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1. INTRODUCTION

The earned income tax credit (EITC) suffers an image problaimoduced in 1975,
today the EITC reaches more than 27 million households annually and is the most
significant earning®ased refundable credit in the Internal Revenue Eddkile the

EITC has long enjoyed bipartisan support and is lauded as a successpavarty
program, it is alsariticised for its complexity and its difficulty to administer and
enforce® Despite the high audit selection rate for EITC retliarsd a myiad of
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intentional and/or fraudulent, just as taxpayers intentionally underreport or hide
income in other contexts. Notably, it is important to undeend and appreciate this
distinction, because the two ends of the spectrum present different enforcement
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note, however, that the IRS figure is ‘at best a sophisticated guess’, in part because no
one knows the extent tfie underground econonf¥.

The Service divides the tax gap into three categories: (1) théilingngap; (2) the
underreporting gap; and (3) the underpayment'gafhe underreporting gap is by far

the largest of these three categories, accounting for §i8ité of the tax gap, while
non{iling and underpayment account for $28 billion and $46 billion, respectiVely.
The individual income tax accounts for the largest segment of the gross tax gap (an
estimated $296 billion) as compared to corporate income taxes, employment taxes,
estate taxes, and excise taXe€ITC noncompliance is categsed as underreporting

of individual income tax, specifically, an overstated offset of taxCtlue.
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It is that the program is so complicated that peomearadvertently having difficulty
figuring out where they fit and where they dorit.’

The most recent NRP study, published in August 2014, provides compliance estimates
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next section considers intentional taxpayer noncompliance generally and how
intentional EITC noncompliance may and may not be different.

3. |SINTENTIONAL EITC NONCOMPLIANCE SIMILAR TO OTHER TYPES OF INTENTIONAL
TAXPAYER NONCOMPLIANCE ?

This section compares two types of intentional noncompliance: EITC noncompliance
and sole proprietor noncompliancd. provides a brief overview ddelected theories
of noncompliance.
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At least with respect to the concern iatentional noncompliance, studies of sole

proprietor noncompliance may provide useful insights and analogies as to intentional
EITC noncompliance.

3.1 Sole proprietor noncompliance

‘The problem [of the underground economy] is as old as the US tax system,
and probably as old as taxation generafly.’

The tax gap data discussed in section 2 abwlieates a correlation between taxpayer
compliance and information reporting, finding high levels of honcompliance among
sole proprietors’ Having identified this as #hlargest portion of the tax gap, the
Taxpayer Advocate Service (TAS) conducted both a national survey and a community
survey of sole proprietors, and it linked the results of these surveys to IRS estimates of
the survey respondent’s actual tax compliatfceThis national survey sought to
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EITC overclaims have become a political issue will itself lead to future taxgayer
making intentional overclaimsAs taxpayers read headlines highlighting EITC fraud,
it undermines their faith in the system and creates a feeling that they are ldgiryg ou
being an honest taxpayer.

A quick Google search will provide one insight intee culture of intentional EITC
noncompliance, as well as the public perception of this noncompliahsdut one
example, a website called Twitchy compiled a list of 22 tweets in January 2013 of
‘taxpayers looking to borrow children for tax credit’, coemting with a hint of
disdain: ‘Gotta love American ingenuity.Yeesh.”* Upon closer examination,
however, not all of the tweets linked were examples of noncompliafle.tweets

did include several solicitations (‘Can | claim ur kid on my taxes ill give500’;
‘Anybody have an extra kid | can claim on my taxes? I'll split the cash’; and ‘Does
someone have a kid | can use on my taxes this year? Thanks ahead of time.’), but also
tweets more in the nature of wishful thinking (‘I need to find a single mom soon...so |
can claim her kid on my taxes asap’) or laments (‘| take her kid to school off and on.
The least she can do is let me claim her kid on my taxes’ and ‘the only reason why i
would want a kid right now is to get more money on my taxesol’.)

The oncept of claiming someone else’s child on one’s taxes stems from the
possibility that the parents who reside with and support the child, and thus would be
statutorily entitled to claim the child, will not benefit from doing Sthe inability to

benefit fom a credit that other people benefit from, a()10.6 ( c)-se 0.6 ( cu(f)6.9 (i44444e(y)1
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file using head of household status based upon his chitdr&his is true despitthe

fact that the noftustodial parent may be required to pay child support for his children.
As Book noted, Taxpayer Advocate Nina Olson made a legislative recommendation
many years ago to allow the nonstodial parent a credit in this situatidrut
Congress has not followed her recommendation, sattiuctural incentive remains.

