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Executive Summary

In June 2003, the Commissioner of Internal Revenue announced a five-point initiative to
improve service, fairness, and compliance in the administration of the Earned Income Tax Credit
(EITC). One goal of this initiative was to reduce EITC overclaims without adversely affecting
participation among eligible taxpayers. To evaluate alternative approaches to achieving this
goal, we conducted three studies in 2004 and several follow-up studies in 2005. This report
addresses the 2005 studies on:

e EITC Qualifying Child Residency Certification
e EITC Filing Status
e EITC Automated Underreporter (AUR)

We designed these studies to determine, for the test taxpayers, the effect of the initiatives
on EITC overclaims and participation rates among eligible taxpayers, and the associated burden,
on the taxpayer and on the IRS. We intend to use the test results to guide future decisions on
improving the administration of the EITC.

EITC Qualifying Child Residency Certification Study

The Qualifying Child Study examined the effects of a residency certification requirement
on:

Amount of EITC claimed including the amount of erroneous claims

Number of children claimed

Taxpayer participation in the EITC

Taxpayer burden

Amount of erroneous claims that certification prevented us from paying to ineligible
taxpayers

The primary focus of the evaluation was to determine how certification affected the
taxpayers involved in the test, that is, those taxpayers who we actually asked to certify. The
study design, however, enabled us to project the results to the population of EITC claimants from
which we selected the test sample. This report identifies some important differences between the
2004 and 2005 test results. A comprehensive analysis of all three studies will be included in next
year’s report.

For the 2005 study, we were also interested in better understanding the likely effects of a
full-scale program on individuals required to certify and on third parties who provide EITC
claimants with documents and assistance. To address these issues, we selected a portion of the
test for the 2005 study from a single community to simulate what might happen if we more
broadly imposed a certification requirement. The selected community was Hartford County,
Connecticut, which includes the city of Hartford. While there is some discussion of the
differences between the city of Hartford and the rest of Hartford County, the primary focus of the
evaluation is on Hartford County as a whole.

The EITC Qualifying Child Residency Certification Study included elements of an
education/outreach program, a “soft-notice” program, and an examination program. It included:



e A random sample of 16,800 EITC claimants (the “National Sample test group”) and a
community test group of 8,211 taxpayers (the “Hartford County test group™) for whom
we could not establish qualifying child residency eligibility through available data.
Therefore, we required these taxpayers to go through the certification process for Tax
Year (TY) 2004.

e A control group the same size as the National Sample test group comprised of taxpayers
with characteristics similar to the test groups.

e Extensive data collection, including information from a telephone/mail survey
administered to a random sub-sample of taxpayers in the test and control groups and
focus groups of document providers in Hartford County.

In November 2004, we mailed documents to the 25,011 taxpayers in the test groups who
had claimed the EITC with qualifying children in TY 2003. These documents included a letter
describing the study, a form offering three options for certifying residency of the qualifying
children (letters, official records, or third party affidavits), the affidavits themselves, and IRS
publications on the EITC. We have completed processing the information received from nearly
all the taxpayers in the test groups.

The certification process gave taxpayers sufficient time to respond to our requests for
additional information or notifications of decisions. Generally, we allow at least 30 days for a
response from a taxpayer (90 days for the statutory Notice of Deficiency) before moving on to the
next step in the process. Thus, completing the certification process could take several months for
taxpayers who do not respond immediately to us.

The results in this report are based on taxpayer return filings through the end of
December 2005 and certification processing activities through late May 2006. By the end of
December 2005, 15,177 or about 90 percent of the control group filed returns. This response rate
compares to 14,535 returns filed in the National Sample test group and 7,047 returns in the
Hartford County test group, or 89 percent and 88 percent, respectively.! About 22 percent of the
National Sample test group and 27 percent of the Hartford County test group filed returns but did
not claim EITC. This rate compares to 14 percent of taxpayers in the control group who filed a
return but did not claim EITC.

Approximately 3 percent of both test groups claimed the EITC without qualifying
children. This rate is one percentage point higher than the control group percentage. About 35
percent of the control group claimed EITC with one qualifying child and 38 percent claimed
EITC with two qualifying children. Thus, about 74 percent 2 of the control group claimed EITC
with qualifying children. Compared with the control group, fewer taxpayers in the test groups
claimed EITC with children. About 33 percent of the National Sample test group claimed EITC
with one qualifying child and 30 percent claimed EITC with two qualifying children. For the
Hartford County test group, 31 percent claimed EITC with one qualifying child and 27 percent
claimed with two qualifying children. The differences are statistically significant. Therefore,
about 63 percent of the National Sample test group claimed EITC with qualifying children —

! After selection, the sample sizes were adjusted to reflect changes in taxpayers’ circumstances (i.e. excluding those
located in disaster areas). The final counts were 16,829 for the control group; 16,400 for the National Sample; and
8,041 for the Hartford County study group.

2 Figures do not add due to rounding.



about 11 percentage points® lower than for the control group. About 58 percent of the Hartford
County test group claimed EITC with children, which is five percentage points lower than the
National Sample test group. Most of the differences between the test and control groups are
attributable to fewer claims in the test groups for two qualifying children.

The study results suggest that the certification requirement reduced EITC claims. The
total amount of EITC claimed by the National Sample test group was about $23.8 million. This
amount is about $4.8 million, or approximately 17 percent, less than the $28.7 million claimed
by the control group. This 17 percent difference in EITC claimed suggests that a certification
requirement influences taxpayer behavior. While the size of the Hartford County test group was
about half the size of the National Sample test group, they only claimed about 42% as much in
EITC ($10.0 million). The reduction in claims in the National Sample test group and the
Hartford County test group may be the result of increased voluntary compliance through better
understanding of the residency requirement, or deterrence of erroneous claims from ineligible
claimants. The disproportionately lower claims in Hartford County might have resulted, in part,
from the outreach efforts in the community that helped taxpayers understand the certification
requirements. However, the result also may reflect a reduction in claims by eligible taxpayers
who should have claimed the EITC, but the certification requirement deterred them from doing
so. Based in large part on the survey data, we estimate that deterred erroneous claims for both
test groups are between $5.8 million and $6.8 million while between $0.7 and $1.8 million of
reduced claims are attributable to the unintended deterrence of eligible claimants.

The data also indicate the certification process prevented the payment of erroneous
claims for taxpayers who made a claim but did not meet the residency requirements. As of May
2005, we had processed all but 324 returns of the 14,973 taxpayers in the test group who filed for
TY 2004 and claimed EITC with qualifying children. We denied about $8.0 million in EITC
claims in the certification process. The amount of control group claims that we did not pay
because of normal IRS enforcement programs was $1.1 million.

The certification requirement in the Qualifying Child Study required proof of qualifying
child residency in the form of records, a letter on official letterhead, or a third party affidavit.
Last year’s certification study pioneered the use of affidavits to support the child residency
requirement in the EITC claim, and we repeated the experiment this year. The results showed
that our tax examiners more frequently accepted affidavits over the other two types of documents
as a reliable way to substantiate claims of residency. We attribute the higher acceptance rate, in
part, to the fact that the affidavits were special forms with dedicated lines for all the required
information. However, because we developed these forms specifically for this test, we cannot
generalize these results.

