cycle 200252.

% Column C discounts the amount originally protected by expanded math error
authority to account for the number of EITC filers who commit EITC errorsin
consecutive years and to account for the number of EITC filers who do not
claim EITC in consecutive years.
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EITC recertification protected as much as an additional
$557 million

In addition to the direct assessment of taxes from audits, in those
instances where the audit changes the amount of EITC claimed,
the filer must recertify with the IRS before being allowed to file a
new EITC claim. Recertification efforts are estimated to have
prevented nearly 500,000 erroneous EITC claimants from
claiming EITC in the subsequent year, and protecting an
estimated $557 million in revenue protected in TY 2000 and
2001. The data analyzed does not provide us with the information
to determine if taxpayers failed the requirements or simply did not
apply for recertification.

| EITC RECERTIFICATIONS AT A GLANCE
TAX ESTIMATED" FILERS ESTIMATED’EITC

YEAR PREVENTED FROM DOLLARS

RECEIVING EITC PROTECTED BY
BECAUSE EITC
RECERTIFICATION RECERTIFICATION
REQUIREMENT NOT MET | PROCEDURES

TY 2000 115,632 $ 46,246,843

TY 2001 373477 | $ 510,767,765

Total 489,109 $ 557,014,608
Figurell

Source: Audit Inventory Management System Closed Database.

EITC audits protected $3.6 billion

Figure 12 below shows the actual examination
recommended assessments from EITC audits for TY 1997
through 2001. These assessments are in addition to the
$86 million of EITC protected from amended returns
claming EITC from FY 1999 through FY 2001.

EITC AUDITS AT A GLANCE

4 Estimate based on actual number of claimants required to recertify less
claimants who recertified, reduced by the number of claimants not likely to
claim EITC in subsequent years.

® Estimated dollars protected computed as the product of estimated filers not
recertified and average EITC dollars claimed for indicated TY .
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TAX EITC RECOMMENDED
YEAR AUDITS ASSESSMENT S
FROM EITC
AUDITS
TY 1997 360,101 $ 515,443,057
TY 1998 603,375 $ 1,150,135,887
TY 1999 257,501 $ 393,843,589
TY 2000 406,135 $ 963,919,284
TY 2001 367,288 $ 934,517,271
Total | 1,999,440 $ 3,957,859,088
Figure12

Source: Audit Inventory Management System Closed Database.

Typicaly, the IRS has protected and collected approximately
92% of the dollars recommended from EITC audits.
Accordingly, audits have preserved about $3.6 billion from

TY 1997 through 2001 (dollars protected may include non-EITC
dollars. For example, the disallowance of an EITC qualifying
child may also include the disallowance of that child asa
dependent that generates additional protected tax).

The IRS is projecting approximately 372,000 new examinations
to address EITC related issues in FY 2003.

In addition to the actual dollars attributed to the EITC
appropriation, the IRS is now estimating indirect revenue
protected from EITC appropriations consisting of indirect savings
from math error authority and recertification. Overall, had the
Congressional EITC Appropriations not been available, IRS
compliance efforts could not have protected and administered
billions in government revenue. IRS EITC compliance efforts
have directly and indirectly protected an estimated $9.6 billion in
revenue for TY 1997 through 2001, consisting of:

» $2.4hillion — Direct Math Error Authority (Actual)—see
Appendix B, Attachment I

» $3.6 billion in audits (Actual)

» $3.0billion — Indirect Math Error Authority (Estimated)
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Outreach Activities

» $.6 hillion in Recertifications (Estimated)
See Appendix B, Attachment Il for a chart showing the actual
revenue protected as shown in the previous year’ s report dated
February 28, 2002, and a reconciliation of the dollars from FY to
TY.

The projected revenue protected from EITC compliance activities
for TY 2002 is estimated at $3.1 billion, consisting of :

» $.3billion — Direct Math Error Authority (Actual)

> $.9billion in Audits (Actual)

» $1.4hillion — Indirect Math Error Authority (Estimated)

» $ .5billion in Recertifications (Estimated)
The IRS leveraged a number of innovative initiatives to ensure
that taxpayers, who were eligible for the EITC, filed an accurate
claim. The IRS allocated $19 million in FY 2002 and $16.9

million in FY 2003 to outreach activities.