In my work directing a lowncome taxpayer clinic, | have seen or heard of instances
of both of these types of symbolic noncomplianBeit | am even more familiar with

a thrd scenario, in which the taxpayer who would be entitled to claim the children has
little or no earned income, but no one else is legally entitled to claim the children.
some cases this is because the taxpayer receives social security disabilitytpaymen
which are not earned income as defined in section 32(c)(2nhay also be because

the taxpayer is a mother who is out of the workforce for a period of years because she
cares for her young children.n these cases, there may be a boyfriend in the
household who does have earned income and plays a significant role in supporting his
girlfriend’s children. If he is not the father of the children and the couple is not
married, he is not statutorily entitled to the claim the children for Bfras with

Book’s other examples, a couple in this situation may be frustrated by the perceived
inequity of the system and thereby motivated to engage in intentional symbolic
noncompliance.After all, if other people are using Twitter to find strangers’ children

to daim, why should a hardrorking taxpayer not benefit from his girlfriend’s
children whom he actually lives with and supports?

3.3 Combating social and symbolic oncompliance

If we accept that EITC claimants and sole proprietors share similar motivations in
their intentional honcompliance, it follows, then, that proposals to reduce intentional
EITC noncompliance should be crafted in a similar fashion as the TAS
recommendations to address sole proprietor noncomplianRecall that these
recommendations include ‘promoting trust in government and the IRS, including tax
simplification and taxpayer education that is normative rather than tectfidadm
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4. RETURN PREPARERS AND EITC NONCOMPLIANCE

This section will discuss EITC noncompliance in the return preparer context,
including ways in which return preparers enable or instigate noncomplidinogl!
evaluate some of the IRS initiatives in place to detect and deteomphiance. This
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Circular 230 regulatins governing practice before the IRS and are not affiliated with
a nationally known tax preparation firth.

The IRS’s ilHfated attempt to regulate all return preparers was the culmination of
years of concern about this phenomenon based on studies and reports of problems
with the industry’s accuracy, lack of due diligence, lack of professionalism, and
unscrupulous behaviodf.

The Taxpayer Advocate and others mention EITC returns as a particular concern due
to the size and refundable nature of the cré&tit.
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As part of hisvork that builds on the Kidder and McEwen typology, Book categsri

this type of intentional noncompliance as ‘brokered noncompliance’, meaning the
overclaim occurred on the advice of a tax professiSh@ook notes: [t]here is a

wide range in the hosey of preparers, and there were reports of illicit preparers
generatgrglg business through their guaranteeing the windfall of government EITC
dollars.

Brokered noncompliance is of course not unique to EITC overclaitmeccurs in

many contexts, including the sole proprietor context discuabedein section 3.
Morse, Karlinsky and Bankman address this in their study and note that it includes a
continuum of behaviour on the part of the preparer: ‘Many preparers in [the cash
sector] adopt adon’t ask,don’t tell” attitude toward their clients reported receipts.

small minority of preparers, however, actively aid in their clients’ evasidn’.

Brokered EITC noncompliance should be viewed in that larger context, as it poses part
of a larger challenge thlRS faces. As revealed in the IRS’s most recent EITC
compliance study, there is significant overlap between EITC noncompliance and sole
proprietor noncompliance: recall that the study identifies the most common (and 51%
of time, the only) EITC overclaimrer as income misreporting, in particular self
employment income misreportit§: Income misreporting can result either at the
suggestion of the return preparer or at the taxpayer’s initiative coupled witm'a ‘d

ask, don'’t tell’ attitude.

If approximatdy one-half of EITC overclaims are due to income misreporting, then
this is part of a broader noncompliance phenomenon, and one that has proven very
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The IRS makes efforts to educate return preparers about the due diligence
requirements and Form 8867aid preparers who filed ten or more EITC returns

without Form 8867 in filing season 2013 received a warning letter, and the IRS issued
penalty letters to 225 of these preparers when they again filed ten or more EITC
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4.2 Targeted return preparer education

Though resource intensive, the IRS believes that targeted preparer education is an
effective tool to combat EITC noncompliancéhese include datdriven compliance

and warning notices, preparer audits by field examiners, and ‘lamugttalk’ visits

from IRS Criminal Investigator agent® The degree to which these efforts are
effective in reducing noncompliance must surely be hard to measure, but the
Commissioner reported that an expanded pilot program in 2013 ‘protected an
additional $590 million in revenue from being paid out impropéefy.Of course,