Based on a survey of taxpayers, certification appeared to increase the average time, but
not the average expense, for preparing and filing the tax return and certification materials.
Respondents in the National Sample test group who reported claiming EITC with qualifying
children said they spent an average of 9.8 hours preparing their tax returns—about 1.9 hours
more than the Hartford Test group (7.9 hours), which in turn is about 5.2 hours more than the
control group (2.7 hours, on average). For those who reported claiming EITC with children and
using a paid preparer, the cost of that service was roughly the same for all three study groups
(about $164 for Hartford County, $157 for the National Sample, and $163 for the control group).
Excluding the cost of paid preparers, out-of-pocket expenses for respondents reporting they



claimed EITC with children were, on average, about $56 for the Hartford County test group, $61
for the National Sample test group and about $74 for the control group. These differences are
not statistically significant. About 23 percent of the Hartford County test group and 26 percent
of the National Sample test group who reported they claimed EITC with children said they took
time off from work to complete their tax return, compared to 10 percent of the control group.

Taxpayers involved in the certification process seemed fairly evenly split in their
assessments about their difficulty or ease in understanding the new forms and in deciding which
documents to use for certification. More found it very or somewhat easy either to obtain the
documents they needed or to respond to IRS requests for additional information. Nearly three-
quarters of those in the test groups thought taxpayers should be required to prove EITC
eligibility before they receive the EITC—compared to about two-thirds of the control group.

EITC Filing Status Study

The EITC Filing Status Study, like the EITC Qualifying Child Residency Certification
Study, examined EITC claimants who have a higher likelihood of filing returns with EITC
overclaims. Based on data from the 2004 study, we developed two selection algorithms, one
using administrative data available to the IRS internally and one using third party data. We
applied the algorithms to a population of EITC claimants to determine two test groups.
Taxpayers in this population claimed the EITC in TY 2002 and filed as “married filing jointly.”
In TY 2003, they claimed the EITC again but filed as heads of households instead. We
randomly selected a third group from the same population to serve as a comparison. The test
included 2,204 taxpayers in the group selected using IRS data, 1,912 in the group selected using
third party data and 2,644 in the randomly selected group. We also included in the test groups
the related spouse who appeared on the TY 2002 return. The EITC Filing Status Study looked at
the effect of requiring these EITC taxpayers to document marital status.

We did not contact taxpayers we selected for the EITC Filing Status Study before they
filed their TY 2004 return. However, if they claimed the EITC and filed as single or head of
household on their TY 2004 return, we held the EITC portion of their refunds and asked them to
provide additional information about marital status for TY 2004. Generally, if the taxpayers
could not demonstrate they were no longer married, we considered them to be married filing a
separate return and, thus, ineligible to claim the EITC. Our examiners used the information
claimants furnished as the sole basis for determining whether they satisfied the filing status
requirements.

For TY 2004, 1,539 claimants in the IRS data test group (70 percent), 1,285 claimants in
the third party data test group (67 percent), and 1,726 claimants in the randomly selected group
(65 percent) filed as single or head of household and claimed the EITC. We processed all but 31
returns. In the IRS group, we disallowed 54 percent of the dollar amount of EITC claims
compared to 37 percent for the third party group and 31 percent for the randomly selected group.
We protected approximately $3.9 million in total revenue.



Automated Underreporter (AUR) Study

The EITC Automated Underreporter (AUR) Study focused on taxpayers who claim EITC
but are either ineligible because their incomes are too high or eligible but overclaim the EITC
because they misreport their incomes. In 2004, we initiated the EITC AUR Study to identify,
through document matching, EITC claimants with a high likelihood of income reporting errors.
The study had two objectives:

e Toapply EITC income criteria to AUR-selected cases to determine the overall impact on
EITC claims; and

e To use the resulting EITC data to update the AUR case selection method so that it
identifies EITC claimants with a higher likelihood of income reporting errors.

For the 2005 study, we refined the selection methodology used in the 2004 study to better
address both the net change in income tax and credits. We selected 300,270 taxpayers who
claimed EITC and for whom there were indications of income misreporting for Tax Year 2003.
We did not hold refunds or EITC claims because we identified the income mismatches well after
the taxpayer filed the return.

We processed the 300,270 EITC returns selected for the AUR Study. For about 20,700
(7 percent) of these cases, the reviewer resolved the apparent income discrepancy and closed the
case (these are called “screenout cases”). For the remaining 279,593 cases, we sent notices to
taxpayers about the seemingly misreported income amounts. We have closed about 278,000 of
these notice cases. We closed approximately 11 percent of the notices without a change to the
taxpayer’s account. We closed nearly 89 percent with reductions in, or disallowances of, the
EITC and/or increases in tax. We transferred about 1,100 cases to another IRS operation for
additional processing.

The AUR study data indicates that both the screen-out and the no change rates for the
AUR EITC cases in this 2005 study were lower than in the 2004 test. The data also show a
reduction in, or disallowance of, EITC of approximately $256 million and an increase in tax—
net of offsetting withholding amounts—of approximately $262 million. IRS expects eventually
to recover approximately 80 percent of the EITC disallowed. While the EITC changes were
similar to last year’s ($250 million in 2004), the change in tax was nearly double ($134 million
in 2004), indicating the process change worked in the intended direction.

Summary

This report provides an overview of the three EITC initiatives we tested—Qualifying
Child Certification, Filing Status, and Automated Underreporter—and reports the results of these
studies. Analysis of the data from these studies indicate that these efforts prevented payment of
approximately $19 million in erroneous EITC claims and resulted the abatement of
approximately $256 million in EITC that had previously been credited to taxpayers. The
Qualifying Child Certification and Filing Status tests yielded low returns on investment primarily
because of the costs associated with examiners collecting large amounts of data on each
taxpayer. While this data was necessary to analyze the effects of the tests on taxpayer burden
and compliance, it is not data that would be collected if these tests were implemented in
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production. Therefore, the Qualifying Child Certification test return of $2.65-$2.85 and the
Filing Status Test return of $2.8 for each dollar spent are not comparable to any existing
programs currently in place. The return on investment for the AUR study is expected to be $22
for each dollar invested after collection activities. We ended the AUR test after two years and
added the program to the existing base EITC compliance programs that include examinations
and math error processing. We have also completed the test of the filing status program and will
examine the results from this year’s test to determine if existing methods of identifying returns
with possible filing status errors that result in incorrect EITC claims can be improved upon. We
will continue testing the certification approach through TY 2006. We have not reached a
conclusion about whether to impose a certification requirement.

Vi
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IRS Earned Income Tax Credit (EITC) Initiative:
Report on Fiscal Year 2005 Tests

I. Introduction

In June 2003, the Commissioner of Internal Revenue announced a five-point initiative to
improve service, fairness, and compliance in the administration of the Earned Income Tax Credit
(EITC). One goal of this initiative was to improve compliance with the EITC without adversely
affecting eligible taxpayers’ participation. To evaluate the alternative approaches to meeting this goal,
we conducted three tests during 2004: the EITC Qualifying Child Residency Certification Study, the
EITC Filing Status Study, and the EITC Automated Underreporter (AUR) Study.® In October 2005,
we issued a final report to Congress on these tests.”