IRS identified taxpayer s who appeared to qualify for EITC

As part of its FY 2002 outreach efforts, the IRS sent notices to
approximately 958,000 taxpayers who, based on their tax return,
appeared to qualify for the EITC. Asaresult, 26.6% of taxpayers
with children receiving a notice aerting them to their potential
eigibility for the EITC (the CP-09, “Entitlement to Money from
IRS’) claimed the credit. Among taxpayers who did not appear to
have children receiving a CP-27 notice (*EITC Potential for
Taxpayer Without Qualifying Children), about 44% subsequently
claimed the credit. The IRS will continue its efforts to increase
EITC awareness.

|RS effortsto partner with key stakeholders, exter nal
partners and intermediariesreaped tremendous r ewar ds

The SPEC organization focused on providing EITC education and
outreach to taxpayers. Building partnerships with key
stakeholders, external partners, and intermediaries provided an
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overwhelming opportunity to educate taxpayers about EITC, offer
free tax preparation and provide information on financial literacy.

Currently, SPEC has approximately 140 established coalitions.
Members of these coalitions include city leaders such as mayors,
other government agencies, non-profit organizations such as
United Way, National League of Cities, Annie E Casey
Foundation, National Association of Community Action
Agencies, Welfare to Work, and many others.

These partners provide a means to deliver the EITC message to
millions of taxpayers. Extensive EITC awareness campaigns
include newspapers, radio and television, as well as mailings by
utility companies, educational institutions, Social Service
agencies, and many others.

Through these coalitions the IRS was able to participate in radio
interviews and talk shows, television appearances to talk about
EITC and newspaper articles on EITC, including USA Today.
Unique initiatives conducted by SPEC and their partners
included:

» The ldaho Food Bank and Tax-Aide worked with SPEC to
measure the effectiveness of adding a coupon offering free tax
preparation assistance to food boxes distributed in three
locations in Idaho. The coupon had information on EITC on
one side and information on locating free tax preparation on
thereverse.

» TheMcDonad's Corporation printed 600,000 placemats
containing EITC information. These placemats contained
EITC quaifying information for income, children, and a
contact phone number for the coalition. These placements
became available for use by al of the 187 McDonald’s
restaurants in New York City. Another restaurant in
Baltimore placed tray liners with the EITC message in their
carry trays.

» Posterson EITC were placed in 1,300 subway cars (20%) of
the 6,500 subway carsin the New York City Subway system.

Accomplishments from Partnering Initiatives:
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Asof March 24, 2003, SPEC had completed approximately 42
million EITC contacts:

» Approximately 23 million of the 42 million received
information via TV, radio or newspapers.

» Mailing of EITC information through utility bills, school
report cards, W-2, 1099 statements, company newsl etters,
direct mailings by Housing Authorities and Social Service
Agencies have accounted for over 13 million taxpayers being
provided with EITC information.

» Theremaining 5.4 million taxpayers received EITC
information through other efforts such as workshops, outreach
seminars, brochures at conventions and other unique methods
of communication.

I RS focused on limited English proficient (L EP) taxpayers to
heighten EITC awareness

Many of SPEC’ s efforts focused on providing EITC education
and assistance to the LEP taxpayer. SPEC used available
research resources to identify targeted areas to reach out to with
EITC information as well as establish free tax preparation sites
staffed by volunteers who spoke the targeted language.

Unique initiatives around LEP by SPEC and their partners have
enabled the EITC message to be delivered directly to the
community in need. For example:

» One partner printed EITC posters in English and Spanish
while another non-profit agency funded the cost. The poster
included a tear-away sheet with VITA sites listed.

» AnIRS Tax Specialist provided aworkshop to 15 Lao Family
Community Development counselors. The counselors will
make EITC presentations as part of their counseling services
to low-income LEP customers.
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» Partnering with Univision television networks across the
country provided EITC and free tax preparation information
to Spanish speaking taxpayers.