$590 million is but a fraction of the estimated 17.7 billion in improper EITC payments
made in fiscal year 201'4*

4.3 Pursuing injunctions and permanent bars against the most egregiousgparers

As the US District Court for the District of Columb&mphasied in its Loving
opinion, ‘Congress has already enacted a relatively rigid penalty scheme to punish
misdeeds by taketurn preparers® In addition to various monetary penalties, the
Code permits the government to bring civil action to enjoirrégxrn preparers from
engaging in certain conductThe IRS and the Department of Justice Tax (DOJ)
Division work together under this statutory authority to pursue injunctions and
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5. SELF-PREPARED RETURNS AND TAXPAYER E RROR

The IRS reports that in recent years the rate of EITCpseffaration has increased
while the rate of paid preparation has declif@d.This section examines EITC
noncompliance issues unique to guiépared returns.These range from lack of
taxpayer sophisticain to lack of industry oversight, making it especially challenging
(yet increasingly important) for the Service to respond effectively and correctly to this
type of noncomplianceThis section also describes the recent calls from industry and
members of Gngress to impose greater burdens on taxpayers whorephre in
order to match the increased burdens that have been placed on return pt&parers.

It is unknown what percentage of sptepared noncompliance is intentional as
opposed to unintentionalDue to the complexity of the EITC, there is reason to
believe that unintentional noncompliance is more common in this context than in the
return preparer conteXt’ This section will explain statutory complexity as the root
cause of unintentionaloncompliance and will also discuss how requiring more from
taxpayers who selfrepare might drive down the rateumintentional noncompliance.

Requiring more from taxpayers who spiepare might also drive down the rate of
intentionalnoncompliance, but for this to be effective, it must be coupled with more
meaningful sanctions for wrongdoingection 3abovediscussed several theories of
intentional noncompliance that extend to gekpared returns, such as social and
symbolic noncomplianceThis section will consider how requiring more information
from taxpayers may affect these types of noncompliance, and how designing more
meaningful sanctions for ‘di-yourself’ fraud may help combat this type of
noncompliance.
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Congress should be applauded for the inclusiveness of these provisions, even if the
downside is complexity (and arcesponding higher error rate).

The complexity used to be even worse than it is n@engress moved to a uniform
definition of qualifying child in 2004%* These changes were an improvement, but
still today the Code’s benefits for families do not perfectly alifior example, for a
taxpayer to claim a qualifying child as a dependent, the qualifying child must not have
provided more than half dheir own support for the tax yeat® A taxpayer claiming

a ‘qualifying child’ for EITC has no support requirement at alhile a taxpayer
claiming the head of household filing status must pay more than half the cost of
‘maintaining the household’ in a tax yeaf. If the child doesn’t meet the ‘qualifying
child’ test, the taxpayer might still be able to claim the indivicdasa dependent if
they meetthe ‘qualifying relative’ test, but only if (among other requirements) the
taxpayer provided more than half of the persdntal support for the yed¥: While a
‘qualifying relative’ can be claimed as a dependent, this indalidannot be claimed

for EITC or child tax credit®*® These subtle differences make it difficult for taxpayers

to keep track of how to file properlyt is possible for the same taxpayer to be entitled
to EITC but not head of household filing status; @celigible for the EITC but not the
child tax credit; or to be eligible to claim an individual as a ddpat but for no other
purpose.

Section 32, authaing the EITC, contains over 2,400 worddt contains cross
references to more than 20 other seatiam subsections of the Code, including
international tax provisions, passive loss rules, and capital gain definitforis.
references half a dozen federal statutes outside of the *Eottds no wonder that
taxpayers— and even preparers —make unintenbnal errgs in determining
eligibility.

The Service attempts to translate these statutory requirements to plain English, using
simplified forms, flowcharts and illustrations in its publicatidffs.Some of these
resources are terrific, presuming the taxpayer can find them and/or has the patience
and sophistication to study themBut the most logical place to provide the
requirements is on Form 1040 itsek Form 1040 does capture the most essential
information. Taxpayers claiming a qualifying child arequired to fill out Schedule

EIC to provide the child’s name, social security number, year of birth, relationship to
taxpayer, and number of months the child lived withtthg@ayer during the tax year.