For 2005, we continued the testing we began in 2004 and conducted follow-on tests for an
additional tax year. For the tests we began in 2005, the EITC Qualifying Residency Certification and
the EITC Filing Status Studies focused on TY 2004, while the AUR Study focused on TY 2003. These
studies are similar to the ones we conducted in 2004, but include enhancements based on information
we learned from the first year of testing. This evaluation of the 2005 tests focuses on the effect of the
tests and on the effects of the enhancements. The report presents the results of the three test studies
and includes an assessment of the costs and benefits of these studies

We are undertaking a third year of testing the qualifying child certification program. The
results from all three tests, when available next year, will provide extensive information on the effects
and costs of a certification program requiring taxpayers to provide the IRS with documentation
showing that the qualifying child in their EITC claims lives with them. Testing of the filing status
program, which required taxpayers to document their marital status in support of the EITC claim,
concluded after two years. This test allowed us to evaluate the results of the second year test of
alternative selection algorithms. The AUR test also ended after two years and we added the program
to existing EITC compliance programs. Based on this test, the AUR program now incorporates EITC
claims in the same manner as income tax liabilities when deciding which returns we select for contact
in the document-matching program. However, we have not yet decided whether to impose a
certification requirement or a filing status program. Once we complete the evaluation of all the test
programs, we will assess the results to determine the best course of action.

I1. The Earned Income Tax Credit (EITC)

The EITC, enacted in 1975, provides a refundable tax credit for low-income working families.
Originally intended to ease the burden of Social Security taxes and provide an incentive to work, the
Congress has modified it several times since its introduction. The credit now provides a substantial
benefit to millions of American taxpayers. Eligibility for EITC is based on three types of income:
earned income, adjusted gross income and investment income. The amount of the credit depends on
earned income and adjusted gross income, as well as the presence and number of qualifying children
and the taxpayer’s filing status. The credit amount is equal to a specified percentage of the taxpayer’s

® Throughout the remainder of the document, these studies will be referred to as the Qualifying Child Study, the Filing
Status Study, and the AUR Study, respectively.
* The report is entitled IRS Earned Income Tax Credit (EITC) Initiative: Final Report to Congress, October 2005.
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income, up to a ceiling that varies by filing status and the number of qualifying children. Taxpayers
with investment income greater than a specified amount are not eligible for the EITC.

A qualifying child must meet residency, relationship, and age tests. In particular, the children
must reside with the claimant for more than half of the tax year. Married taxpayers filing separately do
not qualify for EITC.

The EITC program has grown significantly since its inception in 1975. In its first year, 6.2
million taxpayers claimed $1.25 billion in earned income tax credits, or about $4.4 billion in 2004
dollars. At that time, the maximum credit was $400, or approximately $1,400 in 2004 dollars, and the
income level at which the credit phased-out completely was $8,000, or about $28,100 in 2004 dollars.

Between 1975 and 2002, Congress significantly expanded the credit. Since 1991, the amount
of the credit has varied with the number of qualifying children (up to two). Since 1994, a small credit
has been available for taxpayers without any qualifying children. Beginning in 2002, Congress
provided an additional benefit to joint filers by extending the credit’s phase-out range for married
couples who file a joint return.

In TY 2004, taxpayers claimed about $40 billion in credits. The maximum credit and income
level at which the credit phased-out completely had grown to $4,300 (for taxpayers with two or more
children) and $35,458 (for married filing jointly taxpayers with two or more children). For TY 2004,
about two-thirds of all EITC claimants relied on paid preparers, and approximately three-quarters filed
their tax return electronically.

For TY 2004, the second year of the Qualifying Child test, taxpayers who were married filing
jointly with two qualifying children were eligible for the maximum credit at income levels between
$10,750 and $15,040. The credit completely phased-out at $35,458 for these taxpayers. The phase-out
began at $14,040 for single and head of household taxpayers with two qualifying children and
completely phased-out at $34,458. See Table 1 for the EITC parameters applicable to TY 2004.

Table 1. EITC Parameters for Tax Year 2004 by Filing Status and Number of Qualifying Children

Filing Status
Single/Head of Household/
Qualifying Widow(er) Married Filing Jointly

One Two No One Two

No Qualifying Quialifying Quialifying Qualifying  Qualifying  Qualifying

EITC Parameters Children Child Children Children Child Children
Credit percentage 7.65% 34.00% 40.00% 7.65% 34.00% 40.00%
Phase-out percentage 7.65% 15.98% 21.06% 7.65% 15.98% 21.06%
Maximum credit $390 $2,604 $4,300 $390 $2,604 $4,300
Income at which begin maximum credit $5,100 $7,660 $10,750 $5,100 $7,660 $10,750
Income at which begin phase-out $6,390 $14,040 $14,040 $7,390 $15,040 $15,040
Income at which credit completely phased-out $11,490 $30,338 $34,458 $12,490 $31,338 $35,458
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I11. EITC Compliance Estimates

Our studies of EITC compliance have consistently shown significant overclaim rates for the
credit. We provided our FY 2005 erroneous payments estimates to the Office of Management and
Budget as part of reporting for the Improper Payments Information Act (IPIA). We based these
estimates on TY 2001 National Research Program (NRP) individual income tax underreporting data.
The estimates included adjustments to the TY 2001 NRP data to incorporate estimates of the expected
changes to EITC claims and compliance for TY 2002 and later to incorporate the EITC-related
legislative changes of the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA).
For FY 2005, we estimated an EITC improper payment rate between 23 and 28 percent.

Although the TY 2001 NRP study provided more current information about the amount of
erroneous EITC claims, the TY 1999 EITC Compliance Study remains the source for details about the
source of the errors. The 1999 study estimates identified three major sources of errors: qualifying
child errors, filing status errors, and income reporting errors.”

Qualifying child errors account for the largest share of overclaims. To claim a qualifying child,
a taxpayer must satisfy relationship, age, and residency tests. However, the results from the 1999
EITC compliance study indicated the chief compliance issue associated with qualifying children
involved the residency test.® In fact, the study estimates showed that about 80 percent of the EITC
overclaimed on returns with qualifying child errors was associated with returns for which the child (or
children) did not meet the qualifying child residency requirement or did not meet the residency and
relationship requirements.

1V. IRS Five-Point Initiative

In the summer of 2003, IRS Commissioner Mark W. Everson announced a five-point initiative
to improve service, fairness, and compliance with EITC rules. We designed this initiative to:

e Reduce the backlog of pending EITC examinations to ensure that eligible taxpayers being
examined receive their refunds timely

e Minimize burden and enhance the quality of communications with taxpayers by improving the
existing audit process

e Encourage eligible taxpayers to claim EITC by increasing outreach efforts and making EITC
requirements easier to understand

® The 1999 study also identified another major source of error. This error involved taxpayers claiming EITC using a
qualifying child who was also the qualifying child of someone else with a higher modified adjusted gross income. This
EITC eligibility rule was known as the AGI-tiebreaker rule. However, the Economic Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA) simplified the tiebreaker rule by replacing, in most cases, an adjusted gross income comparison
rule with a relationship-based hierarchy for determining the party eligible to claim the credit in situations where a child is
the qualifying child of more than one person. The new rule only applies if a child is claimed (and may be claimed) by more
than one person. This law change, first effective for TY 2002 returns, was expected to eliminate the tiebreaker rule as a
significant source of EITC error. Consequently, efforts to reduce EITC overclaims were not focused on this source of error.
® IRS research has shown that the major source of error associated with qualifying children involves the residency test
rather than the age or relationship tests. Errors occur because taxpayers claim qualifying children who did not live with
them for more than half of the year — an EITC requirement.
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e Ensure fairness by refocusing compliance efforts on taxpayers who claimed the credit but were
ineligible because their income was too high

e Pilot a certification program to substantiate qualifying child residency eligibility for claimants
whose returns are associated with a high likelihood of error

The three tests begun in 2004 address the last two points of the Commissioner’s five-point plan.
We designed the tests to determine how changes to the programs would affect EITC overclaims,
participation rates among eligible taxpayers, and the associated burden on taxpayers and the IRS.
Although the 2004 test results provided extensive information on the effect of the programs, we
undertook similar tests for 2005 to gather and analyze additional data.