» New York City's official website now contains EITC
information in nine languages other than English.

» The Department of Human Assistance (DHS) in San
Francisco developed an EITC flyer and trandated it into four
different languages. This flyer was sent to lowincome
taxpayers, community based organizations that cater to low
income customers, family shelter sites, single adult
community shelters, childcare centers, job program offices,
and other DHS offices. Hotlines have been initiated for
taxpayers who speak Spanish only. Partners answer the calls,
provide information, and direct the caller to free tax
preparation sites.

Migrant farmers benefited from | RS outr each efforts

Migrant farmers are one of the many groups of transient taxpayers
that SPEC focused outreach efforts on. SPEC has begun building
partnerships with organizations that help or provide services to
this population in order to provide EITC information.

» SPEC attended the Farm Workers Appreciation Day in
Calexico Californiato provide EITC brochures to the over
1,500 farm workers and to connect with the farm worker
community.

» EITC information was shared with the South County
Codlition in the Miami/Dade area. This coalition deals with
the needs of migrant workers. The coalition includes
representatives from credit counseling, alow income tax
clinic, welfare caseworkers, planning commission, and
Hispanic services.

An additional 400,000 military personnel may now qualify for
EITC

The EITC tax law changes for 2002 had a significant impact on
Military personnel as approximately 400,000 additiona enlisted
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military personnel may now qualify for EITC. SPEC took a pro-
active approach to providing EITC information to the military.
Initiatives were coordinated with the military channels to more
effectively deliver the EITC messages.

» SPEC assisted the military in the creation of EITC TV spots
for overseas EITC audiences.

» Various EITC articles were written specifically for military
members. Training was provided to military instructors to
provide EITC tax preparation assistance.

» SPEC created and then disseminated a military fact sheet for
EITC.

» AnIRS news release entitled “More People, Especially
Military, Eligible for EITC; Volunteers, IRS.GOV Stand
Ready to Help” was provided to the military for distribution.

» All standard EITC products were provided to the various
military channels. EITC information was included in military
base newd etters.

Thel RS developed an EITC PressKit

An EITC Electronic Press Kit was developed this year and
distributed to the media. The kit contains frequently asked
questions, eligibility requirements, and news releases.

SPEC Research Initiatives

SPEC relies on EITC compliance studies, research and internal
and external data sources to determine specific EITC issues, to
identify appropriate SPEC outreach and assistance communities,
define its performance metrics and to evaluate the effectiveness of
itsinitiatives. Understanding future trends, issues and problems
allows SPEC to prioritize and plan for the future needs of EITC
filers as SPEC enhances existing programs and builds new ones.

SPEC is utilizing and expanding internal and externa data
sources. In the area of volunteer filing assistance, SPEC
developed two new CDs with W1 Research: (1) TY 2001
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profiling database CD-ROM which could be a vauable tool for
trend analysis, local issue identification, such as highest
concentration of low-income taxpayers and lowest EITC
penetration; and (2) the 1999-2000 U.S. Census CD-ROM which
provides for demographic analysis at various geographic levels.
It will be the only source of information to allow for identifying
the LEP and disabled segments.

SPEC has also addressed EITC compliance issues by:

» Conducting reviews of surveys (for example Notices CP-09
and CP-27) and reports to assess issues on potentially eligible
EITC non-claimants and propose solutions to improve
participation rate. SPEC used these results to identify the
geographic locations of these taxpayers to improve marketing,
outreach and education efforts;

» Completing TY 2001 EITC Claimant CD that contains return
information for al EITC claimants as well as total errors and
error type on the zip code leve to assist SPEC employeesin
identifying areas for tailored education and outreach
initiatives,

» Using the TY 2001 LEP profile, recommending that SPEC
identify EITC communities for education and outreach on
eligibility of the EITC;

» Requesting WI Research to determine the estimated claimed
and unclaimed EITC amounts by zip code using internal and
external data sources; and,

» ldentifying specific EITC compliance issues that can be
addressed through pre-filing activities with other IRS offices.
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ThelRS Continued to
Expand Program

M anagement Appr oaches,
and I ncreased Emphasison
Strategic Planning and
Performance M easur ement

ThelRSrestructured the EI TC Program Office and
increased executive over sight

In July 2002, the IRS realigned the EITC Program Office under
its Office of Strategy & Finance, WI. This close association to
the Office of Strategy and Finance enhanced the EITC Program’'s
strategic and tactical decision making approaches that are directly
linked to the budget formulation and execution.