135Working Families Tax Relief Act of 2004, Pub L No 10Bt3118 Stat 1166, Sections 200008; see
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Schedule EIC is written clearly and captures the most relevant information concerning
the EITC requirements for a qualifying child on one page, but it doesn'’t fully capture
the complexity, alert the taxpayer to certain pitfalls, or highlight the differences
between the EITC, head of household filing status and the child tax cidditnext
section of thisarticle discusses why taxpayer intent matters, and how ascertaining
intent is key to developing appropriate and effective sanctiSestion 6 will suggest

an even more comprehensive approach to invghtime taxpayer in information
gathering.

5.2 Intentional noncompliance on glf-prepared returns: How increasing due diligence can
help the IRS ascertain taxpayer intent, and why that ratters

Certainly some percentage of spiepared return noncompliance is intention@he
problem the IRS currently faces is that its examination and enforcement mechanisms
are reactive and not equipped to ascertain whether a taxpayer's overclaim was
intentional or not. Increasing required due diligence, coupled with imposhaye
meaningful sanctions for intentional noncompliance, could serve to better deter social
a
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5.2.1 Accuracy related penalties apply to all overpayment claims

Taxpayers who erroneously claim the EITC are subject to the section 6662 20%
accuracy penaltyregardless of whether the error was unintentional and intentitnal.

In November 2013, in a decision that was viewed as quite favourable iodome
taxpayers, the US Tax Court held that this accuracy related penalty could not apply to
therefundableportion of a credit (commonly referred to as the negative income tax):
that is, the amount refunded to the taxpayer in excess the amount of tax shown on the
return’** However, the Tax Court was legislatively overruled two years later when
Congress amendedthe definition of underpayment to explicitly include refundable
credits in the calculation of the accuracy related penilty.

| have argued elsewhere that the IRS is overly punitive in its application of section
6662 because it does not attempt to distisly between intentional and unintentional
EITC noncompliancé?® As a result, unsophisticated taxpayers face penalties of
$1,000 or higher even if their mistake was a wholly innocent drebe clear, | do

not wish to see the Service pesalinadvertent errorBut as | will explain insection

6 below, increasing information with return filing may put the IRS in a better position
to determine when the taxpayer is knowingly engaging in fraud.

5.2.2 Section 32(k) —taking away a right that one never rightfully ha
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birth certificates, lease documents, school/medical records, for the purpose of claiming
... EITC, or other refundable credits”
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traveller number and the privilege of expedited clearance every time they travel
thereafter. The program is purely optional: not every traveller does this, though all
travellers who clear security eventually arrive at the same destinatfbome,
however, clear more quickly because they have voluntarily provided a government
agency with additiodainformation. They have partnered with the government by
shaing knowledge about themselves.

| envision a similar program that would serve as an EITC-Hastk for firsttime
claimants. Imagine an example: Joe Taxpayer is claiming EITC for the first this

tax year because he married Jane Taxpayer and now has three stepchildren who are
qualifying dependents.
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This approach would incent a population of fiiste claimants to affirmatively show
they are entitled to the benefiOf course not all taxpayers have the resources, means,
or sophistication to provide the appropriate affirmative documentation with the return
for a ‘fast track’ EITC refund.Again: this should not create a barrier to the EITC; in
these cases the IRS should allow -sel€lared eligibility as it always has, butet
refund will not be processed on an expedited basis.

Longtime observers of the EITC might find this proposal reminiscent of a
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suggest is appropriate for most taxpayers in any evédtypayers who do not opt in
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Even within the tax code, there are examples of increased reporting or due diligence
requirements in other taxpayer realms, including ones that typically involve mederate
or highincome taxpayersConsider the burdensome reporting regime imposed upon
US citizens holiohg foreign accountsAt certain income thresholds, these taxpayers
are subject to two separate and potentially overlapping reporting regimes: foreign
bank and financial account reporting (FBAR) and the Foreign Account Tax
Compliance Act (FATCA).Taxpayes who run afoul of these reporting requirements,
even nonwilfully, can face significant civil penalties, and criminal penalties may also
apply. The penalty structure is far more serious than anything faced by EITC
claimants. While there are many legiti
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Increasing due diligence requirements on all types of filers would increase the burden
on lowincome taxpayersBut the additional layers of due diligence recommended in
this article would protect taxpayers, both from themselves and from their preparers.
Given the amount of money at stake, it is not unreasonable to increase the burden,
especially on those who are clang qualifying children for the first time.

The IRS must continue to develop initiatives to improve the administration of the
EITC; doing so may be key to the continued political viability of what is a very
important antipoverty program. Those who benéffrom this program deserve this
protection. Time and again, the program has been shown to improve the lives of
children. The US cannot afford to lose those benefits because of the political fallout
from inept @ministration of this program.

290