The 2005 tests included some modifications to the 2004 tests. The most significant change to
the qualifying child certification test involved testing the certification requirement for an entire
community, in addition to testing it on a national random sample. Mathematica Policy Research, Inc.
had recommended the community test as part of their independent review of the 2004 certification test
design. Both the 2005 filings status and AUR tests involved changes to the algorithms and procedures
that we used for identifying and selecting returns with possible EITC errors. Later in the report we
present more detailed information about the differences between the 2004 and 2005 tests.

The remainder of this report discusses each study. The analysis includes an assessment of the
effects of the test programs and the impact of the changes made for 2005. As part of the analysis, we
evaluated the costs and benefits associated with each of the studies. These estimates provide an
additional year of information we will use for determining if certification and the two other processes
studied provide a cost-effective way to reduce erroneous EITC payments while maintaining
historically high EITC participation rates.

V. 2005 EITC Qualifying Child Residency Certification Study

The 2005 Qualifying Child Study, like the 2004 test, sought to determine the impact of a
residency certification requirement on the:

Amount of EITC claimed including the amount of erroneous claims

Number of children claimed

Taxpayer participation in the EITC

Taxpayer burden

Amount of erroneous claims that certification prevented us from paying to ineligible
taxpayers.

The study focused on the population of EITC claimants for whom we could not establish
qualifying child residency through available data. Due to this selection to determine taxpayers in the
study, the results from the study generally will not apply to all EITC claimants with qualifying
children.

The 2005 test also sought to answer some additional questions. First, we were interested in

better understanding the likely effects of a full-scale program on individuals required to certify and on
third parties that provide EITC claimants with documents and assistance. Taxpayers in the 2004 study
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were dispersed widely across the country. It was unlikely, therefore, that more than one study member
would contact a third party. Consequently, the 2004 test could not assess the potential burden of a full-
scale implementation on third parties. The 2004 test results also would not reflect the outcome of
outreach and education that these third parties might provide under a full-scale program. It was also
unlikely that individual test members would encounter other individuals with a certification
requirement or third parties with extensive knowledge and experience of certification who could assist
them with the certification process. To address these issues, we selected a portion of the test for the
2005 study from a single community to simulate what might happen if we imposed a broad
certification requirement. We selected Hartford County, Connecticut for the test, which includes the
city of Hartford.

Second, we were interested in learning whether mailing the certification requirement letters
earlier and encouraging taxpayers to send their materials as soon as they were able affects the timing
and outcome of the certification process. Processing certification materials before the filing season
would alleviate some of the slow-downs that occur during the filing season and potentially allow us to
speed refunds to qualified claimants.

The 2005 Qualifying Child Study design included two groups of EITC claimants for whom we
could not establish qualifying child eligibility through available data. Therefore, we required them to
go through the certification process for TY 2004. For the first group, 16,800 taxpayers were selected
randomly nationwide. The second group included all 8,211 EITC claimants in Hartford County for
whom we could not establish qualifying child eligibility.

The study also included a control group of similar size and taxpayer characteristics as the
national test group but who would not go through the certification process. Because we randomly
selected the national test group and control group from the same population of taxpayers, we believe
the experiences of the control group reflect what we would have observed for the test group had they
not been part of the certification test. This design separated the effects of the certification requirement
on taxpayer behavior from changes that normally occur from one year to the next due to other factors.
In this certification test, the only difference between the national test and control groups was the
requirement to certify; consequently, we can attribute observed differences between the groups to
certification.

The community test in Hartford County provided an opportunity for outreach and education
that would be cost prohibitive for a nationwide test with a relatively small sample dispersed across the
country. We selected Hartford County because the community was relatively compact, comprised a
single media market, and had a demographic makeup similar to that of the United States as a whole.
For the community test, we supported an outreach campaign in an effort to simulate what might
happen if we imposed a certification test more broadly. This outreach included IRS-delivered
educational materials and working with community-based organizations to educate taxpayers about the
certification requirements. The outreach campaign did not include any exceptional efforts. The
outreach effort was one way in which the Hartford County test differed from the nationwide test.
Another difference in the tests was that third party document providers in Hartford County were much
more likely to receive documentation requests from more than one taxpayer, which could potentially
affect the third party’s ability and/or willingness to fulfill a taxpayer’s request. Taxpayers in the
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Hartford County test group also were more likely to meet other taxpayers who also were required to
certify and to share information about the requirement and the program.

These differences make the Hartford County test more characteristic of a broadly implemented
certification program than the national test. They also create the possibility that the outcomes for the
Hartford County test group may differ from the National Sample test group because of these
differences. As differences between the national samples provide an estimate of the effect of the
certification process, differences in the outcomes for the two test groups provide estimates of the
effects of the differences in the characteristics of the certification program. However, because the City
of Hartford filed a lawsuit against the IRS over the test, the resulting publicity may have affected the
process of obtaining certification documentation from city agencies and led to different results than
had the lawsuit not occurred.

We needed data that we could use to determine the impact of certification on taxpayer filing
behavior and understand claimants’ experience with the certification process and its effect on their
filing choices. As a result, the study incorporated extensive data collection procedures that went
substantially beyond those typically conducted as part of standard IRS operational programs. As part
of the data collection activities, we contracted with the Westat Corporation to conduct a survey and
focus groups. The survey, administered between July 2005 and October 2005, covered a sample of
National Sample, Hartford County, and control group taxpayers. The survey collected data on a wide
range of issues associated with the EITC and the certification program. We conducted two focus
groups on November 30, 2005 with third parties in Hartford County where we had sufficient numbers
of organizations from which to assemble enough individuals. The focus groups generated qualitative
data on the experiences of third-party providers of certification documents.

V.A EITC Qualifying Child Residency Certification Study Group Development

We used an identical process for selecting study groups for 2005 as the one we used for 2004,
except for the addition of the community group. Mathematica Policy Research Inc., (See Appendix A)
the U.S. Government Accountability Office (GAO), and the Treasury Inspector General for Tax
Administration (TIGTA) favorably reviewed the 2004 design.” In developing a study group for the
Qualifying Child Study, we took advantage of multiple data sets, including data from numerous
internal and external databases that we could use to ascertain whether EITC taxpayers met qualifying
child residency requirements. We selected a study group of 25,011 taxpayers who claimed the EITC
with at least one qualifying child in TY 2003 but for whom we could not establish, based on available
data, whether those qualifying children met the residency requirements. This study group of
25,011taxpayers consisted of a national random sample of 16,800 taxpayers and the 8,211 EITC
claimants in Hartford County for whom we could not establish qualifying child residency.