In August 2002, the IRS also established the EITC Executive
Advisory Council, a policy-setting body responsible for providing
strategy, budget, and operational reviews and recommendations to
the WI Commissioner. Since its inception, the Council has
established an EITC strategic plan, reviewed each function’s
allocation method, and established performance and diagnostic
measures. The Council includes executive level representation
from each IRS function responsible for administering the EITC
and ensures an integrated strategic approach to EITC issues and
program management.

IRSincreased emphasis on strategic planning and
perfor mance measur es

To successfully manage the EITC program, the IRS recognized
the need to strengthen and develop strategic planning and
performance measures.

The IRS continued to focus on strategic planning and
performance measures through the IRS' Strategic Planning,
Budgeting, and Performance Management (SPB&PM) process.
Strategic Planning establishes the long-term direction of the
program, its unique mission, the specific set of goals, objectives,
and policies developed in response to customer requirements,
external mandates, and the external and internal environments.
Because the EITC is administered throughout the IRS, the EITC
Executive Advisory Council developed a comprehensive cross-
functional strategic plan that encompasses EITC operational
priorities for FY 2003 and 2004. See Appendix A for a copy of
the plan.
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The key components of the EITC Strategic Plan for FY 2003 and
2004 are:

» Thededivery of the EITC initiatives will be enhanced by
a comprehensive service wide EITC strategy that
bal ances compliance and outreach activities.

» The EITC Program will be enhanced by implementing
the 5-point initiative, which builds on the EITC task
force recommendations.

» The program structure can be enhanced by improving the
budget development process and reporting procedures.

Performance management in the EITC program emphasizes
accomplishing specific results against plans, and linking these
results to the achievement of the overall mission and strategic
goal. Asthe primary tool for deploying strategies, performance
measures evaluate what is important and how well objectives are
being achieved.

The IRS developed new measures for all related functions within
the EITC program. To successfully manage the program, these
integrated measures will clarify program strategies. drive change,
focus action, and support decisiveness and balanced judgments.

| RS partnered with the | nter gover nmental Erroneous Claims
Group

The IRS is partnering with the Intergovernmental Erroneous
Claims Group composed of both Chief Financial Office (CFO)
and Office of Inspector General (OIG) staff from more than a
dozen federal agencies and departments. Thisjoint working
group, the Erroneous & Improper Payments Joint Initiative,
assisted Congress in drafting the Erroneous Payments Information
Act of 2002, now Public Law 107-300. The mission isto
facilitate the reduction of erroneous and improper payments
throughout the federal government.
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Advancementsin resear ch improved EITC administration

The IRS continued to engage in a variety of research endeavors to
promote fair and accurate administration of the EITC program.
The IRS is committed to reducing taxpayer burden and erroneous
EITC claims, with ongoing research efforts aimed at more
effectively using both internal and external data sources.

The IRS is currently researching the feasibility of using Federal
Case Registry of Child Support Orders (FCR) datain a math error
authority environment. The FCR contains data on child support
arrangements — linking children to both the payer of child support
(generaly the non-custodial parent) and the receiver of child
support (generally the custodia parent). The Economic Growth
and Tax Relief Act of 2001 requires the Treasury Department (in
consultationwith the National Taxpayer Advocate) to study (1)
the accuracy and timeliness of the data in the Federal Case
Registry; (2) the efficiency of using math error authority in this
instance in reducing costs to erroneous and fraudulent claims; and
(3) the implications of using math error authority in this instance,
given the findings on the accuracy and timeliness of the data. The
IRS WI Research Division is currently collecting the data that
will enable the Treasury Department to respond to the first issue
listed above. The FCR data has been an important component in
selecting EITC returns for audit and this research will help
determine if the data can be used even more efficiently and cost
effectively in the math error authority environment.

The National Research Program (NRP) is a comprehensive effort
by the IRS to measure compliance for different types of taxes and
various sets of taxpayers. NRP will provide a statistically valid
representation of the compliance characteristics of taxpayers.
Thiswill give the IRS current and reliable data for use in
developing its compliance strategy, and conserve resources and
minimize taxpayer contact and burden.

TY 2001 EITC compliance will be measured as part of the NRP.
Previously, EITC compliance was measured by conducting in
depth examinations of a stratified random sample of the returns
claiming EITC, referred to as the EITC Compliance Study. Since
NRP and the EITC Compliance Study methodologies are
significantly different, an “analytical bridge” or *“comparability
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The IRSWill Continueto
|mplement a Balanced EITC
| nitiative that Provides
Better Serviceto Taxpayers
and Improvesthe Program’s

| ntegrity.

factor” will be developed to maintain atime series of EITC
compliance data.

Other research endeavors include a study of the effectiveness of
the EITC recertification process, a study of amended tax returns
that claim EITC or increase the amount of EITC already claimed,
and a study of EITC audit results to determine the amount of audit
assessment which may be subsequently abated. Through this
variety of research projects, the IRS balanced EITC education and
outreach with compliance to ensure fair and comprehensive
oversight of the EITC.

Although the EITC has been successful in lifting millions of low-
income taxpayers and their children above the poverty line, there
are continuing problems of administration and erroneous
payments that must be addressed. 1n 2002, a Treasury-1RS joint
task force was formed to study ways to improve the
administration of the HTC. On June 13, the IRS announced a
five-point initiative, which builds on the findings of the task
force.

Reduce the Backlog of EI TC Examinations

The IRS completes about 350,000 pre-refund EITC examinations
each year. Currently, about 7% of pending HTC examinations
have been open for more than one year and are, under the
agency’s own guidelines, unacceptably old. The agency will
begin areview of current EITC examination inventories to
determine how to reduce this backlog.

Review the Existing Audit Process and | mprove the Quality of
Communications

Currently, an average EITC pre-refund examination takes

225 daysto resolve. During an EITC examination, a taxpayer
will receive a minimum of two different notices and can receive
up to six different notices. Nearly 30% of claimants selected for
EITC pre-refund examinations fail to respond. The agency will
review the notices and letters sent to taxpayers to ensure that they
are clear and tell taxpayers exactly what they must do to prove
their éigibility. In addition, the IRS will look for other ways to
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improve the examination process and make it less burdensome for
taxpayers.

I ncrease Outreach Efforts

Currently, the IRS undertakes extensive EITC outreach and
education efforts. The National Taxpayer Advocate and SPEC
are working to develop additional partners and methods for
increasing awareness of the EITC and to ensure that eligibility
rules are clearly understood. The IRS aso intends to expand its
media campaign and increase its efforts to educate return
preparers.

Increase Focus on Taxpayers Who Circumvent EITC Income
or Claim Limitations

Taxpayers who circumvent the EITC income or claim limitations
include (1) taxpayers who fail to report all of their income;

(2) married taxpayers who each file as single or head of
household because their combined income is above the EITC
limit; and, (3) married taxpayers with two or more children who
each file as single or head of household and split the children
claimed, thereby receiving up to about $8,000—twice the
maximum EITC claim limit. Taxpayers with income or filing
status errors are responsible for approximately $4 billion in
annual erroneous payments.

The IRS will identify returns with the highest risk of income
misreporting by using its document matching systems (Form W-2
and Form 1099 information). The IRS will also identify returns
with the highest probability of filing status error by enhancing its
error detection technology, using third-party data, and requiring
EITC claimants to submit limited additional information about
their marital status and, where applicable, about their spouse or
former spouse. In 2004, IRS will expand its compliance efforts
involving at least 300,000 taxpayers who have chronically
misreported their income or have misreported their filing status.