For the national test group, we used a two-stage sample design. The sample frame for the first
stage of the design was the population of taxpayers who filed TY 2003 returns in the first eight months
of 2004 and claimed the EITC with at least one qualifying child. For the National Sample test group,

" In the fall of 2003, Mathematica Research Policy, Inc., and GAO finalized their reports, A Review of the Earned Income
Tax Credit Residency Certification Pilot Study and Qualifying Child Certification Test Appears Justified, But Evaluation
Plan is Incomplete, respectively. In May 2004, TIGTA finalized its report, The Statistical Sampling Method Used in the

Earned Income Tax Credit Proof of Concept Test Appears Valid.
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we drew a 10 percent random sample from this population of approximately 17 million taxpayers. To
these 1.7 million returns, we applied a computer algorithm that used information from various data
sources and identified EITC claimants who filed a claim that was likely to have met the eligibility
residency requirements for qualifying children.

The IRS computer algorithm used data from the following sources:

e Federal Case Registry—A Department of Health and Human Services (HHS) database
that identifies presumed custodial relationships based on child support cases.

e KidLink—A Treasury database which uses Social Security Administration (SSA) data that
identifies the relationship between birth parents and children born since 1998.

e DM-1—A database of taxpayer identification numbers (either Social Security Numbers or
Individual Taxpayer Identification Numbers) and their associated name histories.

e Numident—SSA data that provides birth certificate information, including parent names.

We created the second stage sample frame by removing claimants from consideration for
residency certification that the algorithm identified as likely meeting the residency requirement. In
addition, we removed some claimants from consideration to ensure we did not contact a taxpayer twice
about the same return (e.g., for regular audit processing). We excluded taxpayers who had been in the
TY 2003 study from the TY 2004 test. Finally, we excluded taxpayers with Hartford County zip codes
from the nationwide sample because they were part of a separate selection process for the Hartford
County test group.

The subset of claimants whose qualifying children we could not substantiate through the
computer algorithm, therefore, makes up the sample frame for the second stage of the design.
Altogether, we excluded 77 percent of the EITC claimants in the 10 percent National Sample from the
study based on the algorithm indicating it was likely we could prove residency based on data available
from the above sources. That screening/filter left approximately 386,000 claimants in the second stage
sample frame.

We used a systematic sampling process to draw two separate random samples of 16,800
taxpayers from the pool of 386,000 claimants. The first sample of 16,800 taxpayers served as the
national test sample, and the second sample served as a control sample. We also selected a 1,000-
taxpayer subsample from the national test sample to test a variant of the residency certification
documentation (see Section V.B for a discussion of the certification forms and schedules). The desire
to evaluate the operational and administrative issues that certification involves for both IRS and the
taxpayer drove the overall size of the test®

We used a separate, but similar, process to select the Hartford County study group. As a first
step, we applied the computer algorithm described above to all EITC claimants with a Hartford County

® The size of the test groups, among other things, reflected IRS’ estimate of its capacity to process certification documents
and collect data from the sample at the Kansas City Compliance Campus where the data collection for the study was based.
One element of the study is to determine the resources required by IRS to handle the certification procedures.
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zip code on their TY 2003 tax return. Next, we removed from consideration for residency certification
claimants the algorithm identified as having filed claims that likely met the residency requirement.
Similar to the National Sample selection process, we also removed some claimants from consideration
for residency certification to ensure we did not contact a taxpayer twice about the same return (e.g., for
regular audit processing). Like the National Sample, we removed about 77 percent of the Hartford
County claimants, leaving 8,211 claimants, all of whom we selected for the Hartford County test

group.
V.B EITC Qualifying Child Residency Certification Process

The certification process for 2005 was similar to that for 2004; however, the timing and the
content of the certification letters we sent to taxpayers were different. For the 2004 test, we sent
certification packages to test group taxpayers in December 2003 that consisted of:

e A letter (Notice 84-A) describing the new certification requirement

e Form 8836, Qualifying Children Residency Statement, which offers three options (letters,
records and affidavits ) for certification (to be completed by the taxpayer and returned to
the IRS)

e A Third Party Affidavit (Schedule A or Schedule B) form to be filed with Form 8836,
attesting to the validity of the taxpayer’s child residency certification on Form 8836

e Publication 3211M, Earned Income Tax Credit Questions and Answers

e Publication 4134, Free/Nominal Cost Assistance Available for Low Income Taxpayers

We mailed the 2005 package, consisting of the same documents, slightly earlier than the prior
year—at the end of November. For this test, we followed up the initial mailing with two reminder
notices in two-week intervals. The first reminder looked significantly different from a standard IRS
letter, and the second reminder used a normal IRS format.

The letters, forms, and publications were in English, like the tax packages that we mail to
individual taxpayers each December (see Appendix C for copies of Notice 84-A, Form 8836, and
Schedules A and B in both English and Spanish). The letter, Form 8836, and affidavit contained a note
in Spanish referring Spanish-speaking persons to a telephone customer-service center for Spanish
versions of these documents.

Form 8836 requires proof of qualifying child residency in the form of records, a letter on
official letterhead, or a signed affidavit (Schedule A) from any of the following: attorney, child-care
provider, clergy, community-based organization, court or placement agency official, employer, health-
care provider, Indian tribe official, landlord or property manager, law enforcement officer, school
official, or social service agency or other government official.

Taxpayers could submit any combination of documents described in Form 8836 or in the Third
Party Affidavit. The taxpayers would fulfill the residency requirement if they showed, when taken in
combination, that they lived with the child for more than half of calendar year 2004. The documents
had to show the child’s or taxpayer’s name, the address, and the dates at the address. However, the
taxpayer’s and child’s names did not have to be on the same piece of documentation.
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Tax examiners reviewed individual documents to ensure they included the required information
(name, address, dates of residence), that the information was legible, that it was on official letterhead
(for statements or letters), and that the documents were signed. Tax examiners did not contact the
document provider to verify the authenticity of the document or personal knowledge of the residency
of the taxpayer and child; rather they focused on identifying acceptable documents on which to base
the decision of whether the taxpayer met the EITC residency requirement.

A subsample of 1,000 taxpayers from the national test sample received an alternate Third Party
Affidavit (Schedule B) that broadened the definition of those allowed to certify the taxpayer’s
residency. The alternate Third Party Affidavit allowed anyone (except a spouse, dependent, qualifying
child, or a parent of the qualifying child) to complete the form providing that they had personal
knowledge or records showing that the taxpayer and qualifying child lived together during the tax year.
Therefore, this list of acceptable signatories included most relatives, friends, and neighbors. We tested
this alternative affidavit for the first time in the 2004 study as a response to concerns that taxpayers
may have difficulty certifying using the other approved sources, and may most easily prove they meet
the residency requirement using this form of certification.

Our evaluation of the alternative affidavit focuses on the effect of allowing third party reporting
on the proportion of taxpayers who return Form 8836 and the type of third parties providing
certification documents. A possible effect of the alternate affidavit is that taxpayers may shift away
from preferred, official sources to more informal and potentially less reliable (or less verifiable)
sources. As part of the study, we explored the validity and reliability of third-party affidavits for
certification. We also studied the validity of other document types, such as records and letters.