Qualifying Child Residency Certification Pilot

Individuals can claim a child for EITC only if the child has one of
the legally specified relationships with the claimant and the child
has lived with the claimant for more than half the year.
Qualifying child errors cause about $3.0 billion in annual
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erroneous payments. The vast mgjority of qualifying child

over claims are caused by residency errors—either alone or in
combination with relationship errors. For this reason, the IRS
will pilot a certification program in the 2004 Filing Season to
establish residency. In the 2004 Filing Season, the IRS will ask
25,000 EITC claimants to certify when they file that the eligible
child claimed for EITC purposes resided with them for more than
half ayear as required by law. The pilot will start during the
2004 Filing Season, with the first notices going out shortly before
the end of 2003.

To establish residency, the IRS will ask claimants to provide
documentation from third parties, such as clergy, heathcare
providers, child care providers, community-based organizations,
social service agencies, Indian Tribes, landlord or property
managers, and schools who have information about the residency
of the claimant and child—either through their records or
personal experience. Claimants who cannot obtain the suggested
documentation can seek help at an IRS Taxpayer Assistance
Center or through a special toll-free number to speak with IRS
personnel specializing in the EITC qualifying child certification
process. Additionally, claimants will be assigned one of the
qualifying child specialists who will be responsible for handling
the claimant’s qualifying child issues from start to finish.

The goal of the certification pilot isto evaluate high-risk EITC
claims before they are paid, using a process that is less
burdensome to taxpayers and less costly to the government than
an audit. In addition, the certification program will enable
eligibletaxpayers to receive their refunds faster than if their
refunds were to be held pending an examination

Following the 2004 certification pilot, the IRS will carefully
assess the pilot’ s results and performance before deciding on how
to proceed with the program.
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APPENDIX A. EITC STRATEGIC PLAN FOR FY 2003 AND 2004

TRENDSISSUES & FY-03 | FY-04
FROELENG M AJOR STRATEGY | OPERATIONAL PRIORITY
TIP 1 1. Develop enhanced | 1) Develop a morerobust Paid
initiatives to Preparer Program that
reduce EITC over includes sufficient effortsto
. claims educate & enforce due
Delivery of the diligence requirements.
EITC initiatives Analyze X
will be enhanced Implement X
by a 2) Develop crossDivisional X X
comprehensive examination strategies that
service wide quickly react to changing
EITC compliance trends,
EITC strategy such asinceeased Schedule
that balances C filers.
compliance & 3) Anayze EITC “non- X
outr each response” to pre-refund audit
activities, notices to determine
. . potential causes.
!n.CI.Ud.I ng 4) Partner w/NRP to collect X X
initiatives 1 datafor usein formulating
through 3 of the EITC compliance strategies.
EITC 5-point 5) Develop astrategy for X X
initiative. addressing EITC claimson
amended returns (i.e. Form
1040X).
6) Develop & implement a X X
strategy to determine the
optimal mix of inventory in
apost refund environment
7) Establish a specific threshold
in the Under Reporter
Program (UR)
Planning X
Implementation X
8) Analyze/lmplement results X X

from FCR Examination
Study for expanded math
error authority.
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TRENDSISSUES &
PROBLEMS

M AJOR STRATEGY

OPERATIONAL PRIORITY

FY-03

FY-04

9) Analyzethe EITC process
including associated taxpayer
notices to identify and
implement systematic
process improvements.

X

2. Develop initiatives
to review the existing
audit process and
improve the quality of
communications.

1) Reduce the backlog of pending
EITC examinations to ensure that
eligible taxpayers whose returns
are being examined receive their
refunds quickly.

2) Minimize burden and enhance
the quality of communications
with taxpayers by improving the
existing audit process.

3. Develop focused
initiatives to educate
thediverse EITC
taxpayer population on
EITC initiatives.

1) Develop amore focused
outreach campaign that
targets areas of significant,
potential nonparticipation.

2) Develop amore focused
outreach campaign that
educates taxpayers &
practitionerson EITC
compliance issues.

3) Continue to implement
multilingual strategiesto
provide appropriate EITC
products that assist taxpayers
in languages other than
English.

4) Enhance IRS internal &
external web sitesto provide
improved EITC information
& customer access. (For
example Tax Trails)

4, |dentify new ways to
administer EITC by
partnering with state,
federa & private
organizations &
through the use of
proactive research
initiatives.