The separate process of verifying (or validating) documents that tax examiners previously
deemed acceptable during document review is called mandatory validation. The goal of this process is
to verify that the third parties listed as certifying residency on the certification forms did provide the
requested information and were in a position to substantiate that the child met residency requirements.
For records, mandatory validation involved verifying that the organization existed. Mandatory
validation of letters or affidavits involved contacting the letter writer or affiant by telephone to verify
that the individual had provided the documentation and had the personal knowledge or records to
support the residency determination.

Mandatory validation covered a subset of test group cases. We included ten percent of the
Schedule A subsample taxpayers (both National and Hartford County) and 100 percent of the Schedule
B subsample taxpayers in mandatory validation. For these taxpayers, a core group of lead tax
examiners in the certification unit conducted additional validation of the documents that we initially
accepted during document review.

In last year’s (TY 2003) test, certification generally occurred at the time of filing. We
instructed taxpayers to submit their certification materials when they filed their tax returns.® However,
some 700 taxpayers disregarded the instructions to send documents with their returns and sent the

® Paper return filers were instructed to attach Form 8836 and supporting documentation (records, letters, and/or affidavits)
to their return and send the return to Field Compliance Services, Kansas City Campus. Electronic filers were instructed to
file their return as they normally would and then send Form 8836 and supporting documentation to Field Compliance
Services, Kansas City Campus.
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materials in December. For these taxpayers, we attempted to review their submission and certify them
before the filing season so as not to delay their EITC claims. Based on these experiences from the
2004 test, we changed the wording of the notices to encourage taxpayers to send their documents to us
at any time from the receipt of the notice until the time they filed their returns. We also told them we
would try to review their taxpayer information as soon as possible to avoid any delay in paying the
EITC to qualified taxpayers. We received certification documents from approximately 9 percent
(2,176 taxpayers) of the original test group by late January 2005. In return, we certified 85 percent
(1,858) of these taxpayers before February 2005 (which we consider the beginning of the filing
season).

We designed the process to give taxpayers sufficient time to respond to requests for additional
information or notifications of decisions. Our tax examiners reviewed the documents a taxpayer
submitted and determined whether they satisfied the residency requirement. When we determined the
documentation the taxpayers originally submitted was incomplete or insufficient to establish the
residency requirement, we gave taxpayers repeated opportunities to provide additional documentation.
Once the taxpayer established residency, we allowed the EITC.

The certification procedures included both an additional letter and extra time to respond that are
not part of our standard procedure for EITC-related examinations. Our standard procedures allow
taxpayers 30 days to respond to the report of proposed changes. We extended this timeframe to 45
days for certification. We also sent a second letter and report of proposed changes—which is not part
of standard procedures—to taxpayers who did not respond to the first letter. This additional letter
could add up to 45 days to the process.

When taxpayers did not substantiate the residency of a child claimed for EITC, we disallowed
the credit through our deficiency procedures. A statutory Notice of Deficiency, issued if the taxpayer
did not respond to the first or either of the two prior letters of proposed changes, gives the taxpayer 90
days to respond to the proposed assessment. If the taxpayer does not respond within 90-days, we make
an assessment. The completion of the certification process took several months for taxpayers who did
not respond immediately to us.

As explained earlier, we selected 16,800 taxpayers as a control group for the national test
group. The control group taxpayers were not subject to the additional certification requirement.
Instead, they were subject only to standard IRS procedures and programs. These standard procedures
involve return processing that incorporates error checks for mathematical, clerical, and taxpayer
identification number (TIN) errors, possible selection of returns for EITC-specific pre-refund and post-
refund examinations, possible selection of returns for other examination programs, and matching of
information documents to tax return line item data through the AUR program which identifies
misreported income. Under these standard procedures, fewer control group returns had to document
the residence of the qualifying child than returns in the test group because everyone in the test groups
who claimed EITC with children was subject to the certification review process. However, we did not
select every return in the control group for review. For those that we selected, the scope of the audit
was typically broader, generally including more than just one EITC-related issue. The scope of the
certification review generally was limited to one issue—residency of the child.
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V.C EITC Qualifying Child Residency Certification Study, Overview

The certification test requirement has elements of an educational/outreach program, a “soft-
notice” program®, and an examination (audit) program. Within the context of the certification test, the
objective of the first two elements are to increase voluntary compliance by increasing taxpayers’
awareness and understanding of the EITC qualifying child residency requirement. We intend the
materials we sent to the taxpayers and the requirement to certify residency to help taxpayers make the
correct decision about claiming EITC.

The examination element, which included holding taxpayers’ EITC claim until we reviewed the
documentation for qualifying child residency and established residency, has several effects. First, it
deters against erroneous claims because it increases the chances we will uncover an incorrect claim.
Second, it provides a process whereby we can detect erroneous claims due to qualifying child
residency errors. Thus, the certification requirement should deter taxpayers who would have
intentionally made incorrect claims although they understood they did not meet the qualifying child
residency requirement. It also allows us to identify erroneous EITC claims taxpayers made because
they still do not understand the qualifying child residency rules despite the pre-filing mailing.

We evaluated the certification program to determine if the certification process achieved its
objectives and to assess the impact of the certification process on compliance and participation.
Examples of the types of administrative data we collected for the study include tax return information,
certification process information including data on certification-related contacts and documentation,
and information collected during mandatory validation.

In addition to the administrative data, the Westat Corporation conducted a survey of taxpayers
and focus groups of third party document providers. We include a copy of the final report of the
survey in Appendix C. It covers the survey background, development, and implementation in detail,
along with the results. The taxpayer survey results provide us with insights about claimants’
experiences with the certification process and the effect of certification on filing behavior and EITC
participation. We used the information self-reported in this survey to determine whether taxpayers in
the study who did not claim EITC were nonetheless eligible for the EITC. We used these estimates to
determine the extent to which the certification requirement unintentionally deterred eligible taxpayers
from claiming the credit. We also used the survey data to understand the burden that certification
imposed in general, and to probe the details of taxpayers’ certification experience.™ We include a
copy of the focus group report in Appendix D. We used the focus groups to gather information about
the certification experience on third party document and information providers. As mentioned earlier,
we conducted these groups only in Hartford County.

The next section of this report, Section V.D, contains the results of the evaluation. Section
V.D.1 presents information about TY 2004 EITC claims and certification outcomes. Section V.D.2
contains information on the characteristics of the study returns and the outcome of certification by

10 A soft notice is a letter sent to taxpayers generally advising them of a possible issue/error with their return. It generally
does not require a response from the taxpayer but encourages them to review what they are doing for mistakes and to avoid
repeating them on future returns.

1 While survey data may have limitations, this was believed to be the most effective way to gain information about
taxpayer’s experiences with the certification program.
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these characteristics. The section includes a discussion about the mobility of the study population and
the interest for Spanish language forms and assistance. Section V.D.3 looks at test group taxpayers
responses to the certification requirement and the documentation submitted to prove residency.
Section V.D.4 discusses the mandatory validation process and examines its affect on certification
outcomes. Section V.D.5 presents survey results on the reported costs of certification for taxpayers
and their opinions about the process. Section V.D.6 discusses the burden experienced by the third-
party document providers in the Hartford County test. Section V.D.7 highlights some differences
observed in the TY 2003 and TY 2004 studies for the national test groups. Section V.D.8 presents
information on IRS costs and lays out a framework for developing a return-on-investment estimate for
a fully implemented certification requirement. We discuss the effects of the study on participation in
Section V.D.8.a.