1) Identify Statesw/EITC
Programs & explore
partnership opportunities.
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TRENDSISSUES &
PROBLEMS

M AJOR STRATEGY

OPERATIONAL PRIORITY

FY-03

FY-04

2) Explore new data sourcesto
enhance Dependents
Database usability i.e.
Prisoner Data, Food Stamp.

X

3) Incorporate operational &
service improvements
identified through
partner/customer feedback.

4) Partner w/TASto test
changesin “process’ to
reduce re-work.

5) Encourage eligible taxpayers
toclaimthe EITC by
increasing outreach efforts
and making the requirements
for claiming the credit easier
to understand.

TIP2 TheEITC
Program will be
enhanced by
implementing the
5-point initiative,
which buildson
the EITC task
force
recommendations
focusing on
taxpayers who
circumvent EITC
incomeand
qualifying child
requirements, as
originally
recommended by
the EITC task
force, and
included as
initiatives 4 and 5
of theEITC 5
point initiative.

1. Develop initiatives
to increase focus on
taxpayers who
circumvent EITC
income and qualifying
child requirements.

1) Ensure fairness by refocusing
compliance efforts on taxpayers
who claimed the credit but were
ineligible because their income
was too high.

2) Pilot a certification effort to
substantiate qualifying child
residency eligibility for claimants
whose returns are associated with
ahighrisk for error.
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TRENDSISSUES & FY-03 | FY-04
PROBLEMS M AJOR STRATEGY | OPERATIONAL PRIORITY
1) Review each function’s X
TIP3 Program |1 Impl(jaﬂ;nt(eg more allocation methodol ogies to
structure can be Eta(;‘ i ensure that funds are
enhanced by udget ajocation accurately distributed for
) ) methodol ogy that o )
|mpr0\/|ng the allowsfor the only EITC spe(:|f|c projects.
budget efficient delivery
development & measurement of
reporting operational
procedures. priorities.
2) Establish priority of activities X
so that we can more
proactively respond to
budget changes.
. 1) Integrate Balanced Measures, X X
2. Establish sound workload analysis &
management ;
controls to account Inventory management
for & CEITC controls (note: strategy
or & repor should delineate between
expenditures.
performance measure,
diagnostic & GPRA
measures).
2) Develop amore X X

comprehensive, standardize
reporting process to track all
aspects of the EITC Program.
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APPENDIX B

Attact|1merwt

Number of EITC returnsfiled
per state

VT 33,222

MT ND
34,955

MA
267,515

92,822 146,340 JEI N \ 450,191

766,513 DE
145832 380,892 = 0812'604
490128 C 50,567
343,808 NM MS
' 180,097 850,632 5, 734,002
TX >500,000
1,895,090 E 300,001-500,000

185,001-300,000
[[] 75,000-185,000
[] <75,000

Territories - 14,157
TaX Year 2001 Unknown - 1,723

Total number of TY 2001 EITC returns = 19.5 Million
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APPENDIX B
Attachment |11
RECONCILIATION OF REVENUE PROTECTED
Prior Report to Congress Current Report to Congress
Revenue Revenue
Program Protected/Collected* Period Program Protected/Collected*
FY-98 Audit TY-97 Audit $474
Math Error Math Error $597
Total $997 Total $1,071
FY-99 Audit $740 TY-98 Audit $1,058
Math Error $383 Math Error $550
Total $1,123 Total $1,608
FY-00 Audit $408 TY-99 Audit $362
Math Error $291 Math Error $380
Total $699 Total $742
FY-01 Audit $885 TY-00 Audit $887
Math Error $283 Math Error $391
Total $1,169 Total $1,277
FY-02 Audit $865 TY-01 Audit $860
Math Error $213 Math Error $436
Total $1,078 Total $1,295
Subtotal |Audit** $3,510 Subtotal JAudit $3,641
Math Error*** $1,556 Math Error*** $2,353
Grand Total $5,066 $5,994
* In Millions
** Difference in Audit totals attributable to use of Fiscal Year accounting versus Tax Year.
*** Prior Report to Congress limited Math Error Saving to only certain EITC math error codes.
This report includes all EITC math errors where EITC was disallowed.