V.D Qualifying Child Residency Certification Study, Study Groups

We collected and analyzed certification data (Forms 8836 and the Schedule A and B) from
taxpayers included in the Qualifying Child Study group and other administrative information compiled
for the study. We also analyzed the data from the survey of EITC taxpayers and the focus groups that
Westat conducted.

We based the results in this report on taxpayer return filings through the end of December 2005
and certification processing activities through late May 2006. We use a calendar year return
processing cycle and typically use a calendar year period for studies and analyses. This analysis
follows that methodology. This report used calendar year 2005 as the period for tracking the TY 2004
tax return filing and EITC claims of study taxpayers. Most taxpayers filed their tax returns by the
April 15 deadline. However, to obtain more complete and unbiased information, we had to include
returns that taxpayers filed later in the calendar year. This inclusion is especially important for an
EITC-related study because some EITC claimants have no requirement to file a tax return other than to
claim EITC and, therefore, have no requirement to file a return by April 15. The analysis covers
certification-related activity through late May 2006 in order to see as many cases through resolution as
possible. At the time of the analysis, however, 324 cases were still in processing. We estimated the
results for these returns and included them in the overall results.

The analysis that follows compares the Hartford County, National Sample, and control test
group results—as well as comparing the results of various subsamples and subgroups—to determine
whether statistically significant differences exist between the groups. All the statistical tests in this
report were conducted using a 95 percent confidence level. This 95 percent confidence level will be
implied in statements made later in the report such as “there is a significant difference” or the results
are “not significantly different.”

Table 2 presents the disposition of the original study groups for the Qualifying Child Study.
We selected 8,211 taxpayers in Hartford County and 16,800 taxpayers nationally for inclusion in the
study based on returns filed for TY 2003. The adjusted National Sample test group final sample of
16,822 taxpayers includes 22 taxpayers who filed as married filing jointly in TY 2003 but did not file
joint returns in TY 2004. While the Hartford County test group had 11 such taxpayers, there were also
11 cases where two taxpayers who had filed as single or head-of-household in TY 2003 filed joint
returns in TY 2004. We excluded about 2 percent of the original test groups after we had selected
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them because of a change in the taxpayers’ circumstances. These taxpayers resided in a disaster area,
were in combat, or had returns already under examination. Because we did not subject the control
group to the certification requirement, we did not need to exclude any of them.

Table 2: EITC Qualifying Child Residency Certification Study: Number of Study Returns Tax Year 2004

Test Groups Control Group
Hartford County National Sample
Schedule A* Schedule A Schedule B Total

Original Study Group 8,211 15,800 1,000 16,800 16,800
Net change in number of returns due to 0 21 1 22 29
changes in filing status

Adjusted Study Group 8,211 15,821 1,001 16,822 16,829
Excluded 170 399 23 422 0
Final Study Group 8,041 15,422 978 16,400 16,829

*Schedule Bs were not part of the Hartford County test.

V.D.1 Qualifying Child Residency Certification Study, EITC Claims and Certification Outcomes

This section of the report presents information on the test and control groups’ tax return filing
and EITC claim patterns for tax year 2004. It also presents the results of certification for the test
groups and compares these results to the control group. We subjected the control group to standard
IRS processes and activities, including selection for examination under existing examination programs
that focus on EITC. In the absence of the certification test, we would expect the experiences of the test
groups to be the same as those we observed in the control group.

Table 3 presents the status of returns in the study groups. As of the end of December 2005, the
control group filed 15,177 returns, or about 90 percent of the total returns expected from the control
group. This rate compares to 88 percent (7,047 returns) for the Hartford County test group and 89
percent (14,535 returns) for the National Sample test group. About 27 percent (2,140) of the Hartford
County test group filed returns but did not claim EITC compared to about 22 percent (3,683) of the
National Sample test group. The proportion of the National Sample test group that filed a return but
not an EITC claim was about eight percentage points higher than the control group. Approximately
three percent of both test groups claimed the EITC without qualifying children compared to two
percent for the control group. All these differences are significant.

About 35 percent of the control group claimed EITC with one qualifying child and about 38
percent claimed EITC with two qualifying children. Thus, about 74 percent of the control group
claimed EITC with qualifying children. About 2 percent of the control group claimed EITC without
qualifying children. The remaining return filers, about 14 percent of the control group, did not claim
EITC.
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Table 3: EITC Qualifying Child Residency Certification Study: Tax Year 2004 Return Filing Status for Test and
Control Groups

Test Groups Control Group
Hartford County National Sample
Schedule A* Schedule A Schedule B Total
I. Number of Returns
Final Study Group 8,041 15,422 978 16,400 16,829
Did Not File Tax Return for TY 2004 994 1,757 108 1,865 1,652
Filed Tax Return for TY 2004 7,047 13,665 870 14,535 15,177
Did Not Claim EITC 2,140 3,468 215 3,683 2,433
Claimed EITC 4,907 10,197 655 10,852 12,744
With Children 4,629 9,706 638 10,344 12,419
Claimed one child 2,455 5,069 334 5,403 5,965
Claimed two children 2,174 4,637 304 4,941 6,454
Without Children 278 491 17 508 325
I1. Number of Returns as Percent of
Final Study Group
Final Study Group 100% 100% 100% 100% 100%
Did Not File Tax Return for TY 2004 12% 11% 11% 11% 10%
Filed Tax Return for TY 2004 88% 89% 89% 89% 90%
Did Not Claim EITC 27% 22% 22% 22% 14%
Claimed EITC 61% 66%0 67% 66%0 76%
With Children 58% 63% 65% 63% 74%
Claimed one child 31% 33% 34% 33% 35%
Claimed two children 27% 30% 31% 30% 38%
Without Children 3% 3% 2% 3% 2%

Note: Detail may not add to total due to rounding.
*Schedule Bs were not part of the Hartford County test.

Compared with the control group, statistically significantly fewer National Sample test group
returns claimed EITC with children. About 33 percent of this test group claimed EITC with one
qualifying child and 30 percent claimed EITC with two qualifying children. Therefore, about 63
percent of the National Sample test group claimed EITC with qualifying children — about eleven
percentage points lower than for the control group. We attribute most of the difference between the
two groups to a decline in claims of more than one qualifying child.

The Hartford County test group had a statistically significantly lower percentage of claims for
EITC with children than the National Sample test group. About 31 percent of the Hartford County test
group claimed EITC with one qualifying child and 27 percent claimed EITC with two qualifying
children for a total of approximately 58 percent. This is about 5 percentage points lower than the
National Sample test group and 16 percentage points lower than the control group. Like the National
Sample test group, we attribute most of the difference to a decline in claims of more than one child.

We reviewed administrative information for TY 2004 to learn about claims involving all EITC
children that test and control group taxpayers had claimed in TY 2003 for EITC purposes. Because the
groups are of different sizes, the numbers of children are not comparable but the percentages are. In
TY 2004, the control group taxpayers claimed about 60 percent of the children that they had claimed in
TY 2003. The National Sample test group claimed about 51 percent of the children they had claimed

25



in TY 2003 and the Hartford County test group claimed about 47 percent of the children they had
claimed in TY 2003.

For the control group taxpayers, about 19 percent of the children they had claimed in TY 2003
were claimed by another taxpayer in TY 2004 (and not claimed by taxpayers in the study). For the
National Sample test group, about 23 percent of the children they had claimed in TY 2003 were
claimed by another taxpayer. For Hartford County, the percentage was 19 percent.

For the subsamples in the National Sample test group, 11 percent of both the Schedule A and
Schedule B subsamples did not file a return and 22 percent of filers in both subsamples did not claim
EITC. However, 65 percent of the Schedule B subsample claimed EITC with children compared to 63
percent of the Schedule A subsample. This difference is statistically significant.

The data suggest that the certification requirement led to reduced EITC claims. As reported in
Table 4, the National Sample test group claimed about $28.3 million on EITC claims on their returns.
This amount is about $4.9 million, or approximately 17 percent, less than the $28.7 million the control
group claimed. However, we can attribute some of this difference to unclaimed EITC by eligible
taxpayers deterred by the certification process (see section V.D.6.a for more detailed discussion). The
data also indicate that the certification process prevented the payment of erroneous claims for cases
where taxpayers made a claim but did not meet the residency requirement. We denied about $6.0
million in EITC claims during the certification process. In comparison, for the control group, which
was subject to ordinary IRS examination processes, we denied approximately $1.1 million in EITC
claims.™® The Hartford County test group claimed approximately $10 million in EITC, of which we
denied approximately $2 million during the examination process.

Table 4: EITC Qualifying Child Residency Certification Study: Amount Claimed and Adjustments for Tax Year
2004 (money amounts are in thousands of dollars)

Test Groups Control Group
Hartford County National Sample
Schedule A* Schedule A Schedule B Total

Adjusted Study Group Amount EITC $9,955 $22,347 $1,445 $23,792 $28,680
Claimed by Taxpayer

Amount EITC Claimed Disallowed in $71 $121 $4 $125 $125
Processing (math error)

Adjusted Amount $9,884 $22,226 $1,441 $23,667 $28,555
EITC Claimed on Excluded Cases $273 $586 $30 $616 $0
Final Study Group Claims $9,612 $21,639 $1,411 $23,051 $28,555
Amount EITC Claimed Disallowed in $1,989 $5,627 $410 $6,037 $1,121
Exam Process (adjustments)

Total EITC Claimed Allowed $7,622 $16,012 $1,002 $17,014 $27,434
Total EITC Allowed Including $7,895 $16,599 $1,032 $17,630 $27,434

Excluded Returns

Note: Detail may not add to total due to rounding.
*Schedules B were not part of the Hartford County test.

121t is possible that some of the claims that we denied in the certification process (for the test group) or the examination
process (for the control group) were made by taxpayers who were actually eligible for the EITC but chose not to
substantiate their claims. This taxpayer response also is believed to occur in other situations and, therefore, is not unique
either to certification or to EITC.
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Table 5a presents the outcome of the certification process for the test groups compared to the
outcome for the control group. Returns with adjustments are cases in which we disallowed claims for
one or more children. We subjected the control group to normal IRS procedures, including
examination under existing programs that focus on EITC. While the entire test group was subject to
certification, we selected 415 taxpayers in the control group for examination. All but two percent of
these exams were for EITC-related issues.

Table 5a: EITC Qualifying Child Residency Certification Study: Tax Year 2004 Outcome of Certification Process
for Test Groups Compared to Examination Process for Control Group

Test Groups Control Group
Hartford County National Sample

Number Number Number Number Number Number
with without with without with without
Number Adjust- Adjust- Number Adjust- Adjust- Number Adjust- Adjust-
of Returns ments ments of Returns ments ments of Returns ments ments

I. Number of Returns
Claimed EITC 4,907 1,125 3,782 10,852 3,006 7,846 12,744 358 12,386
With Children 4,629 1,125 3,504 10,344 3,004 7,340 12,419 357 12,062
Claimed one child 2,455 638 1,817 5,403 1,605 3,798 5,965 85 5,880
Claimed two children 2,174 487 1,687 4,941 1,399 3,542 6,454 272 6,182
I1. Percents Column Row Row Column Row Row Column Row Row
Percent Percent Percent Percent Percent Percent Percent Percent Percent
Claimed EITC 100% 23% 77% 100% 28% 72% 100% 3% 97%
With Children 94% 24% 76% 95% 29% 71% 97% 3% 97%
Claimed one child 50% 26% 74% 50% 30% 70% 47% 1% 99%
Claimed two children 44% 22% 78% 46% 28% 72% 51% 4% 96%

Note: Detail may not add to total due to rounding.

In the Hartford County test group, 24 percent of the claims with qualifying children had
adjustments. In contrast, 29 percent of the National Sample test group claims for qualifying children
had adjustments. Therefore, while the Hartford County group made fewer claims than the National
Sample group, we more often allowed the claims they made. In the control group, we adjusted the
amount of EITC on three percent of the claims with qualifying children.

Table 5b presents the amount of adjustments we made based on the certification process for
the test groups compared to adjustments we made through the standard examination process for the
control group. An adjustment can mean either that we disallowed the entire claim or that we reduced
the amount of the claim. Through the certification process, we disallowed 21 percent of the Hartford
County test group and 26 percent of the National Sample test group claimed amounts, compared to 4
percent that we disallowed through the ordinary examination process in the control group.
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Table 5b: EITC Qualifying Child Residency Certification Study: Tax Year 2004 Return Status for the Test and
Control Groups (money amounts are in thousands of dollars)

Test Groups Control Group
Hartford County National Sample
Amount Amount Amount Amount Amount Amount Amount Amount Amount
Claimed Adjusted Allowed Claimed Adjusted Allowed Claimed Adjusted Allowed
1. Amount of
Claims
Claimed EITC $9,612 $1,989 $7,622 $23,051 $6,037 $17,014 $28,555 $1,121 $27,434
With Children $9,552 $1,989 $7,564 $22,941 $6,034 $16,907 $28,476 $1,121 $27,355
Claimed one $3,996 $963 $3,033 $9,411 $2,666 $6,745 $10,371 $197 $10,174
child
Claimed two $5,556 $1,026 $4,530 $13,530 $3,368 $10,162 $18,105 $923 $17,182
children
I1. Percents Column Row Row Column Row Row Column Row Row
Percent Percent Percent Percent Percent Percent Percent Percent Percent
Claimed EITC 100% 21% 79% 100% 26% 74% 100% 4% 96%
With Children 99% 21% 79% 100% 26% 74% 100% 4% 96%
Claimed one 42% 24% 76% 41% 28% 2% 36% 2% 98%
child
Claimed two 58% 18% 82% 59% 25% 75% 63% 5% 95%
children

Note: Detail may not add to total due to rounding.

Table 6a, on the following page, presents the outcome of the certification process for the test
group subsamples. The 33 percent of the Schedule B subsample with adjustments is significantly
different from the 29 percent of the Schedule A portion in the National Sample, which in tu