[ Estimate of Splt benieen Audit and Math Exor ]
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APPENDIX B
Attachment |11

EITC Related | RS examination processing changes:

Correspondence — Letter 566B and Form 886H have been replaced by simplified L etter 566B-
EZ and Form 886H-EITC (for Earned Income Credit).

Procedure Change — Additional information to Taxpayer Response -- When a
taxpayer replies to a Statutory Notice of Deficiency as defined in IRC Section 6212, we
will inform the taxpayer specifically what information is still needed to conclude the
examination, before the 90-day period expires. This is intended to protect the
taxpayer’ s right to petition Tax Court, by reminding them of the pertinent timeframes.

Assisted Limited English Proficient Taxpayers — The multilingual Task Force has worked
diligently in trandating English letters into Spanish. 1n 2003, a pilot test will be conducted. A
stuffer will be included in the initial contact package offering Spanish trandated letters to the
taxpayers. Also, IRS examiners will distribute envelopes with an optional notation to receive
Spanish correspondence.

Documentation— Because of new automation, Social Security Cards and Birth Certificates for a
son or daughter and citizenship information, which were previously requested from taxpayers,
will no longer be requested. Thisinformation will be secured internally from Socia Security
records.

EITC claimed with no qualifying children— Form 886H-EITC has a new feature for taxpayers
who are denied EITC with qualifying children. The taxpayer can receive EITC for no qualifying
children if they appropriately answer the questions on the Form 886H-EITC and sign the
affirmation.

We are projecting approximately 372,000 new examinations to address EITC related issuesin
fiscal year 2003.
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Attachment |V

Post Card Mailers

Prasortad

e —— Frst-Class Mall

GIRS Pt e P
Inte mal Fevarnue Sardca

M NWESTHENT DREEICH Farmit Mo, G-45

We can help you prove them right.

-]
Gt the latest on the Eamed hicome Tex Credit and gat your ients the refunds thayva earned. Tt
A vovevairsggou/eite you'll find Publication 598, Exmed income Credt, o well as valuable
information, including due-diligence requirements and tha important changes listed below. Or call
1-800-825-3676 for a free copy of the publication.
2002 Genaral Requirements: 2002 EITC Changes:
= Eam undar 533,178 aned hawe two of mora = Mewr cefinition of eamed income
quakfying chikdren (834,178 if mariied, = Elimination of modified sfjusted oross
fiing jainth) ineoma (43 MR JAMES A SAMPLE
* Earn under 520,204z have coa quelifying = Mewr nules for peoplewith same qualifing TITLE
child (530201 if maried, fling jeintly) chikd iz braaker nda) ARl COMPANY
- ' e 125 MAIN STREET
* Eam undar 511,060 = s no cuedifing = Mewrabode requirament for cerlain chikden ANY TOWN US4 00000-0000
chiliren ($2,060 f reried, fing pith) « Raductioncf EITCby alemative miimum
(AN eliminated

m The Intg

Your clients assume you're up-to-date with EITC requirements.

SCHOOL BUSEE 2 SUHUUL BUY
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Attachment
AV

Post Card Mailers

What common mistakes can prevent your
elients from getting their EITC refund?

= Tampayers chim a child who is nat a qualifying child

= Marriod taxpayars who should fila as married fiing saparataly,
file as single or head of housshald instead

#* Income-reporting arors

= Tawpeayers of qualifying children with mismatehed or incorrect
Soial Sacurity rurrbars

Visit . irs.gow/eite to get Publication 596, Eamed Income Credit,

and other important infarmation, including due-diligence requirements. Or
call 1-800-829-3676 fora free copy of the publication.

m The Internal Revenue Service

Frasortad
First-Class Mall
Pastage ard Feas Padd
Intarral Revenus Serice

DMz Parrrit Mo, G48

MR JAWES A SAMPLE
TITLE
ANY COMPANY

123 MAIN STREET
ANY TOWN USA 00000-0000

a2




